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FOREWORD

The Asian Development Outlook 2001 is the 13" in a series of annual economic reports on
the developing member countries (DMCs) of the Asian Development Bank (ADB). ADO, as
it is popularly known, provides a comprehensive analysis of macroeconomic and develop-
ment issues in 39 DMCs of ADB and this year includes a theme chapter on the challenges of
globalization.

In the first half of the year 2000, the world economy continued to build on the momen-
tum created in 1999. Growth increased in many industrial economies, including the euro area
and Japan. There was further consolidation of gains in the developing regions of Asia, Latin
America, Africa, and the Middle East. However, the United States (US) economy, which had
served as the primary locomotive for economic growth for several years, began to show strains
of prolonged rapid growth in late 1999. Interest rates in the US began to rise in early 2000,
reflecting a policy stance of slowing the economy. These increases spread gradually to the rest
of the world. The economy of the US and that of the world generally began to slow in the
second half of 2000.

Nevertheless, the Organisation for Economic Co-operation and Development countries
as a whole grew faster in 2000 than in 1999 as rates of growth increased in both the euro area
and Japan. The overall economic performance among DMCs was more than satisfactory in
2000. Economic growth picked up in several countries and export growth accelerated, while
inflation was held in check and domestic demand increased. In 2001, growth in the euro area
and Japan is expected to slow marginally though still keeping its momentum. The US eco-
nomic slowdown is expected to be brief.

The five countries most affected by the Asian financial crisis continued to recover. Growth
accelerated rapidly in Indonesia and Malaysia, and more moderately in the Philippines
and Thailand. In the Republic of Korea, growth decelerated slightly but remained strong.

The Peoples Republic of China and the countries of South Asia, which had not been
affected by the financial crisis to a significant extent, were generally able to maintain strong
growth momentum. Growth in Central Asia was buoyant, fueled by higher mineral and
petroleum prices, while poor weather conditions and soft raw materials prices adversely
affected several of the Pacific DMCs.

In 2000, many of the DMCs made significant progress in addressing the various policy
issues facing them. As the outlook for the world economy has recently become less upbeat,
it is necessary for DMCs to reinvigorate their efforts to carry out the outstanding reforms
required in financial and corporate restructuring, capital market development, good gover-
nance, and improved social equity.

ADB has taken a keen interest in the five countries most affected by the financial crisis,
and it continues to provide assistance to them and to the rest of the Asian and Pacific region.
The agenda for reform is daunting but with renewed efforts from governments these econo-
mies should emerge and will be able to deal effectively with the challenges that they face.

Part | of the ADO provides an overview of economic developments and prospects for
DMCs, set in a global context, and discusses in detail the risks and uncertainties.

Part 1l examines economic developments and presents a forecast for the coming two
years for 39 DMCs. Newly independent East Timor, with which ADB is actively involved



within a framework of concerted international cooperation, is also reviewed. Part Il also
discusses economic management and policy issues.

Part 111 analyzes trends in globalization and the challenges that arise for DMCs, and
reviews their participation in this process. DMCs have been generally successful in integrating
themselves into the global economic system. Indeed, they have attracted significant amounts
of foreign investment, while trade is a strong and integral driver of economic growth. They
have also had to develop the necessary policies and institutions to deal with volatility stem-
ming from large capital movements.

DMCs face a number of policy issues and challenges. In the context of globalization, the
first challenge for DMCs is to continue to move into areas where global demand is rising and
where the opportunities for those countries with comparative advantage are manifest. The
second challenge is to assess and manage the risks presented by the evolving global economic
system. The commitment among governments to addressing this challenge is healthy and
encouraging, particularly in light of the difficulties experienced during the Asian financial crisis.

Powerful economic and technological forces are at work that are likely to render the world
economy even more globalized in the future than it is today. The challenge for DMCs and
emerging economies elsewhere is, therefore, how to capitalize on the opportunities for growth
and development afforded by globalization, while at the same time minimizing the risks. In
an obvious sense, this means taking appropriate policies to maintain a stable macroeconomy,
maintaining prudent financial policies, and adopting sound regulatory practices. The funda-
mental challenge is how governments, in cooperation with the private sector, can develop
capabilities and capacities to determine appropriate policies and implement them.

Governments should also be able to facilitate the development of a social consensus on
goals and instruments, and an equitable means for sharing the benefits of implementing
appropriate policies and programs. Governments should also maintain flexibility to modify
their policy stance as circumstances change.

The Asian Development Outlook 2001 makes an important and useful contribution to
ADBS overarching goal of poverty reduction. Through its analysis of, among others, the
impact and challenges of globalization, it aims to provide useful insights into how DMCs can
effectively respond to the challenges of poverty reduction, taking advantage of the benefits
while minimizing the risks of participating in a globalizing world.

%f/m Ké‘/'mo

Tadao Chino
President
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A

Economic Developments and Prospects

INTRODUCTION AND OVERVIEW

Growth in the world economy accelerated to an impressive
4.8 percent in 2000, more than a percentage point higher than
in 1999 and the fastest in over a decade. The very strong per-
formance for the year as a whole, however, masks a significant
downshift in the second half as the United States (US), in
particular, reached a cyclical peak and began to slow. As a result,
the world economy entered the current year with considerably
less growth momentum. Notwithstanding considerable uncer-
tainty about near-term prospects, the Asian Development Outlook
(ADO) 2001 is cautiously optimistic that the world economy
will experience only a relatively shallow and short-term slow-
down in 2001 before returning to trend growth in 2002. On the
other hand, there are some significant downside risks in the
near-term outlook. Should these materialize, a much less favor-
able outcome may be possible.

The rebound in global growth from the slowdown that
occurred in 1997/98—induced by the Asian financial crisis that
began in 1997 and the Russian crisis of 1998—picked up
momentum in the first half of 2000 (see Figure 1.1). The main
driver continued to be the US, where the growth of domestic
demand accelerated further, but the expansion also started to
become more broad based. Growth in both the euro area and
Japan picked up while activity remained strong, or strength-
ened, in many other industrial countries, including Australia,
Canada, and United Kingdom (UK).

In addition, a number of developing countries in Latin
America, Africa, and Europe began to share in the favorable
global conditions. Following its sharp slowdown in 1999, the
Russian Federation experienced a bounce back in 2000 with
favorable implications for the transition economies of Europe
and Central Asia. Those Asian countries affected by the 1997/98
crisis also continued their strong recoveries in early 2000,
growing, in some cases, at high single-digit rates or faster.
Growth also remained strong in the People’s Republic of China
(PRC) and India. World trade expanded very rapidly during the
first half of the year, as exports, especially of technology prod-
ucts from Asia, grew in line with “new economy” fervor.

During the second half of the year, the world economy
began a cyclical slowdown. This was particularly pronounced in
the US, where domestic demand growth began to shift to a
much more moderate pace following several years of high

growth. Japan’s economy grew more rapidly than in 1999 but
showed some signs of weakness after midyear. Growth also
began moderating in several of the developing member coun-
tries (DMCs) of the Asian Development Bank (ADB) with close
trading links to the US. Growth, however, held up or acceler-
ated in much of western and eastern Europe, as seen in

Figure 1.1 GDP Growth,
World and Developing Asia, 1992-2002

Percent
10

0
1992 1994 1996 1998 2000 2002

World
. DMCs

Sources: International Monetary Fund, World Economic Outlook,
October 2000; staff estimates.
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continued strength in the more buoyant euro area and robust
growth in the Russian Federation.

A contributing factor to the slowdown in the global
economy was the steep rise in world oil prices. After extreme
weakness early in 2000, oil prices rebounded and reached a
peak of over $35 a barrel in September, before falling some-
what. While the effects on inflation were generally small, the
implied terms-of-trade losses for net oil importing countries
may have shaved 0.2-0.5 percent off global growth in 2000 and
early 2001. Among DMCs, significant net oil importers such as
India and the Republic of Korea (Korea) were particularly hit,
while net oil exporters such as Indonesia and the Central Asian
republics benefited.

Despite resource use rising to high levels in several major
industrial countries, inflation generally remained subdued in
2000. Average inflation in the major industrial countries contin-
ued at its lowest rate for several decades before rising modestly
in the second half of the year in response to a run-up in world
oil prices. Among developing countries, inflation was also gen-
erally moderate.

Through most of the year, the dollar strengthened further
in foreign exchange markets as the large and growing US cur-
rent account deficit continued to be more than adequately
financed by large capital inflows. In addition to strengthening
against many developing country currencies—including those
in Asia—the dollar continued to strengthen against the euro
during much of the year. This prompted the major central banks
to undertake a coordinated intervention in September to slow
the decline of the euro. In the fourth quarter, the dollar began
to weaken, especially against the euro, as clear evidence
appeared that the US economy was slowing.

Concerned about possible overheating, the authorities in
the major industrial countries gradually tightened monetary
policy during the early part of 2000. The Federal Reserve
nudged up short-term interest rates in several steps in the US
through midyear; the European Central Bank also raised policy
interest rates in the euro area, as did the authorities in several
other industrial economies. In the second half of the year, the
Bank of Japan abandoned its long-standing zero interest rate
policy and raised short-term rates slightly. Long-term interest
rates remained generally low or declining in many industrial
countries. To varying degrees, this reflected relatively strong
actual and prospective budgetary positions and benign infla-
tionary expectations.

Major equity markets remained at high levels in early 2000
with technology stocks, in particular, beginning the year with
significant further advances. However, volatility in international
financial markets began to increase later in the year as equity
valuations, especially in the technology sector, collapsed and
spreads on risky assets—including emerging market debt—
increased. Within Asia, those DMCs that had benefited from the
technology boom saw sharp further downward movements in
their equity markets, in some cases reversing much of the gains

made in 1999. The sizes of the corrections were also influenced
in some countries by domestic political problems and uncer-
tainties, and by concerns about the pace of domestic economic
reform and financial restructuring. Worldwide, as the appetite
for risk taking diminished, several developing countries expe-
rienced a weakening of their external capital account and down-
ward pressure on exchange rates (see Figure 1.2). Although
Argentina and Turkey had severe financial problems late in the
year, the spillover to other countries was relatively limited, in
part because of the prompt response of the international finan-
cial community.

Looking forward, the outlook is for more moderate growth
in 2001 and 2002 compared with the first half of 2000 as the
world economy moves to a more sustainable growth trajectory.
ADO projections are that, following a cyclical slowing to around
3.5 percent in 2001, world growth will pick up to almost 4 per-
centin 2002, broadly in line with longer-term trends. As regards
the major industrial countries, this strongly reflects a temporary
sharp slowing of the US economy to a shade below 2 percent in
2001 followed by a recovery to around 3 percent in 2002.
Although ADO forecasts are that growth in the euro area should
be relatively well sustained, some moderation to 2.5-3.0 per-
cent is expected in both 2001 and 2002, from 3.4 percent in
2000. After some weakness in early 2001, growth in Japan is
expected to pick up modestly to 1-2 percent in 2002.

The near-term outlook for developing countries is mixed.
The DMCs as a group are expected to experience one of the
sharpest slowdowns as aggregate growth declines from over
7 percent in 2000 to 5.3 percent in 2001, before rebounding
somewhat in 2002. This would, for the most part, reflect the
effects of the slowing US economy and the moderation of the
technology boom on many DMCs'’ recent dynamic export per-
formance. Even then, the DMCs would still constitute one of the
fastest-growing regions in the world. Parts of Latin America are
also expected to slow quite sharply in 2001, given close trade
linkages with the US, but the region as a whole is expected to
hold up quite well. Eastern Europe and Africa are expected to
be less affected by the US slowdown, provided that growth is
reasonably well maintained in the euro area.

The projected slowdown for the DMCs as a whole in 2001
masks variations across subregions. Among DMCs, those
expected to see fairly sharp slowdowns are the newly industri-
alized economies (NIEs)—namely Hong Kong, China; Korea;
Singapore; and Taipei,China—and the countries of Southeast
Asia depending heavily on technology exports and on the US
market. Some of these economies began to slow in 2000 as their
recoveries matured and the technology boom cooled. Con-
versely, growth in the PRC and India is expected to hold up
quite well, if domestic demand can be maintained. Growth in
Cambodia, Lao Peoples Democratic Republic (Lao PDR), and
Viet Nam, as well as the Pacific DMCs is likely to be sustained
or to strengthen in 2001-2002, on the assumption that the
authorities persevere with crucial domestic reforms. Growth is
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Figure 1.2 Nominal Exchange Rates of Selected DMC Currencies to the US Dollar,
January 1996-December 2000
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expected to slow sharply in the Central Asian republics, reflect-
ing pressures of a projected slowdown in the Russian Federa-
tion. Nevertheless, in many of these countries, the foundations
are gradually being laid for sustained medium-term growth.

This relatively sanguine outlook for the global economy is
subject to a number of near-term risks and uncertainties. Fore-
most among these is the risk of a deeper and more long-lived
slowdown in the US and the uncertain outlook for Japan. In an
environment of slowing global growth, the risks on the oil price
front have receded as oil prices have fallen from their peak in
2000. In the absence of major supply disruptions, oil prices
should not present a major risk.

Key short-term risks for DMC economies relate to the
expected continued weakness of the US economy in the first
part of 2001, development in the technology sector, and the
prospects for the Japanese economy. The risks are especially
significant for those DMCs where recoveries depend heavily on
exports, where financial and corporate restructuring is incom-
plete, and where political uncertainties remain. The less favor-
able external environment will present challenges for these
DMCs as they continue to implement structural reforms and
seek to reestablish the conditions for strong and sustained
medium-term growth.

THE WORLD ECONOMY

Growth in world gross domestic product (GDP) accelerated to
4.8 percent in 2000—one of the most impressive performances
of the last two decades—but began to lose momentum in the
latter part of the year as the US economy slowed. Sluggish US
growth is expected to continue to at least the middle of 2001
before activity begins to pick up. In 2002, the world economy
is forecast to strengthen and record a growth rate of around
4 percent. With the rapid economic growth in 2000 came an
acceleration in the volume of international trade, rising by over
12 percent in that year, one of the strongest performances for
many years. This rate will likely moderate to about 7 percent in
2001 as the pace of economic growth slows. Notwithstanding
strong economic growth, world inflation remained low in 2000,
maintaining a record for price stability set in 1999, when it
declined to its lowest level in several decades. Inflation is ex-
pected to remain moderate over 2001 and 2002.

Industrial Countries

GDP growth in the industrial countries accelerated to 3.8 per-
cent in 2000, led by US growth of 5.0 percent. The euro area
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picked up to 3.4 percent as buoyant domestic demand was
reinforced by export strength, particularly in the early part of
the year. Japan recorded growth of 1.7 percent, up from the
1999 rate, led by private nonresidential investment and exports.
In the UK, growth accelerated by nearly one percentage point to
3.0 percent in 2000, while in Australia growth fell slightly but
still remained strong at around 4.3 percent. In Canada, growth
was similar to that in the US.

Inflation in industrial countries picked up somewhat to a
little over 2 percent in 2000, from 1.5 percent in 1999, prima-
rily because of higher oil prices and slightly higher inflation in
the US. Inflation was 2.4 percent in the euro area, a shade
higher than in the previous year but generally subdued. Prices
fell at a faster rate in Japan even as its economy recovered early
in the year.

Stock markets were volatile in 2000. In the US, technology
stocks weakened after reaching a peak in March as investors
began to reevaluate earnings prospects and the outlook for
further interest rate increases. Europes bourses also showed
some weakness but this was less severe, due to the emerging
strength of domestic demand and robust export performance.
In Japan, stock prices were under downward pressure for most
of the year, in part due to weakness in the technology sector.

In foreign exchange markets, the euro depreciated against
the dollar up until late October before strengthening somewhat
through the end of the year. During the year, both the yen and
the dollar experienced slight real effective appreciation.

Unemployment rates either fell or remained stable in 2000
in most industrial countries. In the euro area, unemployment
fell by nearly a full percentage point to 9.0 percent against the
background of increased labor market flexibility and the pickup
in growth. In the US, where unemployment was lower, the
decline was more modest; but the rate fell to 4.0 percent, a rate
not seen in over 30 years, reflecting the growth improvement
early in the year. The unemployment rate remained steady in
Japan as restructuring continued.

Short-term interest rates rose slightly in most industrial
countries over the year. The US Federal Reserve raised short-
term rates in the first half of 2000, as did the European Central
Bank. Long-term interest rates remained relatively low, ref-
lecting a benign view of long-run inflation and, in some coun-
tries, strong budgetary positions.

Helped by continued strong revenue performance in the
last few years, fiscal positions in most industrial countries
improved further in 2000. The US federal surplus grew to
around 2 percent of GDP in 2000 from about 1 percent in
1999, while the euro area also had a small surplus compared
with a deficit of more than 1 percent of GDP in 1999. For the
Organisation for Economic Co-operation and Development
(OECD) as a whole, the central government budget switched
from a deficit of about 1 percent of GDP in 1999 to a surplus
of 0.5 percent of GDP in 2000. Conversely, the central govern-
ment deficit widened further in Japan.

International imbalances increased further in 2000 as the
US continued to grow more rapidly than other major industrial
countries. In particular, the US current account deficit widened
to almost 4.4 percent of GDP but was easily financed by strong
capital inflows from the rest of the world. Interest rate differen-
tials between the relatively high rates in the US and the lower
rates in other industrial countries persisted and even widened
slightly over the year. The US continued to serve as a safe haven
for some capital flows from developing countries.

The near-term outlook for industrial countries is domi-
nated by the anticipated slowdown in US growth to less than
2 percent in 2001, followed by an upturn in 2002. In the euro
area, growth is expected to moderate slightly in 2001 and 2002
but to remain relatively strong. In Japan, the outlook is for
continued growth of 1-2 percent, with the momentum
sustained by restructuring—intended to increase efficiency and
improve resource allocation—and by fiscal and monetary
support. The unemployment rate should continue to fall in the
euro area but may level off or increase slightly in Japan and the
US. Reflecting the global slowdown, industrial countries’ infla-
tion is expected to generally remain subdued or soften.

Transition Economies

The transition economies of central and eastern Europe in 2000
continued the economic recovery that began in the preceding
year. Output growth was strong, accelerating to 5-6 percent,
thanks partly to faster growth in the euro area and the revival
in domestic demand in some of the transition economies. Sup-
portive macroeconomic policies, including lower interest rates,
some fiscal stimulus, and strong export performance, fueled
growth of over 7 percent in the Russian Federation, 4-6 percent
in Hungary and Poland, and 2.8 percent in the Czech Republic.
Inflation was moderate in the Czech Republic but reached
double-digit rates in Hungary, Poland, and particularly the
Russian Federation, where it was just over 20 percent.

Aside from the Russian Federation, where the current
account surplus improved to almost 20 percent of GDP as a result
of higher prices for petroleum and metals, the external balance of
these economies deteriorated somewhat in 2000. The current
account deficit in Poland was around 6 percent of GDP and about
3.5 percent of GDP in both the Czech Republic and Hungary.

Growth in the transition economies is expected to remain
relatively strong in 2001-2002 but more muted than in 2000.
Much will depend on the progress in domestic economic reform
and the external environment. Somewhat slower growth in the
euro area, the major trading partner for these economies, will
have a mild negative effect as will expected slower growth in the
Russian Federation and a leveling off or slight decline in oil
prices. The current account surplus is expected to narrow in the
Russian Federation and the current account deficits in the other
countries widen somewhat. Throughout this region, inflation
should generally moderate as growth slows.
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DEVELOPING ECONOMIES

Growth in the developing regions of the world improved to
5-6 percent in 2000 from less than 4 percent in 1999 and
3.5 percent in 1998. The DMCs as a group continued to be
among the strongest performers. The strengthening of South-
east Asia was particularly significant. Growth picked up from
3 percent in 1999 to 5.1 percent in 2000. Economic perfor-
mance also improved elsewhere. After many countries in Latin
America experienced weak or negative economic growth in
1999, the region revived to over 4 percent in 2000, led by
strong performance in Mexico, Chile, and Brazil. In Africa,
growth also accelerated as economic performance in South
Africa strengthened, as did that of the oil exporters in the
region—Algeria and Nigeria. In the Middle East, income rose
more rapidly in 2000 than in 1999 on the back of higher oil
prices in the second half of the year.

Notwithstanding the strong global economy, commodity
price trends diverged in 2000. Agricultural prices increased by
about 5 percent as did prices for some metals and minerals, led
by strong markets for nickel, aluminum, and copper. Other
metal prices remained unchanged or softened because of weak
demand or high stock levels. Oil prices increased sharply in the
second half of the year, reaching a peak of $35 a barrel before
easing somewhat.

The Institute of International Finance estimates that net
capital inflows to developing countries increased to just over
$150 billion in 2000, only modestly higher than in 1999 and
less than half the precrisis inflows of about $315 billion in
1997. Official flows to developing countries were negative in
2000, because official flows from international financial institu-
tions remained low at $1 billion-$2 billion while net flows from
bilateral creditors were negative as debt repayments from devel-
oping countries were greater than new lending to them. Recent
official debt relief measures for heavily indebted poor countries
are expected to influence finances, mainly official, in 2001 and
beyond.

Growth in developing countries in 2001 is likely to depend
on several factors that will vary from country to country. In a
globalizing world, the external environment plays a key role.
Commaodity prices continue to be a critical external factor for
many countries in Africa and the Middle East and to a lesser
extent for Latin American countries and DMCs. Petroleum is
probably the most critical of these commodities, and if oil prices
remain firm, oil exporters will continue to benefit (see Box 1.1).
The likelihood of stable non-oil commaodity prices will depend
on the general strength of the world economy, weaker perfor-
mance being generally associated with softer commodity prices.
The pace of growth in industrial countries will also be a critical
factor that will impact on developing countries, and exporters
of manufactured goods will be among the first to suffer. Domes-
tic macroeconomic and structural policies will be equally or, in
some cases, more important, particularly where countries have

deep-seated weaknesses. Policies and reforms are needed in
some countries to address issues of governance, law and order,
and civil society.

Africa and the Middle East

In the past few years, Africa and the Middle East have been
exposed to a number of external factors—primarily develop-
ments in commodity markets—that have had a significant
impact on their economic performance. In 2000, buoyant oil
markets gave a strong boost to oil producing countries in these
two regions. The effect of higher prices and greater export
volume had a widespread salutary effect on economic growth,
domestic demand, fiscal health, and current account balances in
these countries. Conversely, many of the non-oil producing
countries suffered from adverse terms of trade as the price of
their exports failed to keep up with the cost of imported oil and
manufactured goods. Nevertheless, those non-oil producing
countries that had adopted prudent macroeconomic and struc-
tural policies managed to overcome this adverse effect and
experienced accelerated growth. Those countries where govern-
ment policies have been weaker and/or where the adverse
terms-of-trade effect has been compounded by civil disturbance
or drought performed poorly.

Economic growth resumed in Saudi Arabia and other Gulf
and Middle East oil exporting countries in 2000. These coun-
tries have also begun to benefit from structural reforms under-
taken, when petroleum prices were much lower, to stimulate
the non-oil private sector. Measures have included the
privatization of some utilities (including telecommunications)
and the adoption of regulations designed to attract foreign
direct investment (FDI) and the private sector generally. In
Egypt, growth slowed a little in 2000 from the 1999 level. Fiscal
and monetary policies were tightened in response to a deterio-
rating external payments position, as seen in a loss of foreign
reserves and pressure on the exchange rate.

Within Africa, output growth accelerated to about 3 per-
cent, from around 2 percent in 1999, as a result both of more
buoyant markets for some commodities, particularly petro-
leum, and the effects of implementation of better macroeco-
nomic policies and structural reforms. The two largest
economies in the region—Nigeria and South Africa—recorded
growth of about 3 percent, the former aided by higher oil prices
and the latter by greater external demand and growing interna-
tional competitiveness.

Several other African countries also grew more rapidly as
they effectively implemented macroeconomic and restructuring
policies. However, some countries suffered from a range of
constraints including weak commaodity prices, drought, and
civil conflict. Capital inflows to the region remained small in
2000. Official inflows were negative for the fourth year in a row
at $1.7 billion (due to loan repayments) while private flows fell
from $10 billion to around $7 billion.
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Box 1.1 Oil and Energy Issues in Developing Member Countries

Oil prices have recently exhibited considerable volatility.
Having increased from a little over $10 a barrel in February
1999 to $30- $35 a barrel in November 2000, they have come
down to a range of $24-$30 a barrel in January- February
2001. The rapid increase in oil prices initially reflected pro-
duction cutbacks among major oil producing countries in
1999. This was accompanied by high and persistent world
demand for oil, due to the strong rebound in economic activity
in Asia and continued robust growth in the US economy
through mid-2000. As a result, commercial inventories of oil
were drawn down to their lowest levels since the 1970s.

In April 2000, the Organization of Petroleum Exporting
Countries (OPEC) reversed its production cuts of the previous
year and adopted a target price range of $22- $28 per barrel.
Despite subsequent increases in oil production, prices
remained above the upper limits of OPEC’s price band until
the end of the year. The decline in prices in early 2001, how-
ever, coincided with a drastic cut in Iraqi oil production
because of a dispute with the United Nations over its oil-for-
food program. In an attempt to maintain prices, OPEC an-
nounced another production cutback in January 2001.

Prospects for world oil prices remain subject to consider-
able uncertainty arising from both supply and demand factors.
On the supply side, immediate prospects depend on the extent
to which OPEC members adhere to their reduced production
guotas and the extent to which higher prices reactivate oil
wells capped during the oil price slump of 1998. The forecasts
for non-OPEC production indicate that output will grow
slowly. At present, nearly all oil producing countries, except
Saudi Arabia, are producing at or near full capacity. Moreover,
in March 2001 OPEC agreed to restrict production to maintain
prices within its target band. On the demand side, while the
onset of warmer weather in the northern hemisphere will in-
evitably lead to a downturn in demand, prospects for the year
are highly dependent on how much the global economy in
general- and the US economy in particular- slows. Any such
slowdown will, to some extent, be offset by the oil companies’
need to replenish depleted stocks of oil. Barring supply disrup-
tions caused by ongoing tensions in the Middle East, a mod-
erate decline in oil prices is assumed, in line with oil futures
prices. However, if oil prices remain higher than they are ex-
pected to, then this would have several adverse implications
for global economic prospects, as follows.

Higher oil prices can affect the global economy through
various channels. The initial impact is likely to be felt on the
trade balance of both oil exporting and oil importing coun-
tries. The resulting income transfer from oil importers to oil
exporters is likely to lead to a fall in global demand because
oil importing countries have a higher propensity to spend than
oil exporting countries. Higher oil prices can also have an
impact on price inflation and economic growth. Inflationary
pressures arising from higher costs of production can feed into
a wage-price spiral and lead to higher interest rates. This could

reinforce the negative effects of terms-of-trade shocks on out-
put for oil importing countries and lead to lower GDP growth.
Moreover, if governments derive revenue from imported oil
and/or subsidize the domestic use of oil, this could complicate
fiscal management, especially if higher prices persist.

Many analysts, however, feel that the world economy
today can better cope with the adverse consequences of an oil
price shock than it did during the previous oil price surges of
1973/74, 1979/80, and 1990, when sharp rises in oil prices
led to higher inflation and global recession. In real terms,
prices today are one third below their levels in the 1990s and
one half of their levels in the 1970s. Oil also now accounts for
a smaller proportion of world production and consumption.
This is especially true for the industrial countries.

Since the 1970s, due to energy conservation, a switch to
other fuels, and technology developments, industrial countries
have greatly reduced their dependence on imported oil. At the
same time, their services and information, communications,
and technology sectors (which have a lower oil intensity of
production) have increased their share of GDP at the expense
of manufacturing (with a higher oil intensity). This has been
facilitated by the relocation of manufacturing activities to
lower-cost developing countries. As a result, industrial coun-
tries now use only about half as much oil for every dollar of
GDP compared with the early 1970s. In developing member
countries (DMCs), although the growth in consumption of
natural gas has outpaced that of oil in recent years, their share
of global oil consumption, nevertheless, increased from
17 percent in 1980 to 26 percent in 1998, due in part to
rapid growth in manufacturing activity. As a result, the oil
intensity of production in DMCs has remained broadly
constant since the early 1970s. As DMCs have relatively few
oil producers, they are likely to suffer more from an increase
in oil prices than industrial countries.

According to IMF’s World Economic Outlook of Septem-
ber 2000, a sustained $5 a barrel increase in the price of oil
over a baseline figure of $26.53 a barrel in December 2000
would, after one year, lead to a fall in GDP of 0.2 percent for
the major industrial countries while inflation would rise by
0.2- 0.4 percent. For developing countries in Asia, GDP
would decline by 0.4 percent, inflation would rise by
0.7 percent, and the current account balance would deterio-
rate by around 0.5 percent of GDP. These aggregate figures,
however, conceal large differences between individual coun-
tries within Asia. While slower growth will undoubtedly be a
setback for a recovering Asia, for a number of the newly indus-
trialized economies and Southeast Asian net oil importers cur-
rently enjoying large current account surpluses and subdued
inflation, the impact of higher oil prices is unlikely to be a
cause of concern. However, for some of the South Asian coun-
tries running large current account deficits, further deteriora-
tion of their external accounts and output losses due to higher
oil prices could have potentially serious effects.
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Latin America

Growth in Latin America rebounded strongly to around 4 per-
cent in 2000, from negligible growth in 1999. The region
benefited from a combination of strong growth in the US, higher
prices for some commodities, and generally sounder macroeco-
nomic policies and performance, particularly with respect to
inflation. The two largest economies in the region—Mexico and
Brazil—performed well in 2000, growing at about 7 percent
and 4 percent, respectively. Export growth was very strong in
both countries. Mexico's buoyant economy was led by soaring
exports, primarily of oil, to the US and by strong investment
growth. Brazil benefited from greater export competitiveness
following its currency depreciation in early 1999. The Brazilian
Government improved its fiscal situation as stronger consumer
and investment spending resulted in higher tax receipts. Argen-
tina, the third largest economy in the region, began to recover
from a severe recession in 2000 but growth was slower than
expected leading to continued pressure on the budget and to
less favorable terms in international capital markets. This
resulted in severe financial pressures toward the end of the year.
Venezuela benefited from higher oil prices, while the economies
of Chile and Peru continued to perform well. Inflation in the
region abated somewhat in 2000 as many countries have
adopted either inflation targeting or policies with a strong infla-
tion containment component. The current account deficit
decreased slightly for the region as a whole.

Asian and Pacific Developing Member Countries

The DMCs’ recovery from the financial crisis of 1997/98
strengthened in 2000 (see Table 1.1). The strong performance
reflected the favorable external environment through most of
2000; expansive macroeconomic policies; competitive
exchange rates; and, in varying degrees, progress in financial
and corporate restructuring, and in economic reforms. Higher
oil prices toward the end of the year had different effects on oil
exporters and importers, but on balance were a negative factor
for growth, and in some countries pushed up inflation slightly.
In several countries, the impact of oil prices on inflation was
offset by the influence of moderate food prices.

Many DMCs were well positioned in 1999 and 2000 to
take advantage of the rapid growth in import demand from
industrial countries, especially the US. GDP growth for the
region was over 7 percent for the whole of 2000, up from just
over 6 percent in 1999, though the pace slowed during the
second half of the year. Domestic demand began to strengthen
in a number of economies relative to the preceding two years.
Hong Kong, China; and Singapore led the continued strong
performance of the region, with economic growth in 2000 of
10 percent or more. In Indonesia, Philippines, and Thailand,
recovery continued but remained somewhat fragile due to
incomplete structural reforms, political uncertainty, and gener-

ally weak private investment. Growth in the PRC and India,
where the impact of the Asian crisis was more limited, contin-
ued at a rapid pace, primarily due to strong domestic demand
and buoyant export performance. Strong agricultural perfor-
mance took GDP growth to its highest rate in four years in
Pakistan, while in Bangladesh, Nepal, and Sri Lanka economic
growth was also higher. Agriculture also played a major role in
boosting growth in Bangladesh and Nepal, while industry was
an important source of growth in Sri Lanka. Most of the econo-
mies in the Central Asian republics, Azerbaijan, and Mongolia
grouping benefited from improved economic performance in
the Russian Federation as well as from higher prices for oil and
natural gas, which are the leading exports for several of them.
The Pacific DMCs showed weaker performance due to political
problems in some countries and continued softness in world
nonenergy commodity prices. In the second half of 2000, many
of the larger DMCs started slowing as GDP growth in industrial
countries, particularly the US, slowed.

Inflation was benign in 2000 for most DMCs. In the NIEs,
except Hong Kong, China, prices rose slightly faster than in
1999 as a result of higher oil prices but, even so, inflation
remained at less than 2.5 percent in Korea; Singapore; and
Taipei,China as macroeconomic policies remained prudent and
money supply growth was held in check. In Hong Kong, China,
the consumer price index continued its deflationary trend due
to weakness in property rental prices, but the rate of decline
showed signs of moderating. In the PRC, a strengthening of
private consumption reversed the 1998-99 deflationary
trend; the consumer price index rose by 0.4 percent. In
Southeast Asia (except the Lao PDR and Myanmar), despite
a small pickup in inflation in the last quarter of 2000, over-
all inflation remained low and relatively stable. In the Cen-
tral Asian republics, Azerbaijan, and Mongolia; Lao PDR;
and Myanmar, inflation remained high, primarily due to the
effect of currency depreciation on import prices and accom-
modative monetary policies. In South Asia, India experi-
enced somewhat higher inflation due to deregulation of fuel
prices and the depreciation of the rupee. More prudent fis-
cal and monetary management was generally important in
holding down inflation elsewhere in this subregion.

Several DMCs recorded double-digit export growth in
2000. The continuing global demand for goods related to infor-
mation and communications technology (ICT) led to a surge in
exports from India; Korea; Malaysia; Singapore; Taipei,China;
and Thailand. Rising international oil prices stimulated exports
from Indonesia and many of the Central Asian republics and
Azerbaijan, while the PRC benefited from higher demand for its
labor-intensive manufactured goods. Notwithstanding strong
exports, more rapid growth of imports in 2000 led to a narrow-
ing of current account surpluses in many DMCs. These
surpluses were in some cases used to finance both external debt
repayments and a further buildup in reserves, albeit generally at
a much slower pace than in 1999.
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Table 1.1 Selected Economic Indicators, Developing Member Countries, 1998- 2002

Gross domestic product (annual percent change)
DMCs
Newly industrialized economies
PRC
Central Asian republics, Azerbaijan, and Mongolia
Southeast Asia
South Asia
India
Pacific DMCs
Crisis-affected economies

Inflation (percent change in consumer price index)
DMCs
Newly industrialized economies
PRC
Central Asian republics, Azerbaijan, and Mongolia
Southeast Asia
South Asia
India
Pacific DMCs
Crisis-affected economies

Current account balance (percent of GDP)

DMCs
Newly industrialized economies
PRC
Central Asian republics, Azerbaijan, and Mongolia
Southeast Asia
South Asia

India

Pacific DMCs
Crisis-affected economies

- Not available.
Source: Staff estimates; and see Statistical Notes.

Equity and currency markets declined significantly in 2000
in many DMCs. Externally, rising interest rates, slower growth
in the US in the second half of the year, and the popping of the
technology bubble triggered downward adjustments in equity
markets. The response of Asian equity markets to the world-
wide correction in prices of ICT stocks, particularly the fall in
the NASDAQ index, was especially strong (see Figures 1.3 and
1.4). Domestic considerations also, in some cases, dampened
investor enthusiasm and confidence in the region. These in-
cluded incomplete restructuring of banks and corporations,
limited progress in structural reforms, and perceived heighten-
ing of political risks in some countries. Domestic currencies

1998 1999 2000 2001 2002
0.2 6.3 7.1 5.3 6.1
-2.9 7.9 8.4 4.3 5.6
7.8 7.1 8.0 7.3 7.5
15 4.7 7.8 &3 4.8
-9.0 3.1 51 4.0 4.8
6.1 5.8 5.8 5.8 6.5
6.6 6.4 6.0 6.2 7.0
-2.0 4.1 -1.8 3.4 5.0
-8.3 6.8 6.8 3.9 51
8.0 2.3 2.1 3.4 8.3
4.6 -0.1 11 2.2 2.5
-0.8 -1.4 0.4 2.0 25
9.7 20.2 15.2 10.6 10.0

26.5 9.4 2.7 5.4 4.4
6.3 4.2 6.2 5.4 4.8
5.9 3.3 7.0 5.5 4.8
10.1 10.0 115 8.3 5.0
17.8 5.4 2.6 4.3 3.5
4.1 3.7 2.8 2.5 2.4
7.4 6.3 4.7 4.6 5.0
3.1 1.6 15 1.2 1.0
-5.5 -1.3 2.5 2.6 3.6
4.7 6.6 5.2 3.6 3.0
-1.4 -1.6 -1.9 -1.7 =IL.5
-1.0 -0.9 -1.3 -1.2 -1.0
12 3.0 6.4 - -
6.5 5.9 3.8 2.8 2.3
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weakened in the region due to concerns over an international
growth slowdown and any resultant impact on regional growth
through the export sector.

NIEs and ASEAN-4 Countries

The NIEs recorded the strongest growth performance as a group
in the region in 2000, with GDP growth picking up to 8.4 per-
cent. Growth also picked up in three of the ASEAN-4 countries
(Indonesia, Malaysia, and Philippines).

In terms of GDP growth, Hong Kong, China; Singapore;
and Taipei,China performed well in 2000. GDP growth acceler-
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Figure 1.3 Comparative Stock Price Indices, Five Crisis-Affected Countries,
July 1998-December 2000
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ated from 4.8 percent in 1999 to an exceptionally strong
7.9 percent in 2000. At the same time, the variation in eco-
nomic performance was smaller relative to that observed in
1999. Hong Kong, China and Singapore recorded similar
growth rates in 2000, with that of Taipei,China somewhat
lower. Buoyant exports, led by electrical and electronics prod-
ucts, were the primary growth engine as the rate of export
increase more than doubled to around 20 percent in these
three economies. Domestic demand also accelerated as con-
sumer and investor confidence rose. Labor market conditions
improved and property prices saw some recovery, while spend-
ing on new plant and equipment in the technology sectors
increased. Imports also picked up, reflecting a combination of
restocking of intermediate inputs and rising demand for con-
sumer goods.

Inflation rose a little in Singapore and Taipei,China as a
result of higher oil prices in the latter part of the year, combined
with faster growth and falling unemployment, but remained
relatively low. In Hong Kong, China prices continued to fall as
a result of flat or declining prices for retained imports and con-
sumer goods as well as continued slack in the economy. Strong
growth generally helped Singapore increase its fiscal surplus,
and Taipei,China reduce its fiscal deficit, though the budget
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balance in Hong Kong, China deteriorated slightly from a mod-
est surplus to a small deficit. As exports of goods and services
were generally larger than imports, the current accounts were in
surplus in 2000, though at slightly lower levels than in 1999,
ranging from 23.6 percent of GDP in Singapore and to 2.4 per-
cent in Taipei,China.

The economic recovery in the five countries most affected
by the Asian financial crisis (Indonesia, Korea, Malaysia,
Philippines, and Thailand) remained relatively strong in 2000
and has taken the form of a “V” shape. Growth accelerated in
Indonesia, Malaysia, and Philippines but fell slightly in Korea
and remained virtually unchanged in Thailand. Economic per-
formance was the result of a combination of domestic and
external factors. Domestically, accommodative monetary policy;
as reflected in low interest rates and more competitive exchange
rates, as well as government budget deficits, generally provided
a stimulus. The recovery was also supported by the implemen-
tation of measures to address corporate and financial sector
problems. These measures have generally helped reduce the
level of nonperforming loans (NPLs). Additional supportive
external factors included the strength of the US economy. Korea
remained the fastest-growing economy of the group, mainly due
to a surge in fixed investment spending and rapid growth in
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Figure 1.4 Comparative Stock Price Indices, Hong Kong, China; Singapore; and Taipei,China
July 1998-December 2000
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manufacturing. In the other four countries, the recoveries
varied in strength; in Malaysia growth picked up to over 8 per-
cent, while in Indonesia, Philippines, and Thailand it was
around 4-5 percent.

Despite relatively strong growth, considerable weakness in
domestic demand was still in evidence in Indonesia,
Philippines, and Thailand. Conversely, domestic demand was
somewhat stronger in Korea and Malaysia, where both con-
sumption and gross fixed capital formation increased and the
recovery has been reinforced by greater consumer confidence.
Private investment, particularly FDI, was somewhat weak due
to a combination of factors that included excess capacity in
nonexport industries and weak corporate sector profitability
related to incomplete corporate and financial restructuring (see
Box 1.2). Domestic equity markets moved down with equity
markets in the US in 2000, alongside some net capital outflows
or slowing of inflows.

Despite firmer prices during the last quarter of 2000, infla-
tion generally remained low and stable during the year in the
five countries due to moderation of food prices and continued
excess capacity in certain sectors. Toward the end of the year,
weakness in the currencies of several of these countries added
somewhat to price pressure.

Sep
1999

Hong Kong, China
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Continued strong global demand for electronic goods led
to a surge in exports from Korea, Malaysia, and Thailand in
2000, while rising international oil prices stimulated exports
from Indonesia. Export growth ranged from about 9 percent in
the Philippines to 28 percent in Indonesia. Exports of electronic
products softened toward year-end, as the US economy slowed
and global demand for electronics weakened. While the current
account surplus of Indonesia and the Philippines increased,
those of the other economies narrowed.

Cambodia, Lao PDR, and Viet Nam

Against a background of improved domestic macroeconomic
management and economic reforms, economic growth in these
three countries was affected to some degree by developments in
the global economy in 2000. Higher world oil prices and a
robust industry sector helped Viet Nam achieve a stronger rate
of growth in 2000 than in 1999 while seasonal floods hampered
otherwise good performance in Cambodia. Strong agricultural
performance made an important contribution to growth in the
Lao PDR. Greater price stability among the three countries was
generally achieved through prudent monetary and fiscal
policies, a fall in world food prices, particularly of rice, and
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Box 1.2 Financial Sector and Corporate Restructuring in Five Crisis-Affected Countries

Since the onset of the Asian financial crisis in July 1997, all of
the five most seriously affected countries (Indonesia, Korea,
Malaysia, Philippines, and Thailand) have made significant
progress in the immense task of financial and corporate sector
restructuring. The focus of their efforts has been on resolving
the problem of insolvent financial institutions by closure,
merger, or recapitalization; addressing the corporate debt
overhang; and improving corporate governance. The broad
principles of financial and corporate restructuring have been
similar, but the actual patterns of implementation have varied.
Indonesia, Korea, and Malaysia have adopted restructuring
programs that have stressed coordination by the central gov-
ernment. They have established central agencies to manage
nonperforming loans (NPLs) and to carry forward the recapita-
lization process. The Thai Government has followed a more
market-oriented approach, though it has restructured public
banks and finance companies and absorbed some of their
losses. The Philippines adopted no explicit set of restructuring
measures since itwas, to some degree, less affected by the crisis.

The first objective in all the countries was to resolve the
problems of financial institutions in trouble. Banks were man-
dated to meet international standards of capital adequacy,
loan classification, loan-loss provisioning, accounting, and
disclosure. Also, many nonviable institutions were closed, but
the viable ones were merged or recapitalized through the
injection of public money.

Financial restructuring moved forward on several fronts in
2000. The Financial Supervisory Service of Korea introduced
new and more stringent criteria for classifying NPLs in Decem-
ber 1999, leading to an increase in the NPL ratio from the one
based on the old criteria. Reflecting restructuring, however,
the NPL ratio for Korea is now the lowest among the five
countries. Together with Malaysia, Korea now has an NPL
ratio for commercial banks of less than 10 percent. During
2000, debt restructuring through asset management compa-
nies (AMCs) made further progress in Korea and Malaysia. The
Korea Asset Management Corporation had purchased more
than 50 percent of the banking system’s NPLs by July 2000
and disposed of 40 percent of those it had acquired. In
Malaysia, Danaharta- the agency set up to purchase and
rehabilitate the financial sector’s bad debt- had acquired a
little more than 40 percent of NPLs by August 2000,
amounting to about 15 percent of the country’s GDP. It is
estimated that, as of June 2000, it had disposed of 61 percent
of the NPLs under its jurisdiction.

In Indonesia, the NPL ratio has also fallen. As of June 2000,
it was reported to be about 30 percent for the country’s bank-
ing system as a whole, down from a peak of 70 percent. More
than 75 percent of the total NPLs in the banking system,
amounting to 60 percent of GDP, are now under the control
of the Indonesian Bank Restructuring Agency. However, unco-
operative debtors, and an inadequate legislative and regula-
tory environment have hampered the recovery of asset values
in the country. As of June 2000, the Agency had disposed of
only 0.35 percent of acquired NPLs.
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In Thailand, progress has been made in reducing NPLs,
which had declined from a peak of about 48 percent in May
1999 to 18 percent by December 2000. However, for two
reasons, the resolution of the NPL problem is incomplete and
remains a significant challenge to the Government. First, the
sharp decline in NPLs was largely due to the transfer of some
NPLs to AMCs, which were created to remove bad loans from
bank balance sheets. If these NPLs were included in the cal-
culation of the NPL ratio, together with new NPLs and reentry
NPLs, the NPL ratio would be around 30 percent rather than
18 percent. Moreover, as of December 2000, state-owned
commercial banks and finance companies had significantly
higher NPLs than private commercial banks, averaging around
22 percent and 25 percent, respectively. Second, as eco-
nomic growth has slowed, some restructured loans have resur-
faced as reentry NPLs. Some commercial banks were reluctant
to accept losses and tended to simply reschedule the
payments. New NPLs have continued to emerge, particularly
in those industries that continue to struggle, such as real estate
and construction. So, though Thai banks have made signifi-
cant progress in meeting capital adequacy standards, addi-
tional capital may be required.

Corporate restructuring in these five countries also
progressed through government-sponsored voluntary workout
arrangements and outside this framework. But, in many coun-
tries, much more needs to be done. In Korea, the restructuring
of the top four chaebol is moving ahead. They have all met the
overall requirements of the Capital Structure Improvement
Plans for 1999. Some progress has also been made in the
restructuring of smaller chaebol and firms. In Thailand, by
end-September 2000, the participant debtors in the Corporate
Debt Restructuring Advisory Committee owed about B2.6 tril-
lion in loans. About 43 percent of the loans referred to the
Committee had been resolved. Although many large loans
have been voluntarily resolved, some have not. Indonesia has
seen some progress in government-supervised debt restructur-
ing. In August 2000, the Jakarta Initiative Task Force reported
the completion of 24 (out of 67 active) debt-restructuring
cases. The completed cases involved $5.2 billion in debt,
accounting for almost 40 percent of the total value of active
cases. This is a substantial improvement on the less than
$1 billion debt restructured as of February 2000. Particularly
helpful was the adoption of time limits for mediation proce-
dures and the improvement in regulatory incentives for corpo-
rate restructuring.

In the case of formal insolvency, recent data are not avail-
able. But earlier reports suggest that few bankruptcy cases
have been filed in these countries and even fewer cases com-
pleted. Gaps in bankruptcy legislation and weak institutional
capacity in some countries suggest that formal resolution of
debts may continue to be a slow process.

Source: Adapted from Regional Economic Monitoring Unit, Asian Development
Bank.
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generally good agricultural performance. Fiscal deficits wors-
ened in all three countries, but only slightly in Cambodia and
Viet Nam. Export growth was robust, led by crude oil in Viet
Nam and by garments in Cambodia and the Lao PDR. However,
import growth was also strong and the current account balance
weakened to a smaller surplus in Viet Nam and deteriorated to
a substantially larger deficit in Cambodia.

PRC and India

During and following the Asian crisis, the PRC and India main-
tained generally robust growth, despite a slowdown in exports.
This was mainly because both economies have relatively low
export-to-GDP ratios while capital account restrictions cush-
ioned them somewhat against sharp currency and asset market
fluctuations in the region.

The PRC continued to show strength in 2000. Real GDP
growth was 8 percent, up from 7 percent in 1999, driven by an
acceleration in industrial growth. However, agriculture suffered
from a severe drought and grain output fell by 8 percent. The
deflationary trend experienced in the previous two years was
largely arrested and the consumer price index experienced
virtually no change. The fiscal deficit rose to about 2.8 percent
of GDP compared with 2.1 percent in 1999. Money supply
growth provided sufficient funds for continued rapid expan-
sion, with M2 rising by 12.3 percent, slightly lower than the
rate in 1999. Further steps toward liberalizing the financial
sector in preparation for entry into the World Trade Organiza-
tion were taken, e.g., liberalizing interest rates on foreign
currency loans and large deposits. With strong growth in the US
economy during the first half of the year and the recovery of the
crisis-affected countries in Asia, export growth surged to
27.8 percent. The rapid increase in input needs of exporting
industries and the industry sector boosted import growth to
36.8 percent in 2000. The current account surplus continued
moving downward, falling to 1.5 percent of GDP. This decline
was due to the chronic deficit in the services balance and a
narrowing of the trade surplus. FDI fell moderately during 2000
as a result of the lagged effects of the Asian financial crisis,
resulting in a substantial drop in contracted FDI in 1998-1999.
However, approved foreign investment rose by 25 percent.
With foreign exchange reserves of about $160 billion, external
debt of $156 billion, which is mostly of medium- and long-term
maturity, and a debt-service ratio of about 8 percent, the exter-
nal situation continues to be very strong.

In India, GDP growth was around 6 percent in 2000, led by
a strong services sector. The agriculture sector grew more
slowly, by 0.9 percent, as production was adversely affected by
poor weather. The inflation rate rose temporarily to 7 percent
from 3.3 percent in the previous year, largely as a result of
higher fuel prices following deregulation and the effect of higher
world oil prices. Measures to bring spending under control were
generally successful and the tax base broadened. The central
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Government deficit is likely to be contained within the budget
estimate of 5.1 percent of GDP. Rising interest rates in the US in
the first part of the year resulted in an outflow of funds and a
consequent decline in the rupee against the dollar. In response,
the Reserve Bank of India raised interest rates moderately in July
and tightened monetary conditions. Nevertheless, commercial
sector demand for credit continued to grow, mainly as a result
of oil companies’ greater financing needs to pay for higher
import costs. Exports maintained their strong performance,
growing by 17 percent in 2000. Robust economic growth in the
US and the rest of Asia continued to increase demand for Indian
manufactured goods. Software exports, while accounting for
only 10 percent of total exports, have been growing at 50 per-
cent year on year. Imports also grew strongly as a result of
higher oil import costs and a more rapid pace of capital imports.
The overall current account deficit was 1.3 percent of GDP in
2000 compared with 0.9 percent of GDP in 1999.

Bangladesh, Nepal, Pakistan, and Sri Lanka

In these four countries, GDP growth generally accelerated in
2000. Growth in Bangladesh and Nepal was higher than at
anytime since the mid-1990s, and was higher than in the
previous year in Pakistan and Sri Lanka. Stronger agriculture
was largely responsible for the enhanced performance.
Bangladesh achieved food self-sufficiency for the first time in
many years, and Pakistan and Nepal turned in bumper harvests.
Except for Sri Lanka, inflation generally moderated on the back
of stable food prices and prudent monetary management. Large
fiscal deficits, however, remained a major concern in several of
these countries. The budget deficit, excluding transfers, stayed
stable in Nepal but rose in the other three countries to at least
6 percent of GDP—in Sri Lanka reaching as much as 10 percent
of GDP. External trade played an important role in the stronger
economic performance of this region, with rapid growth in
exports of garments and textiles. Buoyant exports resulted in a
general improvement in the countries’ balance of payments, and
the current account deficits fell in some of them.

Central Asian Republics, Azerbaijan, and Mongolia

The economic turnaround in the Russian Federation from 1999
and the rise in international energy prices helped generate strong
aggregate GDP growth of below 5 percent for this group in 1999
(excluding Mongolia) that improved further to 8 percent in 2000.
Growth performance would have been even more impressive if the
agriculture sector had not suffered a severe drought that affected
both the cotton crop, a major export item, and food grain produc-
tion in some of these countries. In Mongolia, not an oil exporter,
circumstances were somewhat different as economic performance
fell far below potential due to the impact on agriculture of a severe
drought. GDP growth was close to zero compared with average
growth of 3.6 percent between 1997 and 1999.
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Aside from Mongolia, in 2000 the average level of inflation
in these countries fell to 15.2 percent though this level is still
high. Generally, this reflected the positive effects of exchange
rate stability and appropriately restrained monetary policies. In
Mongolia, on the other hand, inflation accelerated to double-
digit levels as an expansionary fiscal and monetary stance was
adopted to offset the poor performance of the economy.

Higher revenues from the oil sector and efforts at improv-
ing public expenditure management and tax administration
have helped the countries improve their fiscal performance.
Fiscal deficits on average declined from 5.6 percent of GDP in
1999 to 2.8 percent in 2000. Taking advantage of high interna-
tional oil and gas prices and greater access to pipelines and
other supply outlets, this group’s export earnings increased by
0.4 percent and 25 percentin 1999 and 2000, respectively. This
enabled many of the countries to improve their external posi-
tions, as reflected in a decline in current account deficits, a
buildup of international reserves, and a significant improve-
ment in external debt-servicing ability. However, in Mongolia
the current account deficit deteriorated.

Pacific DMCs

The economic recovery in the Pacific that began in 1999 was
not sustained in 2000 due to political instability and social
unrest in the Fiji Islands and Solomon Islands. In addition,
growth in the largest economy in the subregion—Papua New
Guinea—slowed significantly in 2000 with weak performance
in agriculture and industry. As a result, the growth performance
of the Pacific DMCs as a group declined by about 2 percentage
points in 2000. Growth was generally led by tourism or con-
struction activity. Inflation in several countries rose as a result of
weakening currencies and increased world oil prices.
Government deficits widened in five of the Pacific DMCs
for various reasons, including a fall in revenue, political insta-
bility, and social unrest, or the launch of large development
projects. In contrast, budget outcomes improved in the other
countries. In all but three Pacific DMCs, the overall balance-of-
payments position deteriorated, due mainly to higher oil costs.

Prospects for 2001 and 2002

Compared with GDP growth of just over 7 percent in 2000,
growth in the DMCs is expected to slow to 5.3 percent in 2001
before picking up to just over 6 percent in 2002. The antici-
pated slowdown reflects primarily a sharp deceleration of
export growth to single-digit levels in 2001 and spillover effects
to domestic economic activities. Private consumption is
expected to moderate in 2001 as the income effects from the
export sector spread during the year. Monetary policy is gener-
ally expected to be accommodative. Fiscal policy will be con-
strained by the need to reduce fiscal deficits in some countries,
but it can provide support for domestic demand in others.
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The projections for 2001 have been revised from the ADO
2000 Update to incorporate the effects of the sharper than
expected slowdown in the global economy that is under way, as
well as the stronger outturn for 2000. On balance, the ADO
2001 projections imply that the level of GDP in the DMCs at the
end of 2001 will be around 0.8 percent lower than implied by
the ADO 2000 Update and that growth in 2001 will be half a
percentage point lower than the ADO 2000 Update.

The ADO 2001 projections are based on a number of
assumptions about the external environment. First, the US eco-
nomic slowdown will only be brief with the US recovering to close
to its long-term trend growth in 2002. Growth in the euro area and
Japan is expected to slow marginally, though still maintain mo-
mentum in 2001 and 2002. (The risks to this baseline set of as-
sumptions are discussed in detail in the next section.) Second,
growth in world trade volume is expected to drop quite sharply in
2001 and then level off in 2002, while oil prices are assumed to
remain in the $23-$28 per barrel range in 2001 and 2002. Third,
macroeconomic policies in industrial countries are assumed to be
supportive of the recovery to stronger growth in 2002 through an
accommodative monetary and fiscal stance.

In Hong Kong, China; Singapore; and Taipei,China export
growth is expected to slow sharply in 2001, with a negative
impact on aggregate supply. Domestic demand growth will be
weaker than in 2000, particularly in electronics-related private
investment. Monetary policy is expected to remain accommo-
dative. Strong trading relationships with the PRC will help off-
set the impact of slower exports to the rest of the world. GDP
growth in these economies is forecast to decelerate to about 4.8
percent in 2001 before rising to around 5.7 percent in 2002.

In the five crisis-affected countries, export performance is
likely to lose much momentum in 2001 as the global environ-
ment becomes less favorable and the boom in electronics
moderates. As export growth slows, manufacturing and services
will be adversely affected. The extent of the impact on domestic
demand will depend both on the extent of the slowdown and
on export dependence (see Box 1.3). While the use of fiscal
policy is generally constrained by public debt burdens, mon-
etary policy is expected to be accommodative to cushion the
slowdown. GDP growth is forecast to decelerate sharply to
below 4 percent in 2001 from 6.8 percent in 2000, and to
recover to over 5.1 percent in 2002 (comparative forecasts for
these countries are shown in Figure 1.5).

Driven by domestic demand growth, the PRC economy is
forecast to slow somewhat, but still grow by over 7 percent in
2001 and 2002 led by strong performance in the industry and
services sectors. Inflation is likely to be modest, investment rates
high, and foreign investment strong. Export growth should slow
as the global economy weakens and imports accelerate during the
time that entry into the World Trade Organization brings a more
liberal trade policy environment in its wake.

Growth in India will depend largely on the performance of
agriculture and on the continued efficiency gains in the industry
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Box 1.3 Effects of a US Slowdown on DMC Exporters

A slowdown in the US economy might have a significant effect
on DMC exports beyond the impact measured by the propor-
tion of total exports destined for the US market. This is because
many of the DMCs are heavily involved in intraregional trade
in electronic components. In the recession of 1991, when US
GDRP fell by 0.5 percent, its imports from Asia fell from a high
of 9.8 percent growth (year on year) in the second quarter of
1989 to a contraction of 2.7 percent in the first quarter of
1991. Will the current slowdown in the US economy have a
similar effect? The changes in the intervening decade to the
structure of Asian exports to the US should be considered. The
major exports from DMCs to the US are now manufactured
goods, a large portion of which are electronics. These prod-
ucts fall within three broad classifications:
industrial electronics (mainly microchip
testing equipment), electronics compo-
nents and parts (mainly semiconductors
and microprocessors), and consumer elec-
tronics (predominantly personal comput-
ers). The box table gives the shares of
electronics in total exports and of these
three classifications in electronics exports.
Except for the PRC and Indonesia, where

X : Economy
electronics exports are a small fraction of
total exports, the economies shown are .
. Singapore
strongly linked to the global and US elec- e
tronics cycle. Ph'"pp!”es
In seven of the nine Asian economies  Malaysia
reviewed, at least two thirds of electronics  Taipei,China
exports are in electronics components and  Korea
parts. Only the PRC and Indonesia are con-  Thailand

centrated in consumer electronics (85 per-
cent) while Hong Kong, China; Korea;
Singapore; and Taipei,China have 10-
18 percent in industrial electronics. Thai-
land is roughly split between consumer
electronics and electronics components.
Forecasts for the next three years suggest
that electronics components will continue

PRC
Indonesia

b 1999.

sector as a result of policy reforms. While somewhat shielded
from the global economic slowdown, exports will still be
adversely affected. Assuming normal weather conditions and
relaxed monetary policy, GDP growth in India for 2001 and
2002 is forecast to remain in the 6—7 percent range. In most of
the other countries, the outlook is for slightly slower growth.
Growth for South Asia as a whole should remain unchanged in
2001, at about 5.8 percent, improving somewhat in 2002.

In the Central Asian republics, Azerbaijan, and Mongolia,
economic growth is expected to slow in 2001 and 2002 as oil
prices soften somewhat and as demand slackens in the Com-
monwealth of Independent States for these countries’ exports.
This forecast assumes that the various governments will adopt

Hong Kong, China
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to grow at a healthy rate but growth will fall from close to
40 percent in 2000 to 20- 30 percent a year in 2001 and 2002.
The growth in consumer electronics has been much slower,
and is also likely to fall in the next two years.

Simulations of possible slowdown scenarios in global
demand for these three subsectors suggest that export growth
in Malaysia and the Philippines will be most adversely
affected by a slowdown in the global demand for electronics,
as they are heavily focused on electronics components. The
PRC and Indonesia would be the least vulnerable, since elec-
tronics represent a smaller share of total exports. Taipei,China
and Korea, followed by Malaysia and Singapore, would suffer
the biggest reductions in GDP growth.

Box Table: Sector Distribution of Electronics Industry,

Selected DMCs, 1999 and 2000

(percent)
Share of Share in electronics exports
electronics Electronics
exports in total Industrial components Consumer
exports? electronics® and partsb electronics®
64 10 89 1
61 66 83
58 2 70 28
46 15 80 5
38 18 78 4
36 0 43 57
33 12 70 18
24 0 15 85
14 0 15 85

2 January- August 2000.

Source: CEIC Data Company Ltd.

further policy reforms to support growth and further liberalize
their economies. Growth is projected to be in the range of about
3-5 percent in 2001 and 2002.

In Cambodia, Lao PDR, and Viet Nam, growth will depend
on strength in agriculture, export prospects for garments, and a
furtherance of stabilization measures to contain fiscal deficits
and maintain stable prices. Growth is forecast at about 5-7 per-
cent in 2001 and 2002.

In the Pacific DMCs, a gradual return to normalcy in the
Fiji Islands and Solomon Islands and improved prospects for
Papua New Guinea should provide a foundation for more sus-
tained growth. The subregion is expected to grow by 3-5 per-
cent in 2001 and 2002.
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Figure 1.5 Comparative Growth Forecasts for the Five Crisis-Affected Countries
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RISKS AND UNCERTAINTIES

The above projections are subject to a number of risks and
uncertainties. The main external risks for DMCs in 2001 and
2002 relate to the prospects for the US economy. For some time,
a key question has been the manner in which the US would
make the transition from very rapid growth rates toward more
moderate rates of expansion, often cast in terms of a “hard” or
“soft” landing, and what a hard landing would imply. This
question was central during 1998 and 1999 when the US
economy was the main locomotive of global growth, given
weakness in much of Europe, Japan, and the developing world.
A sharp US slowdown at that time risked plunging the world
into recession with adverse implications for many countries,
including DMCs struggling to grow out of the 1997/98 financial
crisis. In view of the broadening of the global recovery in 2000,
the risks in this area have clearly receded, but have not entirely
disappeared given the size and importance of the US economy
and some fragilities in the rest of the world.

As noted earlier, key assumptions underlying the projec-
tions are that the current slowdown in the US will not be very
severe—and that the other major industrial economies have
sufficient momentum to keep the world economy growing at a
satisfactory pace in 2001 and 2002 as the US recovers from its
current weakness. Each of these assumptions can be considered
in turn.

The expectation that the US slowdown will not be very
severe or long-lived is based on the judgment that the macro-
economic fundamentals in the US are strong and that the
economy has very flexible product and factor markets. More-
over, according to some observers, recent high levels of invest-
ment in high technology there have permanently and
significantly boosted the economy’s potential growth rate. In an
extreme version of this view, the current slowdown is essentially
a modest “hiccup” and relatively rapid rates of growth will
return quickly once current small inventory imbalances have
been worked off and confidence returns.

There is some merit to this view. But there is also consid-
erable uncertainty about the size of the “new economy” effects
and the extent to which US productivity growth has been per-
manently raised. In addition, questions remain about the
sustainability of continued very high valuations in the US stock
market and the prospects for the dollar (in light of the large US
current account deficit). It is possible that imbalances in these
areas are small and could be reduced gradually, especially if new
economy effects are very important. But the argument might
also be plausibly made, based on historical experience, that the
necessary adjustments could be large and disorderly with
significant adverse effects on growth.

Partly in response to these uncertainties, the projections for
the near-term outlook for the US economy have been made
from the middle ground. On the one hand, it is assumed that
the slowdown will be sharper and longer-lived than the hiccup
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assumed by new economy advocates. In addition, although the
US growth rate over the medium term has been marked up to
reflect new economy effects, a return to the relatively rapid
growth rates of recent years is seen as unlikely. On the other
hand, the projections assume no deep or long recession, such as
might occur if the US economy faced a significant further stock
market correction or if the dollar came under severe pressure.
In the event of a more severe downturn, the US authorities have
indicated their intention to apply monetary and fiscal measures
to stimulate recovery. This might help provide a floor to US
growth in 2001.

The other key assumption—that the other major industrial
economies have sufficient momentum to keep the world
economy growing—is based on the judgment that growth in
Europe, and especially the euro area, has become sufficiently
self-sustaining to withstand a slowdown in US imports. Various
reasons for optimism can be put forward. Most important, the
euro area is considerably more dependent on domestic demand
than exports as a driver of growth, given the relatively low ratio
of exports to GDP. In addition, reflecting significant structural
reforms in recent years, the region has been enjoying an expan-
sion led mainly by domestic demand, with generally impressive
growth in consumption and investment and large reductions in
unemployment rates. Beyond this, planned tax reductions in
2001 in the euro area, worth a little more than a net 0.5 percent
of GDPR, should help sustain domestic demand.

An important concern for the euro area, however, would be
a sharp correction in the euro/dollar exchange rate due, for
example, to unwillingness of investors to continue to finance
the US current account deficit. Were the resulting appreciation
of the euro to be very large and rapid, this could harm export
competitiveness and growth. Although this is an important risk,
it should not be exaggerated as some of the funds that previ-
ously financed the US deficit would no doubt move to the euro
area. This would help boost European financial markets, offset-
ting somewhat the adverse implications of euro strength for
external competitiveness. In addition, a stronger euro would
provide the European Central Bank with additional room to
lower short-term interest rates without compromising inflation
objectives.

Although recent data for Japan suggest some faltering of the
recovery in 2000, it is premature to conclude that the economy
will slip back into recession. Indeed, the projections suggest
that the recovery will remain largely on track in 2001—albeit at
a slightly lower rate than in 2000—nbefore picking up momen-
tum again in 2002. There are, however, risks if the US economy
makes a hard landing. Macroeconomic policies in Japan will
need to remain accommodative and structural reform must be
urgently accelerated.

Turning to the DMCs, the main external risks relate to the
effects of slower growth in the US. Although the projections
already take account of a US slowdown, the size of its effect is
uncertain, given both the key role that the strong recent expan-
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sion in the US played in helping DMCs grow out of the 1997/98
financial crisis and the fragility of some of the recoveries in DMCs.
In addition, there is uncertainty about the implications of the
US slowdown for the terms and conditions of DMCs’ access to
international capital markets. The possibility of an increase in
risk aversion and tighter terms for external financing cannot be
excluded, especially if major stock markets remain volatile. This
would have negative spillover effects on Asian financial markets
and net capital flows.

As background, the 1997/98 financial crisis gave an impor-
tant lesson to many DMCs on the risks of financial integration.
Not surprisingly, therefore, concerns have been raised as to
whether such a crisis could happen again in the event of a sharp
deterioration in the external environment. As currencies and
stock markets in a number of DMCs tumbled in the latter half
of 2000, many commentators wondered whether the region was
seeing a repeat of the earlier crisis.

There are several reasons for believing that the current situ-
ation is fundamentally different from that of 1997/98, and that
another crisis is, therefore, extremely unlikely.

e First, and most important, the external shock that the
region faces this year is primarily a real rather than a
financial shock, related to the slowing in one of the
regions’ major export markets. Although export slow-
downs played some role in triggering the 1997/98 crisis,
the key factor at that time was a significant confidence-
induced turnaround in the capital account following a
period of strong capital inflows. Moreover, much of the
turnaround in DMC capital accounts may already have
taken place in 2000 as the effects on the region of the US
slowdown started to become apparent.

= Second, reflecting policy reforms and adjustments since
the financial crisis, many DMCs have considerably stron-
ger external situations than a few years ago. In particular,
in the case of the five economies most affected by the crisis,
balance of payments on current account are in surplus,
short-term external debt levels have been
reduced in relation to international reserves, and interna-
tional reserve positions are generally quite comfortable.

e Third, the structure of capital flows to many DMCs has
changed since the mid-1990s with portfolio flows and
relatively stable FDI largely replacing volatile short-term
bank loans. Although portfolio flows also tend to be vola-
tile, swings tend to be reflected to a significant
degree in the prices of assets (equities and bonds) rather
than in the capital flows themselves. They, therefore, gen-
erally have different implications to pullbacks of short-
term bank credit that need to be repaid at face value.
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e Fourth, many DMCs—including several with relatively
open external capital accounts—have adopted more
flexible exchange rate arrangements. In these cases, the
exchange rate is able to play a larger role in adjusting the
economy to external shocks. More flexible exchange rate
arrangements also provide greater scope for monetary
policy to moderate a growth slowdown.

e Fifth, many DMCs have embarked on comprehensive re-
form programs to enhance the safety and soundness of
their financial systems and strengthen corporate sectors.

 Sixth, transparency has been improved considerably in
many DMCs, making unlikely the reappearance of the
kind of regionwide negative surprises that figured
prominently in the 1997/98 crisis.

< Finally, the degree of leverage and the activities of invest-
ment hedge funds have been cut back in the last few
years, making the intense speculative pressure that was
evident in the earlier crisis less likely.

Against this background, the current situation appears
quite different from that of 1997/98. Yet, this does not imply
that DMCs should be complacent about the outlook for 2001.
Even though the situation has improved considerably, some
DMCs have new and different weaknesses from those in
1997/98 that might be important during any slowing of their
recoveries. In this connection, it is useful to note some vulner-
abilities that may have implications for how DMCs can be af-
fected by the slowdown, such as:

< high dependence of recoveries in some DMCs on export
growth (despite recent pickups in domestic demand);

e concentration of some DMCs’ exports in a relatively few
product groups, such as technology goods that are cur-
rently slowing sharply as the US weakens;

< incomplete progress in financial sector restructuring as
reflected in either continued relatively high levels of
NPLs and/or inadequate provisioning for bad loans;

< inadequate progress in corporate restructuring as re-
flected in poor profitability and/or continued high lever-
age ratios;

e unbalanced recoveries in which some domestic sectors
(such as construction) and certain demand components
(such as investment spending) have remained relatively
weak, even with rapid GDP growth; and



ASIAN DEVELOPMENT OUTLOOK 2001

« political difficulties and uncertainties that may impair
DMCs' ability to deal effectively with the problems cre-
ated by a growth slowdown, and that may hinder the
pace of economic recovery and reform.

The extent of these vulnerabilities as well as their implica-
tions vary significantly across and within country groups in the
region. Perhaps the most vulnerable countries are among the
five most severely affected by the 1997/98 crisis. To varying
degrees, these five countries have been undergoing a sharp “V-
shaped” rebound in the last three years and recording, in many
cases, very impressive growth. Initially, the recovery was driven
mainly by exports, as domestic demand remained very weak
due to difficulties in domestic financial and corporate sectors.
Subsequently, domestic demand has tended to pick up as recov-
eries have matured, especially in those DMCs that have made
significant progress in financial and corporate restructuring.
However, domestic demand has in some cases been largely
driven by spillovers from the export sector, rather than autono-
mous factors.

Moreover, even though consumption spending has risen in
some of the five DMCs, fixed investment has generally remained
weak and, in many cases, is below precrisis levels. The ability
of these five DMCs to sustain growth will depend on their ca-
pacity to strengthen domestic demand and increase exports to
the faster-growing regions of the world. While there may be
room for fiscal stimulus in some cases, that room has generally
become more limited given the high budgetary costs of financial
sector recapitalization. In these circumstances, it will be impor-
tant for these five DMCs to move ahead with needed structural
reforms to facilitate a “crowding in” of private domestic de-
mand, including investment spending. Where appropriate, this
can be supported by an easing of monetary conditions. Al-
though there is some uncertainty about how some of these
DMCs will cope with the slowdown, the situation is manageable
in all five cases.

The other DMCs likely to be significantly affected by the
US slowdown are Hong Kong, China; Singapore; and
Taipei,China. For the most part, however, the situation in these
economies is very different from that in the five crisis-affected
countries. These three NIEs were less severely affected by the
Asian financial crisis and thus are not undertaking the kinds of
broad recovery programs adopted by the other five. Moreover,
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these three economies generally have much stronger and
sounder financial systems, as they are not in the process of being
nurtured back to good health. Like the five countries, however,
recent growth has generally been heavily dependent on exports,
including technology items, and their exports are generally
expected to slow sharply in 2001, contributing to lower GDP
growth that year before a rebound in 2002. In particular, in the
cases of Hong Kong, China and Taipei,China, expected
continued strong growth in the PRC will help moderate the
slowdown.

Finally, the PRC and India will obviously be affected by the
US slowdown given the importance of exports in their recent
expansions. In addition, each economy; to varying degrees, has
benefited from the technology boom. At the same time, how-
ever, each country has a substantial nontraded sector and
domestic demand has been driven significantly by the imple-
mentation of economic reforms and supportive domestic
macroeconomic policies. If exports slow rapidly, growth could
be sustained in these countries through the implementation of
domestic structural reforms and, to the extent that medium-
term sustainability is not compromised, through continued
supportive fiscal policies. In general, the ability of these two
countries to sustain growth is likely to be much greater than in
the case of the five crisis-affected countries. And indeed, by
maintaining domestic demand growth, the PRC and India can
help provide economic stability to the region.

The effects of the US slowdown on DMCs will depend
heavily on the behavior of intraregional trade. This has
grown significantly over the last decade and can play a role
in reducing the region’s vulnerability to external factors,
such as a slowdown in the US. Whether intraregional trade
will, in practice, play such a role will depend on its compo-
sition and the factors driving its growth. Hence, for ex-
ample, if it has been driven mainly by autonomous demand
in the region, it might be expected to provide a significant
buffer to an external slowdown. Conversely, if outsourcing
of production for the region’s exports has driven its growth,
then it may be less resilient. Based on available data, a siz-
able share of intraregional trade seems to involve intermedi-
ate inputs. Even though this implies that, if such trade will
not necessarily be a major buffer to a US slowdown, it does
not rule out a stabilizing influence, especially if the PRC and
India show continued strong domestic demand growth.



Newly Industrialized Economies



Growth in the newly industrialized economies (NIEs) accel-
erated to 8.4 percent in 2000 from 7.9 percent in 1999 as the
subregion further recovered from the Asian financial crisis.
Rapid export growth led the expansion, supported by strong
investment spending and a moderate increase in consumption.
The economic performance of the four economies was more
consistently broad based relative to 1999 as Hong Kong, China;
Republic of Korea (Korea); and Singapore all recorded similar
growth rates of about 9-10 percent.

Exports were boosted by robust demand from the US. For
the subregion, the rate of growth in shipments increased to
19.6 percent in 2000 from 5.5 percent in the previous year. The
rapid increase in demand for exports triggered a surge in do-
mestic investment, especially in the electronics sector. Gross
capital spending was particularly strong in Korea; Singapore;
and Taipei,China. In the latter two economies, investment
spending rose strongly after very weak performance in 1999.
Private consumption spending rose as consumer confidence
increased, labor markets tightened, and property prices firmed.

On the supply side, the industry sector performed well in
Korea; Singapore; and Taipei,China, buoyed by production in
the high-technology sector, particularly electronics. In
Hong Kong, China supply-side growth was led by the services
sector, while the relocation of manufacturing to nearby main-
land provinces continued.

Despite a rise in interest rates in industrial countries in the
first half of 2000, monetary policy was basically neutral and
there was little interest rate volatility. Korea and Singapore
maintained relatively flat rates throughout the year, while
Hong Kong, China generally kept pace with interest rate devel-
opments in the US. Fiscal policy was tightened during the year,
partly because rapid growth brought in more taxes than anti-
cipated. The fiscal surplus increased in Singapore; the deficit fell
in Taipei,China; and the deficit turned into a surplus in Korea.

Inflation remained subdued in the subregion, though some
upward movement toward the end of the year was seen in
response to higher world oil prices. However, capacity utiliza-
tion rates remained comparatively low in contrast to the years
before the financial crisis and had a moderating effect on
inflation, as did generally tighter fiscal policy. In Korea, for
example, the rate of capacity utilization was around 70 percent.
In Hong Kong, China, fierce competition in the retail sector led
to price deflation.
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Although net exports made a positive contribution to
growth in the NIEs, the size of this contribution diminished,
from a peak of around 7 percentage points on average in 1998,
to about 2 percentage points in 2000. This is primarily because
imports also grew quite rapidly, reflecting a combination of
restocking of intermediate inputs and, increasingly, of rising
demand for consumer goods, as domestic demand conditions
improved. The onset of the global electronics downturn in the
last quarter of 2000 further weakened the contribution of net
exports to overall growth, and was a factor in the modest reduc-
tion in the subregional current account surplus. Nevertheless,
the surplus remained substantial at $40 billion or 4.7 percent of
GDP. The export boom was aided by a modest amount of
currency depreciation (aside from Hong Kong, China where the
rate is fixed against the US dollar) ranging from just over 4 per-
cent in Taipei,China to nearly 7 percent in Korea (December to
December).

As the NIEs are small open economies with a substantial
international trade share of GDP, their prospects depend largely
on external developments in industrial countries. As early as
October 2000, softness in global electronics demand had
already begun to have an effect: in Singapore and Taipei,China
industrial production slowed, while in Korea the deceleration
started a month later. As external demand weakened in the last
quarter of the year, equity price indices for three of the NIEs
ended the year lower in 2000 than in 1999. The Hang Seng
Index finished 11 percent weaker, while the Taiwan Weighted
Stock Exchange Index and the Singapore Straits Times 55 Index
dropped by 36 percent and 22 percent, respectively.

In 2001, GDP growth is likely to fall back to just over
4 percent for the group. Slower export growth will be the main
cause of this: from 19.6 percent in 2000, it is projected to fall
to 7.5 percent. Slower export growth translates into a slowdown
in domestic consumption and investment. The inventory cycle
will also play a role in taking investment lower as firms work off
excess inventories as external demand softens. Nevertheless,
some additional investment in the high-technology sector is
expected as the NIEs invest in new equipment and processes to
enhance productivity and to take advantage of developments in
the new economy. Of particular interest are the general increases
in investment in research and development; the greater invest-
ment in human resources in the technology area; the growth of
technology parks in both Hong Kong, China and Singapore; the
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expansion of information and communications technology
(ICT) infrastructure in Korea; and the attraction of higher value-
added firms in the electronics industry to Singapore. Further-
more, the strong performance of the People’s Republic of China
and its strong trade linkages with Hong Kong, China and with
Taipei,China should provide a partial buffer for these two
economies. Governments are also likely to adopt appropriate
macroeconomic policies to soften the downturn. Across the
NIEs, monetary policy is expected to ease more and interest
rates may fall further. Fiscal stimulus is more likely in Korea and
Singapore than in Hong Kong, China and Taipei,China.
Economic restructuring will continue in the NIEs as they
make the transition toward higher value-added and technology-
intensive products and services. This will involve additional
investment in new plant and equipment and in research and
development. Sophisticated services-based activities and broad-
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ened diffusion of ICT pose challenges to those workers with
fewer skills and lower education. Further upgrading of the
workforce will be needed, particularly at the post-secondary
level. Greater investment in physical infrastructure, particularly
in the ICT sector, will also be required.

In the financial sector, especially banking, the NIEs face a
variety of challenges, from overcrowding, low profitability, and
growth of nonperforming loans in Taipei,China; to the contin-
ued problem of restructuring of financial and corporate institu-
tions in Korea; to the development of domestic capital markets
in Singapore; and to the strengthening of the regulatory frame-
work and increasing efficiency through greater competition in
securities and futures markets in Hong Kong, China. To meet
these challenges, flexible policies will have to be developed to
deal with a rapidly changing and potentially volatile external
environment.



A

Hong Kong, China

Hong Kong, China’s high rate of economic growth in 2000 was broad based, characterized by a surge in external demand and
a significant rebound in domestic demand. Prospects over the longer term will be influenced by the accelerating trend toward
globalization fueled both by technological advances and by economic developments after the accession of the People’s Republic

of China to the World Trade Organization.

Recent Trends and Prospects

The modest recovery of 1999 accelerated in 2000, to yield
real GDP growth of 10.5 percent, compared with 3.1 percent
growth in 1999 and a contraction of 5.3 percent in 1998. The
underlying momentum was brought about by a buoyant exter-
nal sector, which was partly responsible for expansion in both
private consumption and domestic investment.

Private consumption rose by 5.4 percent in real terms in
2000, due to improved real income flows and employment
expansion. Overall investment spending picked up by 8.8 per-
cent in 2000 after contracting by 17.4 percent in 1999, on the
back of private sector machinery and equipment acquisition,
which rebounded sharply by 27.4 percent in real terms, and
steady replenishment of inventories. These improvements were
supported by strengthening investment sentiment as business
prospects brightened. Public investment expenditure on build-
ing and construction declined, partly due to a scaling back of
the public housing program. Private investment spending in
this area was constrained by property market slackness that
began in the third quarter of 1998.

The decline in manufacturing production moderated to an
estimated 1 percent in 2000, based on stronger domestic
exports. In the first three quarters, output of wearing apparel
and textiles both rose by 3 percent in volume terms. Output
from fabricated metal products and plastic products declined by
18 percent and 11 percent, respectively, reflecting the ongoing
relocation of manufacturing to nearby mainland provinces and
rising world oil prices. The dominant services sector strength-
ened. The upturn in external trade boosted growth in the trans-
port and trade sectors, while an improvement in inbound
tourism led to growth in hotels and communications. In the first
three quarters of 2000, business receipts of the banking sector
rose moderately by 4 percent in value terms, due to reduced
mortgage interest income in line with a contraction in the real
estate sector and keen competition in the mortgage market,
while the nonbanking financial sector surged by 56 percent,
benefiting from renewed net inflows of foreign capital.
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In spite of the strengthening economic recovery, prices
continued to fall. The Composite Consumer Price Index
declined by 3.7 percent in 2000. Fierce retail price competition,
a fall in apartment rents, and the continued freeze in govern-
ment fees contributed to the sustained fall in the Index. Another
element was the decline in the prices of retained imports of
foodstuffs and consumer goods. The rise in international oil
prices and local transport prices, particularly in the third quar-
ter, brought in some inflationary pressures, but not enough to
push the economy away from the deflationary environment of
the previous year.

The residential property market was constrained in an
environment of weak demand and expanding supply. Yet senti-
ment improved somewhat in this market over the middle
months of the year, on the announcement of a program of ad-
justment by the Housing Authority, favorable mortgage loan
packages, and an expanded mortgage insurance program. Nev-
ertheless, property prices and rentals in 2000 remained about
50 percent and 30 percent lower, respectively, than their peaks
prior to the onset of the Asian financial crisis in 1997.

Generally, financial sector growth improved. Under the
linked exchange rate system, the Hong Kong dollar moved
closely with the US dollar against other major currencies. Nomi-
nal interest rates were on a general upward trend, reflecting US
interest rate hikes during the first half of 2000 and the upsurge
in international oil prices. The volume of Hong Kong dollar and
foreign currency deposits rose by 5 percent and 15 percent,
respectively, reflecting increased US interest rates and export
receipts. However, total loan demand continued to fall, by
12 percent in 2000, with the contraction in foreign currency
loans for use outside the local market. The proportion of clas-
sified loans (i.e., substandard and doubtful loans, and losses) in
total loans fell to 7.3 percent, because of the economic recovery
and the write-offs of loans by banks. The capital adequacy ratio
remained healthy, averaging 18 percent.

With a bullish outlook on telecommunications and tech-
nology stocks, the Hang Seng Index reached an all-time high of
over 18,000 in late March 2000, and then began to decline
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because of interest rate hikes by the US Federal Reserve, the oil
price surge, and corrections in other major stock markets.
Overall equity prices, as measured by the Hang Seng Index, fell
by 11 percent during the course of 2000.

The fiscal balance unexpectedly moved to a surplus of
HK$10.0 billion in fiscal year (FY) 1999/2000, with strong
earnings growth on fiscal reserve investment amid a buoyant
stock market recovery in 1999. Nevertheless, the operating
budget has experienced deficits since FY1998/99. The operat-
ing deficit is now expected to be at HK$19.2 billion in FY2000/
2001, lower than the HK$25.0 billion originally estimated.

Partly the result of the previous economic contraction,
successive operating deficits have raised concerns about the tax
system. The base appears to be narrow and shrinking. In June
2000, the authorities launched a review of public finance to
assess whether the operating deficits are cyclical or structural in
nature. Studies on the tax base and new broad-based taxes to
provide more stable revenues are also being conducted.

Total exports of goods attained growth of 16.1 percent in
2000. This reflected mainly a broad-based strengthening of
import demand in major overseas markets, and improved price
competitiveness of exports following the downward adjust-
ments in prices and production costs in the local economy.
Fueled by significant reexport growth and an expansion of
retained imports, merchandise imports rose markedly by
18.5 percent, which more than offset the growth in merchan-
dise exports. Services exports remained robust in 2000, rising
by 13.3 percent, amid continued increases in exports of trade-
related and other business services, offshore trading activities,

and inbound tourism. Services imports registered modest
growth of 2.1 percent over the year, reflecting the relatively
slower recovery of domestic demand. The deficit of trade in
goods increased to US$11.4 billion, while the surplus of trade
in services increased to US$19.1 billion. Taken together, the
combined goods and services trade account still showed an
appreciable surplus, at US$7.7 billion in 2000 (including an
estimate of imports of gold for industrial use), though smaller
than US$8.5 billion in 1999.

With the sustained pickup in overall economic activity,
labor demand further strengthened, and greater employment
levels in services and construction more than compensated for
declines in manufacturing. The seasonally adjusted unemploy-
ment rate continued on a decline from its peak of 6.3 percent
toward mid-1999 to 4.4 percent at end-2000. Nominal wages
and earnings rebounded modestly to positive year-on-year
growth by the second quarter of 2000, having stayed virtually
flat over the previous 12 months or so.

The economy is expected to slow, to 4.0 percent growth in
2001, as the US economy slows. With more government infra-
structure projects scheduled to start and stronger growth in
private sector investment propelled by the development of the
knowledge-based economy and the accession of the People’s
Republic of China (PRC) to the World Trade Organization, gross
fixed investment will probably accelerate more rapidly during
the next two years. Continued economic recovery will allow
further employment generation.

Prices are likely to increase in 2001 by 1.0 percent, largely
as a result of continued expansionary monetary policy. Real

Table 2.1 Major Economic Indicators, Hong Kong, China, 1998-2002

(percent)
Item 1998 1999 2000 2001 2002
GDP growth -5.3 3.1 10.5 4.0 5.5
Gross domestic investment/GDP 29.0 25.1 27.5 26.2 29.0
Gross domestic savings/GDP 30.1 30.5 32.2 32.7 30.0
Inflation rate 2.8 -4.0 -3.7 1.0 4.0
Central government budget/GDP -1.8 0.8 -0.9 -0.2 -0.1
Money supply (M2) growth 11.8 8.1 8.8 10.0 12.0
Merchandise export growth? -7.5 -0.1 16.1 5.3 8.5
Merchandise import growth? -11.6 -2.7 18.5 4.7 9.0
Services export growth? -5.9 4.4 13.3 6.4 7.0
Services import growth? 1.0 -0.8 2.1 0.9 5.0

@ Based on GDP series, in nominal US$.

Sources: Government of Hong Kong Special Administrative Region; staff estimates.
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interest rates are likely to fall in 2001, due to eased deflationary
pressure in the local market and interest rate cuts by the US
Federal Reserve. The improvements in the external sector
should continue, though at a slower rate, as growth of neighbor-
ing economies remains solid.

Issues in Economic Management

The forces of globalization and technological advancement that
are shaping the financial landscape are having a profound influ-
ence on the long-term development of Hong Kong, China. The
dismantling of entry barriers to markets, the availability of low-
cost, high-speed transport, and the dramatic impact of advances
in information and communications technology (ICT) have
challenged the effectiveness of domestic market regulations.
The task facing the authorities is to strengthen the effective-
ness of the regulatory framework as traditional boundaries melt
away and to improve efficiency and innovation through a more
open environment conducive to competition with safeguards to
ensure continued stability of the financial sector. In banking,
the authorities have developed policies to remove unnecessary
market entry restrictions, improve transparency, and deregulate
the rules for setting interest rates. The first phase of interest rate
deregulation for short-term time deposits was implemented in
2000, while the restrictions on savings deposit interest rates will
be lifted in 2001, depending on the economic and financial
conditions at the time. This will encourage efficiency in pricing
and provide incentives for bank mergers and acquisitions to
enhance competitiveness. Measures to enhance stability were
also undertaken. The Hong Kong Monetary Authority clarified
its role as lender of last resort. A study to improve depositor
protection was completed in 2000. Although a depositor
protection scheme would provide a safety net for the banking
system, the financial costs and the risk of moral hazard associ-
ated with the scheme would need to be carefully considered.
A three-pronged reform to enhance competitiveness and
strengthen risk-based supervisory regime in securities and
futures markets was announced by the authorities in 1999 in
the face of global changes. The reform includes (i) enhancing
market infrastructure, (ii) modernizing the market structure
through the demutualization and merger of the two exchanges
and three clearinghouses, and (iii) modernizing and rationaliz-
ing the legal framework for the regulatory regime. On market
infrastructure enhancement, a number of short-term measures
have already been completed, which among other things,
enable the electronic submission of returns by intermediaries to
the regulator. The Steering Committee on the Enhancement of
the Financial Infrastructure is considering the possibility of
introducing straight-through processing, scripless trading, and
a single clearing system for securities transactions. In terms of
market structure modernization, the exchanges and clearing-
houses were demutualized and merged under the name of Hong
Kong Exchanges and Clearing Limited on 6 March 2000. The
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merged entity was listed on the stock exchange on 27 June
2000. The merger has produced a new market structure that
should achieve greater efficiency, cost reduction, and better risk
management, and facilitate development of new products and
services. As regards regulatory reform, the Securities and
Futures Bill that consolidates and modernizes 10 existing pieces
of legislation governing the securities and futures market was
introduced into the legislature in November 2000. The Bill
seeks to provide a more transparent and coherent regulatory
regime in line with international standards and practice.

A US dollar clearing system was developed in 2000. It is
expected to promote the issuance and trading of US dollar-
denominated stock and debt securities in Hong Kong, China
and to support its position as an international financial center.

All these structural changes are expected to deepen liquid-
ity and investor participation in the market, reinforcing Hong
Kong, China’s position as the PRC's main window for interna-
tional capital raising. Continued policy initiatives that enhance
effective management by the banks themselves as well as careful
monitoring by banking supervisors will also be needed. The
financial sector reforms, which aim at enhancing competitive-
ness and tapping the enormous opportunities brought about by
globalization and the knowledge-based economy, will further
support Hong Kong, China’s long-term vision of itself as a
global financial center.

Policy and Development Issues

The economy began its transition in the 1980s when manufac-
turing activities moved across the border after the PRC opened
to foreign investment. The share of manufacturing employment
in total employment fell from 38 percent in 1982 to only 7 per-
cent in the first three quarters of 2000. In contrast, the propor-
tion of employment in the services sector went up from
51 percent to 82 percent of the total over the same period,
mirroring both the accelerated trade flow between the PRC and
the rest of the world, and the continued orientation of the
economy toward services.

The impact on employment of these structural adjustments
was aggravated by the financial crisis. Weaker reexports caused
by lower regional trade volumes, falling property values, and
slowing private consumption raised unemployment in the ser-
vices and construction sectors. In more recent years, as the
economy underwent restructuring toward services- and
knowledge-based activities, unemployment for low-income
workers stayed at relatively high levels. As part of this restruc-
turing, deregulation in banking and telecommunications initi-
ated competition, that led to an increasing emphasis on
efficiency and high value-added economic activities performed
by high-skilled labor. The rapid rise of the knowledge-based
economy, especially ICT, has led to great demand for well-
trained talent with specialized skills required for technological
development and application. However, the majority of the
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low-income workforce lack the skills and educational back-
ground to adapt to the new economy. Statistics show that the
lowest paid 20 percent of the employed population suffered a
fall in employment earnings of 18 percent in real terms between
1990 and 1999, with much of this decrease occurring in the late
1990s during the financial crisis. The top 10 percent (in earn-
ings terms) of the employed population, however, enjoyed a
43 percent increase in earnings in real terms during 1990-
1999, partly because they appeared relatively less affected by
the crisis due to consistently strong demand for workers with
greater skills and a better education.

To relieve the shortage of ICT talent in the short run, the
authorities may need to formulate a policy for importing profes-
sionals. The attraction and maintenance of a concentration of
highly skilled and motivated immigrants from all parts of the
world could be a crucial component of a comprehensive strat-
egy to maintain a dynamic economy. If the economy is to
emerge as one of the worlds technology centers, existing entry
barriers in immigration policy need to be removed.

However, the long-term policy strategy to address these
problems at the source should include reform of the education
system and curriculum to enhance labor flexibility and skill
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levels. The Education Commission proposed a comprehensive
reform package in 2000, covering education from early child-
hood to continuing level. The proposed measures include
broadening the spectrum by updating the school curriculum,
improving the format and content of public examinations, and
revising the systems of admission for primary and secondary
schools. In addition, the Government has set a target of
enabling 60 percent of senior secondary graduates to have
access to higher education opportunities, including degree and
subdegree programs.

The long-term development of the economy and its
competitiveness will depend critically on the success of these
education reforms and the adoption of a proper set of educa-
tional priorities and strategies. The authorities should consider
the involvement of more private initiatives in the provision of
education facilities to supplement those supported by public
funding. The Education Department should decentralize
decision making further to individual educational institutions,
including selection of students, choice of instructional medium,
and specific subject curricula. These measures are essential for
the ongoing transformation of Hong Kong, China into a
knowledge-based economy.



A

Republic of Korea

The strong pace of the 1999 economic recovery continued into early 2000. However, the rate of economic growth began to ebb
in the second half of the year as optimism about the pace of reforms started to fade and external demand growth slowed. Real
GDP grew by an estimated 8.8 percent in 2000, but is expected to slow to 3.9 percent in 2001 before picking up in 2002. Long-
term stability depends crucially on continued and steadfast implementation of financial and corporate restructuring.

Recent Trends and Prospects

I n 2000, the economy of the Republic of Korea (Korea) con-
tinued its impressive recovery from the 1998 recession, led by
rapid growth in the value of both total exports and equipment
investment. Real GDP expanded by a robust 8.8 percent in
2000, moderating from the very strong 10.9 percent rate of
growth in 1999. Yet this strong annual performance masked a
significant weakening in the economy in the fourth quarter of
2000. Because of a rapid fall in the expansion of external
demand, annual growth in total export value (in dollar terms)
fell from 26.6 percent in September to 1.4 percent in December.
Changing external conditions, labor strife, and slow corporate
restructuring eroded investor and consumer confidence.
Annual equipment investment is estimated to have dropped
from 38.1 percent growth in August to a contraction of 2.1 per-
cent in December, to give a figure for the year of 29.3 percent.
Growth in real final consumption expenditures fell steadily
throughout the year, with consumption of durable goods
contracting in the fourth quarter.

The industry sector led the economic expansion in 2000.
The industrial production index, which tracks manufacturing
activity, increased by 16.6 percent, below the 24.2 percent pace
of 1999 because of the sharp slowdown in manufacturing
growth in the fourth quarter (see Figure 2.1). Construction
activity contracted for the third year in a row, though the rate of
contraction slowed toward the end of the year. Electricity pro-
duction rose to 12.0 percent from 9.1 percent in 1999 as indus-
trial and residential demand grew.

Wholesale and retail trade growth moderated throughout
the year, matching the slower growth of consumption. The trans-
port and communications sector continued its rapid double-
digit expansion in 2000, fueled by the greater popularity of
mobile phones and Internet services. Growth of value added
in financial, insurance, real estate, and other business services
was slower than in 1999 and declined throughout the year.

On the external side, the current account was in surplus for
the third year in a row, but narrowing from 12.7 percent of GDP
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in 1998 to 6.0 percent in 1999 and to 2.4 percent in 2000 as
the recovery brought rapid growth of imports in both 1999 and
2000. Merchandise exports grew by 21.1 percent in 2000 but
merchandise imports surged by 36.3 percent, cutting the trade
surplus to $16.6 billion from $28.4 billion in 1999. Heavy
industry products (including chemicals, machinery, electrical
and electronic products, semiconductors, and automobiles),
which account for over 70 percent of exports, accelerated to
over 20 percent growth in 2000 compared with 15 percent in
1999. This, combined with a partial recovery in light industry
exports (about 20 percent of exports by value) of about 2.5 per-
cent growth from the previous year's 8.5 percent contraction,
accounted for the surge in exports.

The capital account, which experienced a deficit of
$3.2 billion in 1998 as a result of capital outflows, improved to
show a surplus of $2 billion in 1999. With sustained high
growth, the capital account continued in surplus throughout
the first three quarters of 2000 but fell into deficit in the fourth
quarter as investor confidence slipped. Overall, the capital
account surplus was estimated at $11.7 billion in 2000. As a
result of the combined current and capital account surpluses,
foreign exchange reserves rose from $74 billion in late 1999 to
about $96 billion at end-2000. Reflecting the fourth quarter
deterioration, the monthly average exchange rate of the won
depreciated against the dollar by 6.5 percent between December
1999 and December 2000. After strengthening to W1,110 per
dollar in April, the exchange rate weakened to W1,216 per
dollar in December 2000 due to the slowdown in growth,
delayed structural reforms, and the rapid increase in world oil
prices.

Reflecting high economic growth, unemployment dropped
from an annual average of 6.3 percent in 1999 to 4.1 percent in
2000. However, much of this improvement took place in the
fourth quarter of 1999, in which the seasonally adjusted annual
GDP growth rate peaked at 14 percent. On a seasonally adjusted
basis, the unemployment rate stood at 4.4 percent in January
2000, bottomed out at 3.7 percent in June, and rose back to
4.0 percent in December. The growth rate of nominal wages
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slowed to the high single digits in 2000 compared with a
12.1 percent increase in 1999. In contrast, annual average con-
sumer price inflation, at about 5.5 percent during 1994-1998,
rose from a low of 0.8 percent in 1999 to 2.3 percent in 2000.
This was a result of the combination of the external influence of
rising oil prices and the internal influence of rising agricultural
prices reflecting poor, weather-affected harvests.

Monetary policy was generally tight in 2000. With an
inflation target of 2.5 percent, the Bank of Korea raised short-
term interest rates in February and October 2000 to lower the
spread between short- and long-term rates in an effort to reduce
the concentration of funds at the short end of the market. This
was done despite concerns about liquidity problems faced by
large corporations. The Bank of Korea was concerned about
signs of a rising core inflation rate (i.e., excluding oil and food).
The overnight call rate was raised from 4.74 percent a year in
January to 5.31 percent in December, while the three-year
treasury bond rate fell from 9.3 percent to 7.16 percent.
Although the supply of broad money (M2) grew at a fairly rapid
pace of about 26 percent through the year, M3, which includes
various financial market instruments, expanded by 5.5 percent,
much slower than the rate of economic growth.

Fiscal policy tightened in the second year of high growth as
the consolidated government budget recorded a surplus for the
first time since 1996, at 1.1 percent of GDP. This was achieved
through a 23.7 percent increase in total revenues, while the
growth of total expenditures plus net lending was contained at
5.8 percent. In particular, income, profit, and capital gains tax
collection showed a 40.3 percent gain in 2000, as corporate
income tax payments surged with the economic revival and the
resulting increase in corporate income. On the other side of the

account, current expenditures increased more rapidly than
capital expenditures due to a 9.4 percent increase in transfers to
local governments, nonprofit institutions, and households.
Current expenditure represented about 65 percent of the
current budget.

Real GDP growth is forecast to fall sharply to about 4 per-
cent in 2001, before recovering to perhaps 5.5 percent in 2002.
Private consumption is projected to experience low single-digit
growth in 2001 as a result of lower consumer confidence,
higher unemployment, and negative wealth effect of a weaker
stock market (in which average prices fell by about 9 percent in
2000). Equipment investment is expected to contract in 2001.
However, net exports will be relatively strong in 2001, since the
won is still undervalued in terms of its real effective exchange
rate and foreign demand is likely to remain fairly buoyant
despite the anticipated slowdown in the US. The Bank of Korea's
inflation target is 3.0 percent for 2001 to allow for an accom-
modative monetary policy. Fiscal policy is expected to be expan-
sionary in 2001.

Issues in Economic Management

The Government is currently implementing a coordinated, two-
pronged reform program that aims to restructure the financial
and corporate sectors simultaneously. The financial sector pro-
gram was designed in two phases to strengthen enforcement of
prudential regulations and capital adequacy requirements in the
financial sector, so that financial institutions will in turn put
pressure on firms to accomplish debt-reduction and business-
restructuring measures. In the first phase, which began after the
1997 Asian financial crisis, the Government initiated and

Table 2.2 Major Economic Indicators, Republic of Korea, 1998-2002

(percent)
Item 1998 1999 2000 2001 2002
GDP growth -6.7 10.9 8.8 3.9 5.5
Gross domestic investment/GDP 21.2 26.7 28.7 29.0 29.5
Gross domestic savings/GDP 33.9 32.7 30.9 31.0 30.0
Inflation rate (consumer price index) 7.5 0.8 2.3 3.0 2.5
Money supply (M2) growth 27.0 27.4 25.7 27.0 24.0
Fiscal balance/GDP -4.2 -2.7 11 -1.0 -0.1
Merchandise export growth -4.7 9.9 21.1 9.0 10.5
Merchandise import growth -36.2 29.1 36.3 8.0 13.0
Current account balance/GDP 12.7 6.0 2.4 1.9 1.1

Sources: Bank of Korea; staff estimates.
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implemented measures designed to (i) restructure the financial
industry, (ii) liberalize and augment the capital market, and
(iii) strengthen prudential regulation and supervision. Through
this program, the number of banks has fallen from 33 to 22
through mergers, closures, and nationalization. In addition,
with W100 trillion in public funds, the Government has raised
capital adequacy ratios to above 8 percent and reduced their
nonperforming loan ratios. However, weak loan classification
standards may be masking the real extent of the problem.

The second phase of financial sector restructuring began in
late 2000 with the creation of financial holding companies and
the decision to inject an additional W40 trillion into the bank-
ing sector. The Government is also encouraging mergers among
the better run banks that have had no injection of public money
to enlarge bank size and strengthen their competitiveness.

To ensure that public money is efficiently used, the Special
Law on the Management of Public Money was promulgated on
20 December 2000. However, improving efficiency of the bank-
ing system will be difficult since it requires strong independent
management expertise in a banking system that is accustomed
to accommodating government policy directives. To sustain
balance sheet gains following financial restructuring, banks will
have to improve business practices, particularly with respect to
evaluating potential borrowers and analyzing risk. The
Government’s large equity holdings should eventually be
replaced by private sector equity, including that from abroad.

The second plank of the economic reform program—
corporate sector restructuring—also started right after the
financial crisis began. It focused on three aspects: (i) improving
management transparency and corporate governance structure,
(i) allowing financial institutions to assume the lead role in
corporate sector restructuring, and (iii) restructuring the chaebol
(conglomerates). The introduction of “forward-looking criteria”
as an element in asset classification put banks' potential
nonperforming loans on their balance sheets. Consequently,
banks' credit monitoring has been strengthened, and some of
their troubled debtor companies were forced to close in 2000.
Also, based on a credit inspection of companies conducted in
November 2000, the Government has made specific plans for
52 firms on the brink of bankruptcy, including liquidation,
court receivership, and sale of the firms.

However, the restructuring of larger companies has been
difficult and the corporate sector remains weak. The failure of
the planned acquisition of Daewoo Motor had a large negative
impact on the stock market. Also, Hyundai Construction has
continued to receive new credit despite concerns that the com-
pany is financially weak. Debt-equity ratios in the corporate
sector are still high, profitability is low, and the level of
nonperforming loans remains high. Thus, the corporate sector
is particularly vulnerable to the slowing of the economy and the
associated reduction in profit growth.
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Figure 2.1 Growth in Industrial Production Index,
Republic of Korea, Q1 1999-Q4 2000
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Source: National Statistical Office.

Policy and Development Issues

In the longer term, the Government recognizes that it must take
on the task of redefining its role in promoting economic growth.
Recent events indicate that, in the financial and corporate sec-
tors, the Government is finding this task difficult. Around the
time of the financial crisis in 1997/98, a large number of corpo-
rate bonds were issued and most of them will mature in 2001.
To prevent them from paralyzing the bond market when corpo-
rations attempt to roll them over, the Government provided
investment trust companies with credit guarantees to ensure
that the maturing bonds are purchased. The Korean Industrial
Bank was directed to purchase a significant portion of the
bonds. However, this policy has drawn criticism because six of
the initial companies to receive support from the Korean Indus-
trial Bank in January 2001 consisted of four Hyundai subsidiar-
ies, and two cement companies. Two of the subsidiaries and the
two cement companies are in a weak financial condition. This
raised the specter of moral hazard created by using public
money to support failing companies.
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While it attempts to disengage from the financial and
corporate sectors, the Government has been promoting
information and communications technology (ICT). Korea is
already one of the world’ largest producers of ICT products for
export. At the same time, the Government has been encourag-
ing the development of the domestic market. The dramatic
increase of Internet access has largely been the result of govern-
ment initiatives, such as sponsoring research and development
on ICT, strengthening infrastructure by laying more high-speed
telecommunications lines, encouraging foreign investment in
ICT, deregulating telecommunications, and simplifying proce-
dures for Internet startup firms.

The proportion of Internet users in Korea is estimated now
to be about 35 percent of the population, one of the highest
rates in the world. As demand for Internet services has surged,
the number of Internet service providers has also soared, from
about 23 in 1998 to more than 80 in 2000. Because the industry
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is relatively new, turnover is still high among the small and
medium-sized Internet service and content providers, reducing
consumer confidence. Moreover, ICT firms tend to be concen-
trated in Seoul. To help balance ICT development geographi-
cally, the Government intends to set up what it calls
“information technology towns”. A super high-speed telecom-
munications network will link the information technology
towns.

To further develop its ICT infrastructure, the Government
plans to expand its ICT-related investments from the current
1.2 percent of GDP to 3.0 percent over the next five years in an
attempt to raise national competitiveness to the level of the
industrial countries. This is part of its overall aim to weave the
use of the Internet into many areas of the economy so as to spur
national competitiveness. However, the Government should
plan these investments with care given the recently demon-
strated volatility of the global ICT market.
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Singapore

After strong GDP performance in 2000 on the back of an export boom in electronics, growth momentum is likely to moderate
in 2001. However, with a strong fiscal position and a highly competitive economy, Singapore is expected to weather the
slowdown in world economic growth well. After this, its investments in education and telecommunications infrastructure as well
as liberalization measures should enable the economy to continue robust expansion.

Recent Trends and Prospects

I n 2000, Singapores real GDP growth surged to 9.9 percent
from 5.9 percent in 1999 as growth in real total demand (i.e.,
domestic demand plus exports) more than doubled to 14.0 per-
cent from 6.5 percent. Stronger external demand accounted for
nearly 80 percent of the growth because of strong global
demand for manufactured exports, particularly integrated
circuit boards, and because of a rising volume of trade flowing
through Singapore’s ports, fueling a rapid rise in services
exports. Domestic demand also accelerated as investor and
consumer confidence rose. Real gross fixed capital formation
recovered from two years of contraction with a 5.9 percent
improvement, while consumption spending, benefiting from
rising income, expanded by 10.3 percent. By sector, the
percentage contributions to real GDP growth were largest in
manufacturing (3.9 percentage points), due primarily to elec-
tronics exports, and in retail and wholesale trade (2.5 percent-
age points), largely because of entrepdt trade.

Associated with strong GDP performance, total employ-
ment creation in June 2000, at 110,700 jobs, returned to
precrisis levels. Both manufacturing and services made job
gains of, respectively, 26,200—the highest increase since
1988—and 82,700. The seasonally adjusted unemployment
rate continued to fall throughout the first three quarters of 2000
to 2.5 percent in September 2000 before rising modestly in the
last quarter. The average rate of unemployment fell to 3.1 per-
cent in 2000 compared with 3.5 percent in 1999. With accel-
erating economic growth and falling unemployment,
inflationary pressures began to emerge as the average consumer
price level, which had been unchanged in 1999, rose by
1.3 percent, primarily because of the effect of rising world oil
prices on housing and transport costs.

In the midst of a rapid expansion, macroeconomic policy
in 2000 was conservative. Fiscal policy was more restrictive as
strong economic performance and surging car sales led to a
further widening of the fiscal surplus to 3.5 percent of GDP
from 2.6 percent in 1999. Operating revenues increased by
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17.1 percent while total expenditures rose by only 12.3 per-
cent. The generally strong economy pushed up collection of
income tax by 15.5 percent to 40 percent of operating revenues,
and that of the goods and services tax by 26.3 percent to
6.7 percent of operating revenues. A 60.6 percent increase in
the number of new cars that the Government allowed for
registration led to a surge in new car sales and thus in motor
vehicle tax collection and customs and excise receipts, which
together accounted for 11.8 percent of operating revenues in
2000. On the other side of the account, a 35.9 percent rise in
operating expenditures, in part because of salary increases, was
mitigated by lower development expenditures as a large waste-
management system was completed.

The Monetary Authority of Singapore (MAS) voiced its
intention in July 2000 to permit a modest and gradual appre-
ciation of the trade-weighted Singapore dollar but it is likely to
wait until world economic trends are clearer before moving to
a more restrictive monetary policy. The MAS adopted a broadly
neutral stance with respect to the exchange rate in 2000, acting
only occasionally to support the Singapore dollar when its value
was eroded by the general weakness of most Asian currencies.
Exchange rate movements were mixed in 2000 as the Singapore
dollar depreciated by about 1.7 percent against the US dollar
and by 6.6 percent against the yen, while appreciating by
13.6 percent against the euro. Interest rates moved very little in
2000, with the prime lending rate remaining at about 5.8 per-
cent. Broad money supply (M2) shrank by 2.1 percent, despite
an 11.0 percent increase in checking accounts associated with
robust income growth, as savings deposits declined, perhaps as
a result of low interest rates and a switch to alternative savings
vehicles such as insurance policies.

At the heart of the strong economy, export growth in 2000
in current Singapore dollars accelerated to 22.4 percent from
5.7 percent in 1999 (see Figure 2.2). A 30.7 percent surge in
reexports, from virtually no growth in 1999, accompanied the
acceleration of domestic export growth from 9.8 percent in
1999 to 16.9 percent in 2000. Rapid strengthening of global
demand for electronic products, particularly semiconductors
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for which sales grew by over 30 percent worldwide in 2000,
stimulated domestic exports and increased the volume of trade
flowing through the ports. Although the value of office machin-
ery exports fell in 2000, while the value of electronics compo-
nents and parts exports rose, both have expanded rapidly in the
last decade to become major non-oil export earners. Total
imports rose by 23.4 percent compared with a 10.8 percent
improvement in 1999, with retained imports growing by
18.3 percent, largely due to rising demand for intermediate
inputs for the electronics industry.

The current account surplus narrowed to 23.6 percent of
GDP in 2000 due to faster growth of imports and a fall in net
income. The capital account deficit shrank from 22.0 percent of
GDP in 1999 to 12.5 percent in 2000 as the 1999 banking
sector net outflow was reversed with the repayment of external
loans. The overall balance-of-payments surplus strengthened
and official foreign reserves expanded to about S$139 bhillion,
sufficient to cover about seven months of imports.

Economic growth is expected to moderate to about 5 per-
centin 2001 as the US economy slows and the electronics boom
subsides, while export growth is expected to slow markedly to
about 5 percent. In line with a general cooling of the economy,
private consumption growth is likely to ease. However, gross
fixed capital formation should continue to grow, based on
manufacturing’s higher levels of fixed investment commitments
in 2000 than 1999. Electronics exports should slow in the

second half of 2001 since new US orders in this area showed
some signs of declining in 2000. Much of the downside risks to
the forecasts are due to the uncertainty surrounding the magni-
tude of the slowdown in intraregional and US imports of semi-
conductors and personal computers.

Issues in Economic Management

If the global economic slowdown is deeper or longer than pres-
ently expected, or both, the Government may need to take steps
to counter an extended loss of export earnings. Given the high
degree of openness of the economy, external shocks feed
through to domestic demand and price pressure quickly. Fortu-
nately, given its strong fiscal position, the Government has lati-
tude to ease fiscal policy to cushion the economy against an
adverse external shock. Indeed, it is already moving to modestly
reduce corporate, property, and income tax rates in 2001, while
planning for a small increase in revenues, in part based on the
contributions of past budget surpluses in the form of net invest-
ment income. However, planned operating and development
expenditures plus special transfers are to remain roughly
constant so that the Government expects a continuation of the
budget surplus in 2001.

The Government has less scope to use monetary policy to
stimulate the economy, with rising inflation and generally low
interest rates relative to other markets such as the US. Price

Table 2.3 Major Economic Indicators, Singapore, 1998-2002

(percent)
Item 1998 1999 2000 2001 2002
GDP growth 0.1 5.9 9.9 5.0 6.0
Gross domestic investment/GDP 32.6 324 31.3 32.0 325
Gross domestic savings/GDP 52.4 51.8 49.8 51.0 52.0
Inflation rate (consumer price index) -0.3 0.0 1.3 15 2.0
Money supply (M2) growth 30.2 8.5 -2.1 4.0 6.0
Fiscal balance/GDP? 25 2.6 A5 25 25
Merchandise export growth® -1.0 5.7 22.4 5.0 10.0
Merchandise import growth® -13.6 10.8 23.4 8.0 13.0
Current account balance/GDP® 24.8 25.9 23.6 24.0 25.0

- Not available.

& Operating revenues less operating expenses and development expenditures.

® Includes both domestically produced exports and goods that are imported and not retained but reexported. All import and export growth
rates are calculated from levels quoted in current Singapore dollars on a customs trade basis.

¢ Derived from the balance-of-payments accounts quoted in current Singapore dollars on a customs trade basis.

Sources: Ministry of Trade and Industry, Economic Survey of Singapore 2000, February 2001; staff estimates.
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Figure 2.2 Composition of Total and Domestic Non-Oil Exports, Singapore, 1990-2000
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stability remains the primary goal of monetary policy. Thus, as
it has previously signaled, the MAS would likely tighten mon-
etary policy if consumer price inflation edges above 2 percent,
resulting in a strengthening of the trade-weighted exchange
rate. This could exacerbate the weakening in external demand
caused by softer information technology spending in the US.
Thus, the Government is likely to proceed cautiously in allow-
ing the exchange rate to appreciate.

Policy and Development Issues

In the longer term, the Government is eager to retain
Singapores distinction of having one of the worlds most com-
petitive economies. It continued its efforts in 2000 to improve
the business environment by divesting its holdings in compa-
nies, by expanding opportunities for foreign direct investment,
and by facilitating development of selected economic sectors.
Sales of government interests in transport companies were ini-
tiated, while preparations to reduce state interests in leading
firms in other sectors progressed. However, the Government is
unlikely to markedly reduce its holdings in private firms in the
near term. Restrictions on foreign investments are being
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relaxed, most notably in communications, media, insurance,
and banking, which should enable foreign companies to enter
these areas. The Government continues to invest selectively in
priority areas such as information technology infrastructure,
biotechnology, and worker training. This is to encourage the
economy’s transition from a base for manufactured exports to a
fully networked, knowledge-intensive economy and a hub for
Asian finance, information technology, and transport.

The Government is also promoting competitiveness
through liberalization of key economic sectors, particularly
finance, telecommunications, and energy. To promote the finan-
cial sector in particular, the Government has been taking steps
since 1998 to soften its policy of discouraging internationaliza-
tion of the Singapore dollar, which was intended to protect its
capital markets against excessive volatility. In late 2000, to
further facilitate the development of domestic capital markets,
primarily for bonds and loans, new guidelines were issued to
permit banks to lend to nonresidents in Singapore dollars for
investments in equities, bonds, and real estate in Singapore, as
well as for offshore activities under certain conditions. This will
broaden the customer base for local banks and retain the inves-
tor base for bonds denominated in Singapore dollars.
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Before the new guidelines were announced, nonresident
investors were discouraged by the requirement to raise foreign
currency to finance their investments in Singapore, which made
them vulnerable to exchange rate risk. Although it is hoped that
the new guidelines will help attract not only more foreign inves-
tors but also more foreign bond issuers, leading to a larger and
more efficient bond market, as of the end of 2000, the size of
the Singapore bond market was only S$30 billion. Thus, the
Government may have to consider further measures for boost-
ing liquidity in the financial sector.

Another way in which the Government is strengthening the
economy’s competitiveness is by promoting diversification of
exports. Office machinery is showing signs of decline, despite
its current importance as an export earner. The Government has
been successful in attracting higher value-added semiconductor
producers. However, this has mixed implications for future eco-
nomic performance. The semiconductor industry is still in its
infancy with respect to its ability to build complete wafer-
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fabrication plants or produce the inputs to the process of fab-
rication. It will have to rely heavily on imports for them over the
medium term, which implies that the overall effect of this re-
structuring may be to reduce the contribution of net exports to
GDP growth over the next few years.

In the interim, the Government is working to address the
mismatch between availability of local talent and the demands
of the higher value-added industries for highly skilled person-
nel. The Government forecasts that in the next 10-15 years, at
least 65 percent of the workforce will need an education beyond
secondary school; the current rate is 35 percent. The fiscal
budget for the 2001 financial year reflects a two-pronged
approach to this challenge. First, an enlarged education budget
of S$6.3 billion is intended to ensure that new labor force
entrants are well prepared. Second, a S$30 million Manpower
Development Assistance Scheme and a S$1 billion Lifelong
Learning Endowment Fund will emphasize skill upgrading for
the existing workforce.
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Taipei,China

The economic recovery of 1999 continued in 2000 due to a strong performance of exports and export-related private investment
that benefited from surging global demand for electronic goods. However, performance of traditional industries was weaker and
unemployment remained at historic highs. During 2001, reflecting a slowdown of the US economy, growth is likely to slow.

Recent Trends and Prospects

The economic recovery of 1999 further strengthened in
2000, with growth in real GDP accelerating to 6.0 percent from
5.4 percent in 1999. The major contributing factors were a
jump in exports of more than 20 percent and export-related
private investment, both of which benefited from strong global
demand for semiconductors and telecommunications equip-
ment. The rapid pace of growth, however, slackened later in the
year as political uncertainty undermined consumer and investor
confidence considerably, and aggregate demand tapered off.
Private investment expanded by 13.7 percent, compared
with a contraction of 0.7 percent in 1999. It rose sharply in the
first two quarters, by 18.4 percent and 27.1 percent, respec-
tively, as companies, responding to the boom in electronics
demand, expanded and upgraded production facilities. It mod-
erated later in the year, however, because of the anticipated
slowdown in the global economy. Investment in traditional
industries such as textiles, construction, and real estate
remained weak. Public sector investment, on the other hand,
shrank by 8.3 percent, as the implementation of state projects
was sluggish. Total fixed investment grew by only 7.8 percent.
Private consumption picked up to 5.6 percent in 2000
from 5.4 percent in 1999. It rose by 7.7 percent year on year in
the first quarter, stimulated by campaign funding in connection
with the presidential election in March, a vigorous stock market,
and a low base in the previous year. Political weakness in deal-
ing with economic issues after the election had an adverse effect
on the stock market, and largely as a result of the negative
wealth effect of this decline, subsequent private consumption
growth fell to around 5.3 percent. State consumption increased
by a mere 1.9 percent as a result of attempts to rein in the fiscal
deficit that had snowballed after a strong earthquake in 1999.
Led by the robust performance of high-tech industry, the
industrial production index grew by 7.7 percent compared with
7.5 percent in 1999. While electronics production surged, pro-
duction in traditional industries remained sluggish. Production
in light industries such as food, wood, and rubber fell by
0.8 percent and construction contracted by 4.2 percent. Agri-
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cultural production fell by 1.3 percent due to unfavorable
weather conditions. In the services sector, telecommunications
served as the main engine of growth, while the financial sector
and state services remained weak.

Export growth jumped to 22.3 percent from 9.9 percent in
1999. Recovering Asian economies and booming global
demand for electronic, information, and communications prod-
ucts were the main driving forces. Imports also soared by
27.3 percent, from 6.2 percent growth in the previous year. The
rapid growth of private investment stimulated a sharp increase
in imports of capital goods, while the current account surplus
narrowed as imports rose faster than exports.

The unemployment rate has risen gradually in recent years,
from a low of 1.4 percent in 1993, to 2.6 percent in 1996, to
2.9 percent in 1999. At the end of 2000, unemployment was
3.0 percent. The downturn of traditional industries, the slow-
down of the financial sector, and the influx of foreign workers
are the main reasons for the high rate.

The budget deficit, which had swollen from 3.4 percent of
GDP in 1998 to 6.0 percent in 1999, fell to 4.8 percent of GDP
in 2000. Improved budgetary revenues—thanks to a healthy
economy—and a slowdown in current expenditure were the
major factors. Despite an easing of the monetary stance earlier
in 2000, money supply (M2) growth slowed later in the year, to
give M2 growth of 6.5 percent for the whole year. This was
lower than the 8.3 percent in 1999 and was due mainly to out-
flows of foreign capital.

Prices rose in 2000 due to rising world oil prices and the
depreciation of the currency. Consumer price inflation was
1.3 percent, an upswing from 0.2 percent in 1999, while whole-
sale inflation reached 1.8 percent, in contrast to 4.5 percent
price deflation in 1999. Import prices rose by 4.6 percent.
However, compared with other economies in Asia, inflation
remained low.

In 2001, real GDP growth is projected to moderate to just
over 5 percent as the global economy slows. Export growth is
forecast to be weaker due to anticipated softer global demand.
Domestic demand will also likely be softer than in 2000. Private
consumption growth is projected to decelerate to around
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Table 2.4 Major Economic Indicators, Taipei,China, 1998-2002

(percent)
Item 1998 1999 2000 2001 2002
GDP 4.6 54 6.0 51 5.8
Gross domestic investment/GDP 24.9 234 22.8 234 23.5
Gross domestic savings/GDP 26.0 26.1 24.8 26.1 26.6
Inflation rate (consumer price index) 1.7 0.2 1.3 1.7 1.8
Fiscal balance/GDP -34 -6.0 -4.8 -4.3 -4.7
Money supply (M2) growth 8.8 8.3 6.5 7.0 6.7
Merchandise export growth -9.5 9.9 22.3 11.8 9.8
Merchandise import growth -7.4 6.2 27.3 10.8 9.5
Current account balance/GDP 1.3 2.9 2.4 25 3.0

Sources: Directorate-General of Budget, Accounting and Statistics, Executive Yuan; staff estimates.

4.6 percent. Private investment growth, closely linked with the
external sector, will also slow to around 7.4 percent. Imports,
however, are expected to continue growing, albeit more slowly,
as market-opening measures are implemented when
Taipei,China joins the World Trade Organization. Continued
robust growth of the economy in the next few years requires
economic restructuring, especially in the financial sector and in
traditional industries.

The authorities will probably adopt a more relaxed mon-
etary policy in 2001 to attempt a soft landing for the economy.
The budget deficit is projected to shrink to 4.3 percent of GDP,
as the authorities keep a tight grip on expenditure and imple-
ment plans to raise revenues, such as reforming the tax system
and privatizing state-owned enterprises. The authorities have
little room to use fiscal policy to stimulate the economy since,
in 2000, they pushed to the legal limit the amount of debt that
they can issue. As a result, the currency is expected to depreciate
further and prices will likely rise moderately due to weaker
aggregate demand and to deflationary pressures from market-
opening measures adopted in preparation for World Trade
Organization membership. Unemployment will probably rise
even higher, to 3.4 percent.

Issues in Economic Management

Traditional industries, such as textiles, construction, and real
estate, as well as agriculture, have recently plunged into a struc-
tural downturn. These industries, dominated by small and
medium-sized enterprises (SMEs), face serious challenges.
Their profitability has persistently decreased with rising fixed
costs and wages. Their production modes, however, are too
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inflexible to accommodate rapid changes in market demand
and their technology has yet to develop to compete with large
international companies. Moreover, a tumbling stock market
have curtailed banks’ willingness to lend, thereby restricting
these SMES’ access to bank credit and so aggravating their finan-
cial distress.

Consequently; it is high unemployment in these industries,
particularly among unskilled and older workers, that has
pushed unemployment higher over the last few years. Official
statistics show that unemployment among unskilled and semi-
skilled workers in traditional industries reached 3.3 percent in
the second quarter of 2000, compared with an economy-wide
unemployment rate at that time of 2.8 percent.

Since most SMEs in traditional industries have low levels of
knowledge and capital, it is very difficult for them to restructure
their business. Therefore, restructuring led by the authorities
would be more realistic, and this should include effective and
stronger policy measures to upgrade workers' skills and make
the labor market more flexible.

Policy and Development Issues

The banking sector has suffered from overcrowding and surging
volumes of nonperforming loans (NPLs). In 2000, more than
450 financial institutions, including 47 domestic banks and
314 credit departments of farmer and fisherfolk associations,
were operating. The excessive competition and limited market
share dragged down aggregate profitability. Moreover, the
downturn in traditional industries, and flagging real estate and
stock markets, raised the NPL ratio of financial institutions to
5.5 percent by the end of October 2000. The NPL ratio of



NEWLY INDUSTRIALIZED ECONOMIES

cooperative associations and credit departments of farmer and
fisherfolk associations surged to 15.6 percent.

The authorities moved to solve the overcrowding problems
and improve the quality of bank assets through a range of mea-
sures. One was an amendment to the Banking Law, passed in
October 2000, which relaxed restrictions on banks’ investment
activities and raised the ownership ceiling in other banks or
financial companies from 15 to 25 percent. The authorities also
passed the Merger Act of Financial Institutions in December
2000 to encourage mergers, including those by foreign financial
institutions. In addition, the central bank cut the average
reserve requirement ratio from 7.7 to 6.4 percent in 1999 and
lowered the gross business revenue tax for banks from 5 to
2 percent, then eliminated it altogether in November 2000.

Though these financial restructuring measures have
tackled several weaknesses, concerns remain. For example, the
authorities recently urged banks to roll over loans to troubled
traditional industries. However, this will only worsen the bad
debt problem. The authorities’ decision to relax restrictions on
banks’ investment activities will make banks even more vulner-
able to stock market volatility. The weakening real estate market
also raises uncertainties about the pace of restructuring. To
activate the market, the authorities may introduce both a real
estate price monitoring system to reduce price distortions and
a real estate secondary market.

The information and communications technology (ICT)
industry has grown substantially over the last several years,
serving as the main engine of economic growth. Production of
computer hardware, growing by over 40 percent a year in
1995-2000, amounted to around $50 billion in 2000. Despite
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the weak performance of the domestic economy, hardware’s
rapid expansion was brought about partly by the authorities’
various incentives and the flexibility of local SMEs in adapting
to global market trends. Exports of software are smaller than
hardware, but this subsector also registered very strong growth
of 30 percent a year in 1995-2000. Output of domestic com-
munications and Internet-related products has also increased, at
about 10 percent a year over the same period.

Given that the ICT industry in Taipei,China is highly cycli-
cal and sensitive to market shocks, the industry still has to
overcome several challenges if it is to prosper in international
markets. First, most SMEs in the ICT industry spend only a
small percentage of their turnover on research and develop-
ment, and are not therefore ready to quickly adjust to new
market trends. For example, traditional makers of wire for tele-
communications equipment—most of them SMEs—did not
adapt to the surging demand for mobile phones and wireless
products and were, therefore, forced to withdraw from the
international market due to lower sales. Second, Taipei,China’s
ICT industry still relies heavily on the US and Japan for its key
components and technology. Third, the economy’s main trading
partners are these two countries and the People’s Republic of
China. Policymakers must, therefore, provide a policy and
institutional environment in order to (i) enable the ICT industry
to adopt rapid technological change to meet continually evolv-
ing market conditions, (ii) encourage research and development
and support the transfer of technology to domestic firms, and
(iii) diversify exports to more destinations to enable the indus-
try to better weather any downturn in the economies of its
major trading partners.



Central Asian Republics,
Azerbaijan, and Mongolia



The group of countries comprising the Central Asian repub-
lics, Azerbaijan, and Mongolia all face challenging geographic
and economic circumstances, including the relatively small size
of their economies; remoteness from world markets; long-term
isolation from global technology and capital flows; heavy
dependence on primary production of energy, minerals, and
other commaodities; continuing vulnerability to external shocks
arising from volatility in international oil and commodity
prices; dependence on the Russian economy (which is still the
single largest market for their exports); and an industrial struc-
ture from the Soviet era that is hardly compatible with an open
economy. These formidable economic challenges are further
exacerbated by problems of systemic transition and the sever-
ance of Soviet fiscal subsidies that have resulted in a sharp
decline in human development indicators and emergence of
widespread poverty. Recently, the appearance in some of these
countries of social, religious, and ethnic strife, which perhaps
lay dormant under the strictures of the earlier centrally con-
trolled regime, has added to the uncertainty, affecting the invest-
ment climate and growth prospects of these economies.

Faced with such adverse circumstances, the various gov-
ernments have implemented a large-scale and wide-ranging
program of structural reforms, though with significant varia-
tions across countries. On the basis of these reforms and with
external circumstances finally turning favorable in 1999, most
of these economies—with the exception of Mongolia—are now
recovering from the economic downturn that lasted, for most of
them, from the breakup of the former Soviet Union until the
mid-1990s when the decline in GDP was arrested and positive
growth was achieved. This recovery was nearly derailed as a
result of the Russian crisis of August 1998 that followed in the
wake of the Asian financial crisis.

The improvement in the Russian economy since 1999 and
the rise in international energy prices have helped generate
strong aggregate GDP growth of nearly 5 percent in 1999 for
these countries as a whole; this growth improved further to
almost 8 percent in 2000. The growth performance would have
been better if the agriculture sector had not suffered a severe
drought that affected the cotton crop, a major export item, and
food grain production in some countries.

More creditably, the improved growth performance has
been achieved along with overall macroeconomic stability. The
aggregate level of inflation in these seven countries remained
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high at around 15 percent in 2000. This reflected the positive
effects of exchange rate stability and tighter monetary policies.
Higher revenues from the oil sector and efforts at improving
public expenditure management and tax administration have
seen the countries’ fiscal balances improve. Taking advantage of
high international oil and gas prices and greater access to pipe-
lines and other supply outlets, the export earnings of the group
increased from virtually zero to about 25 percent in 2000
(excluding Azerbaijan and Turkmenistan). This enabled some of
these countries to improve their external account balances as
reflected in the buildup of international reserves and the signifi-
cant improvement in external debt-service ability. The Kyrgyz
Republic and Tajikistan, though, face an unsustainable external
debt-service burden in the short term. This has prompted a
multilateral review of their external debt liability and bilateral
negotiations for rescheduling their debt-service flows.

Although the positive aggregate economic performance
hides wide variations across countries, the economic outlook
for this group is upbeat. Economic growth will remain positive,
though lower than in 2000 as oil prices are expected to soften
and demand from the Russian Federation and other countries in
the Commonwealth of Independent States slackens as a result
of a slowing of these economies. Agricultural performance is
expected to remain weak if the adverse weather forecasts for the
next two years are proved right. Even with strong and sustained
GDP growth as achieved in the last two years, per capita income
levels in these countries are not expected to return to the levels
of the late 1980s for the next few years. Determined policy
efforts will be needed to ensure that market-based economic
growth does not cause equity disparities to rise further and that
growth is inclusive.

For generating sustained growth in per capita incomes and
for reducing poverty levels, the countries, to greater or lesser
degrees, need to vigorously pursue their structural reform
programs. The focus has to be on generating pro-poor growth
while maintaining macroeconomic stability. This will require
liberalizing the economies further, in keeping with individual
country conditions; removing any significant price distortions
and controls on the current account; privatizing state enter-
prises and setting up a regulatory mechanism to ensure fair
competition and consumer protection; establishing the institu-
tional framework for private sector-led growth; ensuring that
the poorer segments of society participate in the growth process;
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Box 2.1 Azerbaijan

Economic performance was strong in 2000, with real GDP
growth estimated to have accelerated to 11.0 percent from
7.4 percent in 1999. The major contributing factor was the
20-plus percent upsurge in the oil and oil-related sectors in the
first half of 2000, which benefited from rising world oil prices.
The agriculture sector, however, grew more slowly in 2000, by
about 6 percent. Growth in other labor-intensive sectors is
estimated to have remained weak. Consequently, the level of
unemployment (hidden and open) is estimated at 18 percent
in 2000, similar to the 1999 level.

The current account deficit improved significantly in 2000
to 0.9 percent of GDP ($43 million) from 15.0 percent ($600
million) in 1999 primarily because of a stronger trade
balance, on which a surplus of $400 million (8.0 percent of
GDP) was posted in 2000 compared with a deficit of
$408 million a year earlier. Among the contributing factors
were growing oil exports and a smaller increase of imports due
to the slowdown in oil equipment imports. Gross foreign
exchange reserves increased slightly from $676 million in
1999 to $680 million in 2000, equivalent to about six months
of imports. Total external debt rose to $1.2 billion, from $962
million over the same period.

The Government adopted a tight fiscal stance in 2000. The
total fiscal deficit is estimated to have been reduced to
2.3 percent of GDP in 2000 from 5.4 percent in 1999.
Improved budget revenues and a lower level of public expen-
ditures were the main reasons for this. On the monetary side,
an eased policy stance that began in mid-1999 continued.
Inflation (measured by the consumer price index) is estimated
at 2.2 percentin 2000 compared with deflation of 8.5 percent
in 1999. Without jeopardizing currency stability, the Govern-
ment has continued its flexible exchange rate management
approach. The local currency, the manat, depreciated gradu-
ally by 7.8 percent to an average level of 4,474 manat in 2000
from 4,126 manat in 1999.

To better manage the expected increase in oil revenues,
the Government is aiming soon to put into operation the State

and putting in place a social safety net that will protect the poor
and vulnerable from the adverse impact of cyclical economic
downturns.

The seven economies continue to be characterized by a
weak banking and financial sector. This prevents the effective
mobilization of investment resources. The small and medium-
sized enterprise sector—often the most dynamic sector for crea-
ting new competitive industrial capacities and trading ventures
—especially suffers from a relative lack of access to financial
resources. Particular attention is needed for the development of
the financial sector to facilitate the emergence of small and
medium-sized enterprises and to help in channeling resources
to the rural sector, both of which contribute to pro-poor growth.
Human resources development now requires a combination of
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Oil Fund, which was established in November 1999. In
addition, progress has been made in implementing policy
reforms, such as the passage of a civil code (effective 1 Sep-
tember 2000) and an amended tax code (effective 1 January
2001). However, structural reforms, particularly in the bank-
ing sector, have lagged behind. Crucial reforms are needed
in this sector to improve supervision and strengthen enforce-
ment of prudential regulations in line with international
best practice.

The economic outlook for 2001 appears to be promising
in view of positive prospects in the oil-related industries and
indications of improved performance in agriculture in the
second half of 2000. However, real GDP growth in 2001 may
be lower than in 2000, due to a softening in world oil prices
and a slowdown in foreign investment. In the short term, the
Government is expected to maintain its current tight fiscal
and slightly loose monetary policy mix. The fiscal deficit has
been budgeted at 2.0 percent of GDP for 2001. Improved
value-added tax collection and the adoption of the amended
tax code will help in this. However, it remains a challenge for
the Government to lift much-needed social expenditures,
while keeping the fiscal deficit under control. After significant
deflation during 1998-1999 and a moderate rate of inflation
of 2.2 percent in 2000, inflation in 2001 will likely continue
to rise. In view of slowing foreign capital inflows, the manat
will be subject to greater pressure to depreciate further.

To maintain investor confidence, the Government needs
to make a serious effort in implementing structural reforms.
Important areas include privatization, financial sector
restructuring, and good governance to establish institutions
and the rule of law conducive to a market-based economy.
The increasing dependence on oil exports is a concern, and
the development of non-oil sectors will be crucial to achiev-
ing a balanced external account position and sustainable
growth. Understanding this, the Government made the issue
of non-oil sector development a priority in its recent devel-
opment strategy.

public and private sector initiatives and resources for meeting
the needs of a market economy.

In each of these countries, the government may need to
actively intervene to try and diversify the economy so as to
reduce its vulnerability from volatility in international energy
and commaodity prices and to generate employment. Given the
geographic isolation of these economies and their relatively
small size, any strategy for sustained growth, rapid industrial-
ization, and economic diversification will be facilitated with the
emergence of a subregional market. This requires an active pro-
gram of economic cooperation that will promote the free flow
of goods and services and permit the establishment of viable
and internationally competitive production capacities. The
infrastructure, which was developed in the past to connect these
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economies individually to the Russian markets, also needs to be
revamped so as to permit more efficient resource allocation.
Recognizing these imperatives, and because of the collapse
of the Soviet trade system, the various governments have
actively searched for viable cooperation ventures among them-
selves. The establishment of the Interstate Council of
Kazakhstan, Kyrgyz Republic, and Uzbekistan (later joined by
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Tajikistan) is a notable example. In addition, most of the
governments have conducted negotiations on the trade in
energy, and have taken steps toward cooperating on resolving
the environmental problems of the Aral Sea area. These activi-
ties reveal an underlying commitment to economic cooperation,
and an understanding and appreciation by the governments
that solutions to their common problems must be found.



A

Kazakhstan

Economic performance in 2000 improved considerably, mainly due to a favorable external environment. However, to promote
sustainable long-term growth and maintain macroeconomic stability, the Government needs to ensure greater diversification of

the economy.

Recent Trends and Prospects

Economic performance was vigorous in 2000. The economy,
which in the second half of 1999 began to recover from the
recession caused by weak world commodity markets and 1998’
Russian crisis, experienced even stronger growth in 2000. GDP
grew by 9.6 percent compared with 2.7 percent in 1999 (see
Figure 2.3). The rapid growth was primarily due to favorable
external factors, including rising world prices for oil, natural
gas, and metals (the major exports) and the robust recovery in
the Russian Federation, Kazakhstan’s main trading partner.

Growth of industrial output accelerated to 14.6 percent in
2000 from 2.8 percent in 1999, mainly because of sharp
increases in the production of crude oil, natural gas, and metals.
As a result of high world prices, the value of crude oil and natu-
ral gas output expanded by 15.8 percent and 23.2 percent,
respectively. The manufacturing sector, which accounts for half
of total industrial output, rose by 15.6 percent due to increased
government investments. The Government regards import
substitution of capital and intermediate goods as the key to
achieving rapid industrialization, and has therefore allocated
sizable resources to this area.

Agricultural production contracted by 3.3 percent in 2000,
largely because the output of grain fell by 18.2 percent to
11.6 million tons; this was due to unfavorable weather condi-
tions. Despite the decline, grain production was not only
adequate for domestic consumption but also generated a
surplus of about 4 million tons that were exported to Iran,
Turkmenistan, and Ukraine. In contrast, the output of cotton
rose by 15.0 percent, due to an extension of the sown area.

Official statistics show that the services sector expanded by
7.9 percent in 2000, due mainly to a growing private sector.
However, official data still do not fully cover the private services
sector. Trading, restaurants, hotels, information technology, and
construction have grown significantly over the past few years as
a result of small-scale privatization and the Government’s policy
of encouraging private sector development.

After a modest increase of 3.8 percent in 1999, capital
investment rose steeply by 29.4 percent in 2000, driven by both
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the public and private sectors. The major areas of capital invest-
ment were oil and gas, transport and communications, and con-
struction. In particular, activities in the oil and gas and
construction subsectors were strong, as reflected by work on an
export pipeline in the Caspian Sea area and the continuing
building of Astana, the country’s new capital.

Savings grew sharply in 2000 as a result of improved eco-
nomic performance. Gross domestic savings as a proportion of
GDP increased to 20.8 percent in 2000 from 16.9 percent in
1999. Better collection of revenues and a prudent fiscal policy
contributed to higher public savings, while rising profits in the
corporate and financial sectors, particularly among oil compa-
nies, stimulated private savings. Since domestic savings grew
more rapidly than domestic investment, a resource surplus
equivalent to 3.8 percent of GDP emerged in 2000, compared
with a resource gap of 1.1 percent of GDP in 1999.

Economic growth contributed to an increase in wages and
a marginal decline in official unemployment. Average nominal
monthly wages at the end of 2000 were T14,174 (equivalent to
$97.5), a rise of 19.6 percent over the 1999 level. This repre-
sented an increase in the real average monthly wage of 5.7 per-
cent. The official registered unemployment rate at the end of
2000 was 3.8 percent, slightly lower than the rate of 3.9 percent
at the end of 1999. Employment generation was led mainly by
the expansion of the services and education sectors. Growth in
manufacturing and mining had little impact—and so unem-
ployment remains a major problem with the actual level esti-
mated at 13.5 percent of the labor force, much higher than the
official unemployment rate.

The fiscal situation continued to improve in 2000, helped
by strong economic growth, higher revenues from exports of oil
and minerals, as well as the Governments efforts to strengthen
tax collection and administration and to improve public expen-
diture management. For the first time since independence
in 1991, Kazakhstan achieved a budget surplus, equivalent to
0.1 percent of GDP. Total government revenues rose to 23.1 per-
cent of GDP from 21.1 percent in 1999. Tax revenues accounted
for 20.2 percent of GDP, up from 17.1 percent in 1999. As a
result of its rationalization efforts, government expenditures



CENTRAL ASIAN REPUBLICS, AZERBAIJAN, AND MONGOLIA

declined to 23.0 percent of GDP in 2000 from 24.6 percent in
the previous year, but despite this decline, the shares of devel-
opment investment and social sector spending in total public
expenditures in 2000 remained relatively high. Social assistance
accounted for 28.7 percent of total expenditures, followed by
education (14.2 percent) and health (9.1 percent). However,
interest expenses accounted for 6.0 percent of revenues in
2000, with external public debt amounting to $4.0 billion. To
reduce the volatility of budgetary revenues, which are highly
dependent on earnings from oil exports, the Government plans
to establish an offshore state oil fund to maintain stable resource
flows to the budget and preserve national wealth generated
from the oil sector for future development.

The National Bank of Kazakhstan (the central bank) pur-
sued an expansionary monetary policy to stimulate growth.
This included reducing the refinancing rate from 18 percent in
1999 to 14 percent in 2000, and lowering the reserve require-
ments for commercial banks from 10 to 8 percent of demand
and short-term time deposits. As a result, the monetary position
eased and growth of monetary aggregates continued. Money
supply (M2) and bank credits increased by 45.9 percent and
85.6 percent, respectively, in 2000. Because of financial sector
reform, depositors have regained their confidence in the bank-
ing system. The reforms included the adoption of international
banking standards and depositors’ insurance for household
deposits, and the application of a law on banking secrecy and
confidentiality. Largely as a result, bank deposits rose sharply by
60.2 percent in real terms in 2000.

Despite the relaxed monetary policy stance, inflation by the
end of 2000 had fallen to 9.8 percent, from 17.8 percent
12 months previously, due mainly to increased productivity, an
improved fiscal position, and a stable currency. The national
currency, the tenge, which had depreciated sharply against the
dollar after the authorities floated it in April 1999, was relatively
stable in 2000, fluctuating in a range of T138.25-T145.40 to
the dollar, and depreciated by only 5.2 percent against the
dollar during the year.

The balance-of-payments situation improved significantly
in 2000. The current account achieved a surplus equivalent to
3.8 percent of GDP in 2000, compared with a deficit equivalent
to 1.1 percent of GDP in the previous year. This resulted mainly
from a doubling of exports (largely oil and metals) as a result of
higher world prices, increased oil export quotas through the
Russian Federation’s pipeline, and the positive effects of the cur-
rency devaluation in 1999.

With the beginning of a turnaround in investor confidence
after the Russian crisis, as reflected in the increase in foreign
direct investment (FDI) inflows to $1.6 billion in 1999 from
$1.1 billion in 1998, in April 2000 the authorities issued the
countrys fourth Eurobond in an amount of $350 million. In
addition, due to improved economic performance, in July 2000
Standard & Poors raised its long-term foreign currency and
local currency ratings, which will further boost investor confi-
dence in the economy.

Strong export growth, renewed inflows of FDI, and the
issuance of the Eurobond helped strengthen the gross interna-

Table 2.5 Major Economic Indicators, Kazakhstan, 1998-2002

(percent)
Item 1998 1999 2000 2001 2002
GDP -1.9 2.7 9.6 4.0 7.0
Gross domestic investment/GDP 14.3 17.9 17.1 17.3 16.9
Gross domestic savings/GDP 14.9 16.9 20.8 20.3 20.4
Inflation rate (consumer price index)? 1.9 17.8 9.8 55 4.9
Money supply (M2) growth -14.1 84.3 45.9 21.3 21.6
Fiscal balance/GDP -4.2 -3.5 0.1 -2.2 -1.2
Merchandise export growth -14.9 2.0 52.6 1.3 12.9
Merchandise import growth -7.0 -15.4 -10.5 50.2 15.0
Current account balance/GDP -54 -1.1 3.8 8.3 2.4
Debt-service ratio 22.4 27.3 24.6 17.3 19.4

2 End of period.

Sources: State Statistical Agency; National Bank of Kazakhstan; staff estimates.
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tional reserves position, which improved to $2.1 billion
(equivalent to 3.3 months of imports) at the end of 2000, the
highest level since independence. External public debt fell from
$4.1 billion (24.1 percent of GDP) at the end of 1999 to
$4.0 billion (21.8 percent of GDP) at the end of 2000, mainly
because of debt repayment to the International Monetary Fund
ahead of schedule. The debt repayment requirement, particu-
larly debts accumulated by joint ventures in the oil and gas
sector, rose in 2000. As a result, despite a doubling of export
revenue, the debt-service ratio declined only moderately from
27.3 percent in December 1999 to 24.6 percent one year later.

The economic outlook for 2001 remains positive, though
GDP growth is projected to slow to about 4 percent, mainly due
to an anticipated leveling-off of world prices of crude oil and
minerals. Industrial production is forecast to improve by 8 per-
cent as production of these commodities continues to surge on
the back of growing FDI and the expansion of oil export capac-
ity (largely due to increased quotas in the Russian Federation’s
pipeline network). The fiscal balance will likely switch to a defi-
cit of 2.2 percent of GDP, despite the Governments commit-
ment to achieving medium-term sustainability of public
finance.

Inflation is forecast to further decline to about 5.5 percent,
provided the central bank keeps tight control of credit growth
and money supply. Slower inflation will likely lead to a further
reduction in the refinancing rate to 8-10 percent. The current
account should remain in surplus in 2001, although it is pro-
jected to decline to about 3 percent of GDP as imports are likely
to grow more rapidly than exports. Total external debt is
expected to decrease, as the Government is committed to repay-
ing a large portion of its outstanding external debt in 2001. The
debt-service ratio is forecast to further decline during the year.

Issues in Economic Management

In 2000, to achieve macroeconomic stability, the Government
made great efforts to strengthen fiscal management, including
raising revenue collection and rationalizing public expendi-
tures. A new tax code, designed to broaden the tax base, was
submitted to Parliament. A program to improve collection of
excise taxes on oil products and cigarettes was introduced, and
a government decree was issued in March 2000 converting spe-
cific tariffs into ad valorem rates (except for alcohol) to
strengthen excise tax collection. The Government implemented
measures to closely monitor medium-sized and large corporate
taxpayers and to simplify tax declaration procedures for small
businesses. These helped raise tax collection by nearly 40 per-
cent. The Government also conducted intensive training of tax
collectors and officers. In the area of public expenditure, it
focused on reducing current expenditures by undertaking civil
service reform to reorient and downsize the bureaucracy, by
limiting transfers to loss-incurring state-owned enterprises, and
by better targeting social sector spending.
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Figure 2.3 Real GDP Growth and Inflation,
Kazakhstan, 1996-2000
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Sources: State Statistical Agency; National Bank of Kazakhstan.

Despite such progress, the Government needs to make
further efforts to restore the fiscal balance; for example, by
ensuring that the new tax code is implemented effectively, and
by improving collection of value-added tax on imported goods,
excise tax on gasoline, and royalty payments in the oil and gas
sector. It also needs to strengthen tax and customs enforcement
systems through closer monitoring of taxpayers, computeriza-
tion of tax and customs administration, mandatory
preshipment inspections, postrelease control, and improvement
of customs legislation. Privatization of large state-owned enter-
prises should be accelerated to generate greater revenue. Given
limited domestic resource mobilization and debt repayment
capacity, further government efforts are needed to reduce cur-
rent spending and to prioritize capital expenditures. Finally, the
Government needs to pay special attention to restraining the
growth of public sector wages, phasing out subsidies through
administered price adjustment and improved operational effi-
ciency, and limiting sovereign-guaranteed borrowing.

Policy and Development Issues

Despite the recent economic achievements and positive short-
term prospects, the economy faces a major development issue
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with regard to globalization. Globalization has had a twofold
impact on the economy: positive development trends in the
world economy, favorable world commodity markets, and a
recovery in regional demand have led to its strengthening
through expansion of external trade and rising inflows of FDI.

On the other hand, the economy is highly dependent on
production and exports of a few commodities such as crude oil,
natural gas, and metals. Together, they account for about
70 percent of industrial output, nearly 90 percent of exports,
about 60 percent of FDI, and about 30 percent of budgetary
revenues. Such an economic structure raises not only the risk of
Dutch disease, but also makes the country vulnerable to
commodity price fluctuations, as in 1998 when weak world
commodity markets tipped the economy into recession. A
broad-based economic structure is essential to minimizing the
risks related to globalization and to achieving sustainable
development.

The Government has taken some initial steps to diversify
economic activities, especially in nonextractive sector develop-
ment, but greater efforts must be made to further this process
and broaden the economic base. The Government needs to
address three policy areas. First, it should develop a national
strategy for economic diversification, based on an analysis of the
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countrys development priorities, strengths, and resource avail-
ability. In particular, decisions to develop any new sectors or
industries must take into account financial affordability and
economic viability to ensure the achievement of maximum
development impact.

Second, the Government needs to adopt policies for facili-
tating the development of nonextractive sectors that have been
identified as priorities by the national strategy. Public invest-
ment should be increased and private investment, both domes-
tic and foreign, attracted through favorable incentives. These
should include reduction in, or exemption from, taxes and
duties in the initial period of operation; permission for the
establishment of foreign firms and remittance of their profits
abroad; improving the terms for foreign investors with regard to
land use; security of property and contract rights; and simpli-
fied entry and exit procedures.

Third, the Government needs to promote production of
processed products in the resource-based sectors (e.g., petro-
leum and petrochemical products), which are less affected by
world price fluctuations and which have greater value added.
Kazakhstan is in a good position to expand output of these
processed products because of its rich natural resource endow-
ments and its relatively high level of human capital.



A

Kyrgyz Republic

Economic growth improved in 2000 despite extensive crop damage. Foreign trade recovered, price and exchange rate stability
were in large measure restored, and a modest fiscal consolidation was achieved. However, in the immediate future, a heavy
external debt repayment burden threatens to hamper the stabilization process.

Recent Trends and Prospects

The economy appears to be recovering from the adverse
impact of the 1998 Russian crisis. In 2000, GDP growth accel-
erated to 5.0 percent, from 3.7 percent in 1999. The agriculture
sector performed well during the first half of 2000 with 9.6 per-
cent growth. But early snowfall in the latter half of the year
caused extensive crop damage to an estimated 12.2 percent of
the cropped area. This resulted in lower agricultural growth of
3.9 percent for the year compared with 8.2 percent in 1999.
Industry recorded 6.0 percent expansion, led by power genera-
tion, light manufacturing, and chemical industries. Strong
export demand for leather products, and a revival of cotton pro-
cessing and pharmaceutical units contributed to the improve-
ment of light manufacturing and chemical industry output. The
construction sector expanded by 5.9 percent in 2000, aided by
externally funded public investments.

The Government followed a tight monetary policy in 2000
in an attempt to achieve low inflation and stabilize the exchange
rate: broad money grew by 12.3 percent in 2000, while
exchange rate stability was restored to a degree—the som
depreciated by 18.2 percent against the dollar in 2000. Interest
rates also declined. To improve the central bank’s ability to
pursue monetary policy effectively and fairly independently of
the Government's debt operations, "Notes of the National Bank"
were introduced in June 2000. These will have shorter maturi-
ties and larger face values than treasury bills and are expected
to reduce fluctuations in the expansion of the money supply.

Inflationary pressure abated significantly in 2000, with an
average annual price increase of 18.7 percent against 35.9 per-
cent in 1999. This was the result of a relatively stable som and
strong farm output growth in the first half of the year despite
increases in the administered prices of utilities, communica-
tions, and social services (especially health care), as well as a rise
in food prices in October.

Although the official rate of unemployment in 2000
increased only marginally to 3.1 percent from 2.9 percent in
1999, the main issue is that the quality of employment is dete-
riorating due to regressive changes in occupational structure.
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The decline of the industry sector after independence in 1991
led to a substantial shift in workforce composition: the share of
agriculture in the total workforce rose from 33 percent in 1990
to 47.3 percent in 1995. This movement from (relatively) high-
wage sectors to low-wage agriculture drove down real wages
and impoverished many people. The process was briefly
reversed by economic revival during 1995-1997, resulting in
an improvement in average real wages, but the growth in non-
farm employment was still too weak to raise real minimum
wages and reduce poverty. Since 1998, the migration of labor to
agriculture has reemerged, raising the share of the workforce in
agriculture to 51.6 percent in 1999. The significant fall in real
wages and an increase in food prices in 1998 sharply pushed up
the poverty ratio by about 12 percentage points to 63.9 percent.
Further food price rises and erosion in real wages marginally
raised the poverty incidence to 64.1 percent in 1999. Prelimi-
nary trends for 2000 indicate a continued fall in real wages, sug-
gesting a further deterioration in the poverty situation.

The fiscal deficit is estimated to have fallen from 12.0 per-
cent of GDP in 1999 to 9.4 percent in 2000, but this may not
be enough to meet official targets. Fiscal consolidation is being
hampered by lower than expected tax revenues and the
reduced scope for public expenditure cuts. In part, this was
because the Parliament elected in March 2000 failed to approve
the Government's efforts to raise additional resources through
a comprehensive revision of the commodity tax code. Neither
did Parliament approve the proposed increases in land tax rates
to raise additional resources from the undertaxed agriculture
sector. It did, however, enact a law to tax profits earned in free
economic zones if these profits are invested outside the zones.

With significant erosion in the real incomes of government
staff since 1997, in some cases to below the poverty line, the
Government was compelled to implement a 20 percent
increase in nominal wages and pensions in August 2000. Yet
even this failed to fully offset the erosion in real wages.

Foreign trade improved. Aided by a substantial deprecia-
tion of the som in 1999, exports rose by 9.1 percent in 2000
while imports grew by only 1.4 percent. Exports of electricity,
nonprecious metals, machinery, and chemicals were the
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principal contributors to export growth. The trade deficit fell
sharply to $50.1 million in 2000, from $84.3 million in 1999.

The Government brought down tariff rates significantly in
2000, reflecting its commitment to World Trade Organization
(WTO) requirements. The new structure is expected to yield an
average tariff of 5.2 percent. The central bank's international
reserves shrank in November 2000 to $256.7 million and are
expected to have fallen further to around $250 million by the
end of 2000, mainly due to foreign debt service.

Issues in Economic Management

The Kyrgyz Republic has made solid progress in overcoming
transition problems, yet several tasks are unfinished, clouding
considerably the country's medium-term prospects. The
economy has the potential to grow faster than the 5.0 percent
attained in 2000 if the Government achieves a sustainable level
of internal balance and if financial sector reforms are imple-
mented properly. Although the fiscal situation improved in
2000, it remains fragile. The Government needs to pay greater
attention to raising additional tax and nontax revenues to ser-
vice its debt while maintaining the necessary public expenditure
levels. High external debt and the bunching of debt-service
payments over the next five years will make macroeconomic
management difficult in the absence of strong measures to
restore the internal balance. Generation of adequate budgetary
savings is the only way to maintain the current level of public
investment, which is imperative to sustain economic growth
and maintain a minimum level of social services.

The Kumtor gold mine, on which exports and the economy
depend heavily, will gradually lose its importance ahead of its
scheduled closing in about seven years. The economy will have
to diversify its export base in terms of both commaodities and
markets to offset the impending fall in gold exports. If it does
not, declining exports and the heavy debt repayment burden
will put considerable pressure on the balance of payments. In
short, medium-term growth prospects depend on (i) how fast
and effectively the Government can implement broad-based
economic and financial reforms and (ii) how it can handle the
spikes in debt service through effective management of public
sector resources.

The agriculture sector has shown considerable dynamism,
driven mainly by the 62,000 private farms created since 1995.
These farms, which now account for about 49 percent of the
cropped area, are over 20 percent more productive than state
farms, and produce profitable cash crops. Yet their output is still
far below potential because current levels of productivity are
low. Several institutional, social, and economic factors are pre-
venting them from realizing their potential, including excessive
regulation of agro-based industry, irrational taxation, obsolete
technology in farm-based industry, poor input supply policies,
and inadequate promotional support. However, by lifting the
ban on the sale and purchase of land and authorizing the estab-
lishment of registry offices, Parliament has recently taken a criti-
cal step to improving farm productivity and prospects.

Though the Government has privatized over 60 percent of
enterprises in manufacturing, the private sector faces an
uncertain future in an unfriendly policy framework. A radical

Table 2.6 Major Economic Indicators, Kyrgyz Republic, 1998-2002

(percent)

Item 1998 1999 2000 2001 2002
GDP growth 2.1 3.7 5.0 5.0 5.2
Gross domestic investment/GDP 15.4 18.0 - - -
Gross domestic savings/GDP -6.1 3.2 - - -
Inflation rate (consumer price index) 10.5 35.9 18.7 9.1 7.2
Fiscal balance/GDP -9.5 -12.0 -94 - -
Money supply (M2) growth 17.2 33.9 12.3 - -
Merchandise export growth -15.2 -13.5 9.1 - -
Merchandise import growth 17.0 -27.6 1.4 - -
Current account balance/GDP -22.6 -14.8 -9.4 -9.3 -7.8
Debt-service ratio 7.0 8.3 - - -

- Not available.

Sources: National Statistical Committee of the Kyrgyz Republic; International Monetary Fund; staff estimates.
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Figure 2.4 External Debt,
Kyrgyz Republic, 1994-Q1 2000

$ billion Percent of GDP
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I Total external debt (left scale)
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= Total external debt/GDP ratio (right scale)

Source: International Monetary Fund.

improvement in the business environment, and strong support
from the Government, are needed to promote entrepreneurs. In
particular, the weak financial sector and underdeveloped legal
and regulatory institutions are major constraints to rapid private
enterprise growth. The restructuring of public enterprises,
which will help improve the fiscal situation and general busi-
ness environment, has been slow but is expected to pick up in
the near future.

The economy has a high debt burden, which presents
serious risks to macroeconomic management in the short to
medium term. Total external debt stood at $1.37 billion
(129 percent of GDP) at the end of 1999, rising to $1.41 billion
at the end of the first quarter of 2000 (see Figure 2.4). Of this,
69.8 percent (in net present value terms) was concessionary,
supplied mostly by multilateral agencies. Persistently high fiscal
deficits in excess of 9 percent of GDP since 1993, a shortage of
domestic savings to finance public debt, and a sharp devalua-
tion of the som contributed to the sudden increase in outstand-
ing debt. In 1999, debt service absorbed 18 percent of
government revenues and amounted to 2.8 percent of GDP. The
debt-service burden will increase substantially in the years to
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2005 because practically all nonconcessionary debt must be
repaid and the grace periods for many concessionary loans will
end. About 38 percent of government revenue in 2001 is
expected to be used for servicing debt; this figure is projected
to remain well above 20 percent in the medium term. Resched-
uling of bilateral debt will be required in the coming years to
smooth out spikes in repayment burdens. The non-
concessionary loans are principally from the Russian Federation
and Turkey, and include some guaranteed by the Government
on commercial terms for the Kumtor gold mine. Bilateral talks
are under way to reschedule repayments of the non-
concessionary debt. The Government is reviewing its $675 mil-
lion externally funded public investment program, which is
unsustainable at current levels, so as to classify projects on the
basis of their social and economic impacts. After classification,
public investment in these projects will be reprioritized.

The Government needs to take radical decisions to improve
its fiscal consolidation efforts through additional mobilization
of tax and nontax revenues to restore fiscal balance. There is
scope for raising these revenues with better administration and
base broadening since the revenue-to-GDP ratio is low. Pursuit
of public sector reforms, particularly in the energy, telecommu-
nications, and transport sectors, is needed to better price the
output from these sectors to generate additional internal
resources for investment.

Policy and Development Issues

The Kyrgyz Republic is a small open economy, with exports
amounting to about 40 percent of GDPF, and has made rapid
progress in trade liberalization. It joined WTO in December
1998, the first of the former Soviet republics to do so. The
present tariff structure is simple: it has four groups with an
average rate of 5.2 percent and a maximum rate of 20 percent.
Nontariff barriers are few, mainly in the form of quantitative
restrictions on and licenses for sumptuary goods, such as alco-
hol and tobacco, and sensitive items, such as military goods,
explosives, and poisonous substances. Export licenses are
required for several products. Subsidies are not provided for
exports except, to a limited extent, for the units in the free eco-
nomic zones. The economy is yet to reap the full benefits of
WTO market access arrangements as four out of its six largest
trading partners are non-WTO members and three of them are
neighbors. These three neighbors have also applied for WTO
membership and their accession could ease some of the
country's current bilateral trade difficulties with them. Pursu-
ance of good subregional trading relationships and finding new
trading partners, which inevitably happens with a lag, could
provide new opportunities for substantial improvement in
foreign trade. In accordance with WTO membership condi-
tions, the Kyrgyz Republic will have to align its economic poli-
cies and standards of governance with international
benchmarks to help create a vibrant market economy.
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As in most other transition economies, the financial sector
and capital markets are still at an early stage of development.
The economy has a very low level of financial intermediation.
Even at its best, in 1998, the ratio of bank deposits to GDP was
low at 6.3 percent; it fell further to 5.4 percent in 1999, reflect-
ing much weaker public confidence in the banking sector after
the Russian crisis. This can be compared with figures of
43-99 percent for some countries in Southeast Asia in 1999.

The first round of financial sector reforms began in 1996
and introduced the Basle Committee of Banking Supervision
norms for capital adequacy, prudential income recognition, risk
exposure, and transparency. The bank supervision capacity of
the central bank was also enhanced. While these reforms estab-
lished a solid regulatory framework, they did not adequately
address the inherent weakness of the banking system. Efforts
are under way both to reform the banking system by addressing
larger corporate governance and restructuring issues as well as
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legal reforms, and to strengthen the regulatory capacity of the
central bank.

However, restructuring of banks and the introduction of
stringent entry and regulatory norms are complex processes
fraught with political difficulties and financial constraints. The
country has 23 licensed commercial banks with an average asset
size of $4 million; this is too many banks for a population of 4.7
million. The proliferation of small banks has been due to lax
entry norms. Besides significantly increasing the central bank's
supervisory burden, this has led to fragmentation of capacity
and uneconomic scales of operation. Consequently, the banks
work on wide interest rate spreads. Lending rates are high and
profit margins thin. High interest rates also increase the risk of
default. Poor corporate governance has compounded these
problems. At present, six banks, which hold 24 percent of bank
deposits, are insolvent, and the finances of the remaining profit-
making banks are weak.
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Tajikistan

Economic performance in 2000 improved despite a severe drought. Politically, the successful conclusion of the peace process
that ended the civil war bodes well for an improvement in the general economic climate, and should help attract much-needed
foreign investment and benefit the ongoing privatization process. Careful management of the heavy external debt burden will
be necessary to maintain economic stability and support efforts to reduce poverty.

Recent Trends and Prospects

Economic growth accelerated to 5.0 percent in 2000 from
3.7 percent in 1999, despite the worst drought in 74 years (see
Figure 2.5). Growth was led by the industry sector, which
expanded by 10.3 percent compared with 5.0 percent in 1999.
Aluminum production, rising by 30 percent still, dominates the
sector. World prices for aluminum rose by 18 percent in 2000,
spurring a 44 percent increase in the dollar value of aluminum
exports. The services sector also continued to expand, as did
small-scale crafts and trade.

Agriculture remains a key sector of the economy, contrib-
uting 20 percent of GDP and accounting for 60 percent of
employment. A devastating drought resulted in a severe food
deficit in 2000, compelling the Government to appeal to the
international community for emergency food aid and related
assistance. The Government allocated $30 million from the
budget to purchase seeds. However, the important cotton sector
was less affected because irrigation makes it much less depen-
dent on seasonal weather patterns.

Labor markets remained weak because the country began
its transition to a market economy later than other former
Soviet republics. Moreover, the narrow base of economic
growth has limited employment opportunities. However, they
are increasing in the emerging private sector, especially in
services, small-scale crafts, and trade. Although official unem-
ployment in 2000 was 3.1 percent, the actual rate was about
30 percent. The official figure does not include unemployment
and underemployment in inactive state-owned enterprises
(SOEs), and many of the unemployed do not register because of
low unemployment benefits.

The fiscal position improved in 2000 due to higher tax
collection resulting from economic growth, better compliance,
an expanding tax base, and continued rationalization of expen-
ditures. Revenues increased marginally to 13.7 percent of GDP
from 13.5 percent in 1999, while expenditures declined to
14.4 percent of GDP from 16.6 percent. As a result, the 2000
deficit narrowed to 0.7 percent of GDP from 3.1 percent in
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1999, despite higher drought-related expenditures. However,
the fiscal performance is somewhat overstated because some
transfers to loss-incurring SOEs were made as directed credit
from the banking sector rather than as allocations through the
budget. Importantly, the Government has continued its policy
and practice of avoiding arrears on government wages,
pensions, and social benefits. This policy will soon have a
statutory mandate, having been included in the 2001
budget law.

Since June 1997, the authorities have pursued a tight mon-
etary policy to combat inflation. Consequently, inflation
dropped steeply from 164 percent in 1997 to 2.7 percent in
1998. A number of external factors, including the Russian crisis,
the resulting depreciation of Tajikistan’s currency, and increases
in the prices of key imports, pushed inflation to 31.0 percent in
1999. There was slippage in the authorities’ tight monetary
stance in the first half of 2000, resulting in broad money supply
(M2) increasing by 30.0 percent in 2000. Monetary expansion,
a food price rise of 30 percent due to the drought, and a 90 per-
cent increase in fuel prices resulted in an inflation rate of
24.0 percent in 2000. The currency continued to depreciate,
falling by about 30 percent against the dollar in 2000. On
30 October 2000, the somoni replaced the Tajik ruble as the
national currency at a rate of 1 somoni to 1,000 Tajik rubles.

The economy’s external position is fragile. External bal-
ances face substantial instability due to lack of diversity of
exports and volatility of prices. Over three quarters of
Tajikistan’s export earnings come from aluminum and cotton,
prices of which fell substantially in 1998 and remained low in
1999, exacerbating the external position. Although prices of
these goods rebounded in 2000, by 18 percent and 13 percent,
respectively, the current account deficit worsened because the
price of imported oil also increased while the drought necessi-
tated significantly higher volumes of imported food: it stood at
5.7 percent of GDP in 2000, compared with 3.5 percent in
1999. The balance of trade also deteriorated in 2000 as imports
rose by 13.6 percent and exports expanded by 11.4 percent.
Export earnings were led by aluminum, which accounted for
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Table 2.7 Major Economic Indicators, Tajikistan, 1998-2002

(percent)

1998 1999 2000 2001 2002
GDP growth 5.3 3.7 5.0 5.0 6.0
Inflation rate (consumer price index)? 2.7 31.0 24.0 12.4 11.0
Money supply (M2) growth 30.7 29.2 30.0 25.2 24.0
Fiscal balance/GDP -3.8° -3.1° -0.7 -1.0 0.5
Merchandise export growth -21.4 13.6 11.4 10.8 8.3
Merchandise import growth -9.7 -4.5 13.6 9.2 6.8
Current account balance/GDP -9.3 -3.5 -5.7 -6.5 -5.6
Debt-service ratio 114 7.6 13.0 14.0 13.0

@ End of period.
® Includes extrabudgetary funds.

Sources: State Statistical Agency; International Monetary Fund.

55 percent of the total. Cotton export earnings fell by 5.4 per-
cent, despite higher prices, because of the poor harvest at the
end of 1999. Gross international reserves stood at 1.9 months
of imports at the end of 2000, up from 1 month at the end of
1999, but this is still too low. The small increase occurred
because capital inflows in the form of concessionary lending
from international financial institutions offset the deteriorating
current account balance.

External debt was 117 percent of GDP at the end of 2000,
and the economy’s debt-service burden is fiscally unsustainable.
Including repayment of principal, debt service in 2000 was
estimated as a proportion of government revenue at 44 percent,
and as a proportion of exports at 13 percent. About 35 percent
of the outstanding public debt at the end of 2000 was owed to
multilateral institutions. The two largest bilateral creditors, the
Russian Federation and Uzbekistan, accounted for almost half
the public external debt. Virtually all multilateral debt is conces-
sionary, but most bilateral debt is not, and is of a short-term
nature. The Government has ongoing negotiations to resolve
remaining external debt issues with several bilateral creditors.
The Government of the Peoples Republic of China converted
Tajikistan’s bilateral debt to a grant in June 2000, but further
debt rescheduling agreements with other bilateral donors will
be required to prevent the debt-service burden from worsening
in the future.

After four consecutive years of economic growth, the out-
look continues to improve, but risks and uncertainties remain.
A continued tight monetary policy, including a prohibition on
directed credits by the central bank, will contribute to achieving
a stable macroeconomic environment conducive to growth and
poverty reduction. GDP is expected to grow by 5-6 percent in
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2001 and 2002, led by faster growth in newly privatized busi-
nesses and farms. Manufacturing output is also likely to rise in
response to rising domestic demand and excess capacity. How-
ever, high world oil prices, food shortages, and the continued
depreciation of the currency suggest that the rate of inflation,
though slower, will remain quite high over the next two years and
that the balance-of-payments position will remain precarious.

The countrys large external debt is a major concern and
severely constrains the Government’s ability to establish a
meaningful poverty reduction program. Over the next five
years, the external debt could strain the balance of payments as
the grace periods for rescheduled debt expire. Debt service is
projected to peak at 48 percent of government revenue in 2001
before falling to 30 percent by 2004, while as a proportion of
exports it is forecast to rise to about 14 percent in 2001 before
falling to around 12 percent in 2003. Managing the debt burden
successfully will require the Government to continue nego-
tiations to reschedule the nonconcessionary debt from bilateral
creditors, as well as to increase fiscal revenues to about 17 per-
cent of GDP by 2005. Fiscal performance should improve as
the value-added and excise tax bases continue to expand and
tax compliance improves with the strengthening of the
inspectorate dealing with large taxpayers and computerization
of tax administration. These gains should more than offset
the revenue reductions resulting from a lower sales tax on
exported cotton.

Issues in Economic Management

In 2000, the successful conclusion of the peace process that
began with the peace agreement of 1997 marking the end of the
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Box 2.2 Turkmenistan

GDP declined sharply by almost 50 percent during the years
following Turkmenistan’s independence in 1991. Despite
significant terms-of-trade gains following the move from
administered prices to world prices, the economy was unable
to take full advantage of rising energy prices due to the inabil-
ity of several countries of the Commonwealth of Independent
States to pay for their imports of natural gas from
Turkmenistan. As a result, payment arrears mounted and natu-
ral gas output declined. Since 1997, however, the economy
has steadily improved. For the first time since independence,
real GDP grew by 7 percent in 1998 and by 16 percent in
1999. These increases were due to stronger production of
cotton, wheat, gas, and oil. Industrial output rose by 1 percent
and 16 percentin 1998 and 1999, respectively, while agricul-
ture expanded by an impressive 24 percent and 26 percent
over the same two years.

While GDP growth has resumed, the economy is growing
from an extremely low base. In addition, the recovery is fragile
as the economy remains vulnerable to external shocks as a
result of its almost total reliance on the natural resources of oil
and natural gas, and cotton. Furthermore, deep structural
problems remain, casting further doubt on the sustainability of
the economic recovery in the medium term.

Year-on-year consumer price inflation was at 11 percent
for the first five months of 2000, despite a considerable loos-
ening of the Government’s monetary stance since the begin-
ning of the year. This is partially explained by pervasive price
controls on oil products, building materials, public services,
passenger transport, and telecommunications. In addition,
water, gas, fuel, and flour, as well as social services, are made
available at almost zero cost to consumers. While the policy
of providing goods and services free or at very low prices has
served to alleviate the conditions of the poor, it reduces incen-
tives to conserve and maintain service infrastructure, distorts
the ability of enterprises supplying and receiving such com-
modities to operate on a market basis, and damages the envi-
ronment, for example, through wasteful use of non-
economically priced water.

civil war was of crucial importance to stability and the country’s
potential to continue its economic recovery. In February and
March 2000, members of a new parliament were elected. The
subsequent dissolution of the National Peace and Reconciliation
Council, in accordance with the 1997 peace agreement, offi-
cially concluded the peace process. Continued peace, stability,
and security are clearly prerequisites to promoting economic
recovery and attracting foreign investment.

Because of the long civil war, Tajikistan’s economic reforms
were delayed. However, substantial progress in structural
reforms has been made since the signing of the peace agree-
ment. The reform process, including privatization, accelerated
in 2000. In the first nine months of the year, an additional
60 state-owned farms were privatized. Hence, by the end of
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On the fiscal front, the situation appears to be under con-
trol as data released by the Finance Ministry in early July 2000
showed a budget surplus equivalent to 0.3 percent of GDP for
January-June 2000. However, the official figures do not
include the large structural deficit reflected in the accumula-
tion of a high level of debt by the ministries and numerous off-
budget funds.

Against a background of volatile growth and export perfor-
mance, the Government has adopted a policy of tight foreign
trade and exchange regulations to manage its limited foreign
exchange reserves. The economy has a dual exchange rate
regime. Since December 1998, when the authorities closed
the commercial banks’ foreign exchange window, the spread
between the official and black market exchange rates has
consistently widened. In November 2000, the black market
rate reached 20,000 manat per dollar against an official rate
of 5,200 manat.

The external position reached dangerous levels in 1998
with a current account deficit of 33 percent of GDP, mainly
due to a very difficult export situation. This deficit fell sharply
to about 0.2 percent of GDP in 1999 (according to Interna-
tional Monetary Fund estimates), with the resumption of
natural gas exports to the Russian Federation. Despite a
pronounced improvement in the trade balance, which
recorded a $400 million trade surplus for the first nine
months of 2000, the current account is expected to have
remained with a small deficit in 2000, mainly as a result of
a growing deficit on the services account. Turkmenistan’s
costly state-led investment program (mostly involving infra-
structure projects in the capital, Ashgabat) relies on the use
of foreign companies, which will consequently require
payments in, largely, hard currencies. Given the relatively
low levels of foreign investments and the absence of multi-
lateral assistance (mainly due to the very slow pace of eco-
nomic reforms and the lack of progress toward a more pluralist
and democratic political system), Turkmenistan is likely to be
faced with increasing difficulties in meeting its debt-service
obligations.

September, 290 of the 600 state farms had been restructured
into about 14,000 private farms with marketable land-use
rights. Moreover, the Government issued a decree in October to
ensure that contracts between private farms and their marketing
agents are not controlled by central or local governments.
Between April and September, the country’s 19 remaining state-
owned cotton ginning mills were privatized and paid for.
Furthermore, 265 out of some 700 medium and large state-
owned enterprises had been sold by August, with full payment
received for 214, against December 2000 targets of 280 sold
with full payment for 250. Plans were also being developed to
restructure and reequip the Tursonzoda aluminum smelter with
the assistance of the International Finance Corporation. Hence,
after an initial slow start in implementing its privatization pro-
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The stock of external debt surged to 54 percent of GDP in
1999 while in 1998 the debt-service ratio reached 98 percent
of total exports. The latter was reduced to 55 percent in 1999
following the sharp increase in export revenue. The country’s
net external debt position is not so bleak if the total amount
owed to it for gas exports is taken into account. However, the
probability of repayment is not very high. On the other hand,
gross official reserves had been built up to about 14 months of
imports at the end of 1999.

GDP growth is expected to have risen further to 17 percent
in 2000, resulting mostly from the resumption of large-scale
gas exports to the Russian Federation. Agricultural growth is
likely to have been more limited due to a severe drought. Nev-
ertheless in 2001, GDP growth is forecast to remain strong at
9 percent.

Overall, the Government continues to gradually pursue
transition to a market-based economy, primarily with the goal
of minimizing the negative impact on living standards of the
population. The Government has been fairly successful in
maintaining living standards of the very poor. It is estimated
that in 1998, 7 percent of the population lived below the
poverty line. People are mostly kept out of absolute poverty
through a large number of subsidies that are untargeted and
perhaps potentially unsustainable. About three quarters of the
poor live in rural areas.

The main challenges facing the Government are to conso-
lidate the budget and improve public resource management,
unify and liberalize the exchange rate, and further reduce the
role of the State in commercial and productive activities. The
economy has a good long-term potential for development
given its rich resource base, but reaching this potential
requires a significant change in policies and careful manage-
ment of debt and public expenditures. With respect to poverty
reduction, the dynamic growth of the agriculture sector seems
especially important, and in this regard, the management of
water is crucial, as current agricultural practices are extremely
wasteful of this commodity, and have contributed to saliniza-
tion of land and the consequent reduction in yields.

gram, the Government is largely meeting the program targets.
While this is commendable, reports of continued lack of trans-
parency in some privatization activities, resulting in insider
sales of farms and enterprises to vested interests, suggest that
steps are needed to ensure a more open and fair privatization
process. Some local authorities also continue to interfere in the
production decisions of privatized farms. More generally, gov-
ernance and public sector management need to be strengthened
to reduce the scope for misuse of public resources and to pro-
mote structural reforms that create an environment promoting
private-sector-led growth.

Because of the sharp economic contraction since indepen-
dence in 1991, the Governments ability to provide basic social
services has been severely strained. The estimated poverty rate
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Figure 2.5 Real GDP Growth,
Tajikistan, 1996-2000
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is 83 percent; the existing social safety net remains inadequate
and poorly targeted, and must be strengthened urgently. The
Government has already committed itself to reducing poverty,
and to this end devoted 42 percent of its 2001 budget to edu-
cation, health, pensions, and a cash compensation program. In
addition, in October 2000, it completed an interim national
poverty reduction strategy, which sets out a broad framework
for reducing poverty, promoting employment and economic
growth, and reforming the social safety net. A final version of
this strategy is due to be completed in early 2001. A pilot pro-
gram to provide an allowance to the poorest 20 percent of
schoolchildren began in September 2000. If successful, it will
be implemented nationwide in 2001.

Policy and Development Issues

The banking sector performed poorly after independence
because of weak management skills, directed credits, an inad-
equate legal and regulatory framework, and the country’s politi-
cal and macroeconomic instability. Given the importance of this
sector, particularly in supporting newly privatized farms and
businesses, the authorities are implementing a program to
restructure it and rebuild public confidence in it. Under the
restructuring guidelines, the Government will only recapitalize
a commercial bank if it has restructured its operations, estab-
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lished a professional management team, developed a business
plan to achieve the required capital adequacy ratios and profit-
ability level, and attracted private capital. In May 2000, the four
largest commercial banks, which account for over 90 percent of
the country’s savings and loans, signed restructuring agreements
with the central bank. The agreements include reducing staff
headcounts and branch numbers, improving recovery of bad
loans, limiting new credit expansion, enhancing credit admin-
istration and internal controls, and preparing preliminary busi-
ness plans. Some of these banks have already improved loan
recovery rates.

Implementation of banking reforms has been uneven,
however. In 2000, the central bank continued occasionally to
extend directed credits to some state-owned enterprises, in vio-
lation of its stated policies and International Monetary Fund
conditions. Moreover, the central bank’s loan collection perfor-
mance was poor. While some of this weakened performance
was brought on by the urgent needs resulting from the drought,
the authorities need to redouble their efforts to implement
sound central banking policies. In the commercial banking sec-
tor, lending to insiders is still common, and loan collection
remains inadequate. Hence, to further improve supervision, the
central bank created a Problem Bank Unit in late 2000 that will
be responsible for monitoring and inspecting banks that sys-
tematically violate prudential standards. At the same time, the
central bank created a Bank Liquidation and Loan Recovery
Unit responsible for liquidating failing banks. Moreover, the
central bank’s Legal and Bank Supervision Department and the
ministries of finance and justice are reviewing banking legis-
lation to identify inconsistencies, deviations from international
best practice, and impediments to prudent banking. Areas
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of the legal framework that need to be improved include reduc-
ing the cost of repossessing collateral, making loan-loss provi-
sions 100 percent tax deductible, and making the accounting
principles in the tax and banking laws consistent with
each other.

Finance to the agriculture sector was severely limited in
2000. Most of it was provided to the cotton sector, while financ-
ing for newly privatized farms was virtually nonexistent. There
were exceptions: a few isolated microfinance schemes led by
nongovernment organizations, and pilot credit unions set up in
association with newly privatized farms in selected districts.
However, these programs have limited outreach, depend on
subsidies from donors, and their operations are unsustainable.
In 2000, the authorities began to address the need for sustainable
rural financial institutions by working with nongovernment
organizations to begin developing a framework to encourage the
expansion of microfinance services. The need to expand, deepen,
and strengthen rural financial institutions will be a crucial
component of a general program to reduce rural poverty.

Although distortions in the foreign currency exchange mar-
ket have lessened, the spread between the official exchange rate
and the curb rate remained substantial, averaging 9 percent in
2000, after averaging 22 percent in 1999. In order to further
reduce these distortions and to create an efficient market, the
operations of the Tajik Interbank Currency Exchange, by which
the central bank auctioned foreign currency, were suspended in
July 2000, and the central bank lost its role as the sole supplier
of foreign exchange. Competitive interbank markets were estab-
lished to replace the old system. The central bank now quotes
the official exchange rate based on a weighted average of the
interbank market exchange rates.
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Uzbekistan

The economy recorded its fifth year of consecutive GDP growth in 2000. This was at a slower pace than in the previous year,
mainly due to a severe drought that hit agricultural production. Overall, the macroeconomic situation remains fairly stable but
fragile, with the Government initiating long-awaited currency and trade liberalization reforms.

Recent Trends and Prospects

Economic growth decelerated in 2000 to 3.0 percent from
4.4 percent in 1999; the official target for the year was 4.2 per-
cent. This was mainly the result of slower rates of expansion in
agriculture and industry. A poor cotton harvest was caused by
drought, while the stagnant growth in industrial output was due
to the sharp drop in foreign direct investment and continuing
structural problems in the economy.

The growth rate of agricultural output declined to 3.2 per-
cent in 2000 from 5.9 percent in 1999. Grain production
reached only 61 percent, and cotton 77 percent, of the target;
cotton production was only 3.0 million tons compared with
3.7 million tons in 1999. Overall, the drought destroyed more
than 300,000 hectares of sown land, including 50,000 hectares
of rice and 30,000 hectares of cotton.

Industrial output slowed slightly to 5.8 percent in 2000
from 6.1 percent in 1999, which was attributed mainly to a lack
of investment in the gold and energy sectors and a decline in the
production of machinery and equipment. In contrast, ferrous
metals, textiles, clothes, and footwear performed relatively well.

The services sector grew by 13.0 percent in 2000 compared
with 12.6 percent in 1999 as the sector benefited from the
effects of a flurry of private sector activities in wholesale and
retail trading, restaurants, bars, hotels, and taxi services. The
level of gross domestic investment declined to about 15.9 per-
cent of GDP in 2000 from 17.1 percent in the previous year (see
Figure 2.6). Meanwhile, the foreign share of the total volume of
capital investments decreased to 22.7 percent in 2000 from
24.4 percent in 1999. Investors seem to have adopted a wait-
and-see attitude ahead of the completion of the macroeconomic
reform program (discussed below). In particular, very restrictive
currency regulations remain a major disincentive to foreign
investment.

Economic recovery since 1996 has contributed to employ-
ment growth, mainly in the private sector. Nevertheless, unem-
ployment remains high. While the official unemployment rate
was only 0.6 percent in 1999, the data mask considerable
hidden unemployment in state-owned enterprises (SOEs) and
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in rural areas. SOEs and collective farms often retain surplus
employees to avoid massive layoffs. Labor force participation
rates tend to be lower in poorer regions and in rural areas.

Average annual inflation was reported at 28.2 percent in
2000 compared with 29.1 percent in 1999. The inflation target
of 20 percent set by the authorities at the beginning of 2000 was
exceeded due to a 51 percent increase in wages, the increase in
fuel prices (which came into effect on 1 August 2000), and the
depreciation of the sum (which fell by 70 percent against the
dollar over the first half of 2000). Partly as a result of the gov-
ernment-initiated reforms, the difference between the official
and curb market rates was reduced to about 2.5 times by the
end of 2000, compared with about 3.5 times during certain
periods of 1999.

The current account situation improved, with a surplus
equivalent to 0.7 percent of GDP in 2000, compared with a
0.1 percent deficit in 1999. While export earnings declined in
2000 due to lower gold prices and falling cotton export
volumes, imports fell even more due to increased import com-
pression and intensified import-substitution policies, because
of depreciation and import controls. Gross official reserves grew
from $1.24 billion (5.8 months of imports) at the end of 1999
to $1.34 billion (5.2 months of imports) in 2000, while the
external debt increased from 26.4 percent to 35.1 percent of
GDP over the same period. Most of this debt was raised through
the presale of gold and cotton. The debt-service ratio increased
from 16.7 percent in 1999 to 28.7 percent in 2000.

With an improvement in tax collection and expenditure
control, the state budget outcome was a small deficit of 1.2 per-
cent of GDP at the end of 2000 compared with the 2.8 percent
deficit targeted at the beginning of the year. The increase in
revenues came from higher valued-added tax and excise tax
receipts. Total government revenues remained virtually
unchanged at 30.6 percent of GDP while total expenditures
declined to 31.8 percent of GDP in 2000. Priority was given to
expenditures relating to the development of key economic
sectors and the financing of state and national programs. Addi-
tional expenditures were also made from contingency funds to
help in drought relief, but at the cost of lower social safety net
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Table 2.8 Major Economic Indicators, Uzbekistan, 1998-2002

(percent)

Item 1998 1999 2000 2001 2002
GDP growth 4.4 4.4 3.0 3.0 3.0
Gross domestic investment/GDP 20.9 17.1 15.9 - -
Gross domestic savings/GDP 16.5 17.3 16.5 - -
Inflation rate (consumer price index) 17.7 29.1 28.2 22.5 22.0
Money supply (M2) growth 28.1 32.1 27.1 25.2 25.2
Fiscal balance/GDP -3.4 -2.7 -1.2 -3.3 -
Merchandise export growth -18.0 -2.7 -5.9 9.4 4.7
Merchandise import growth -22.0 -11.9 -8.0 35 3.8
Current account balance/GDP -0.8 -0.1 0.7 2.1 3.3
External debt/GDP 23.7 26.4 35.1 39.7 41.4

- Not available.

Sources: Ministry of Macroeconomics and Statistics; International Monetary Fund; staff estimates.

expenditures, which declined from 3.0 percent of GDP in 1999
to 2.4 percent in 2000.

Monetary policy remained relatively loose, with interest
rates still sharply negative in real terms and growth in money
supply (M2) estimated at 27.1 percent in 2000. Credit to the
economy from the banking system has increased significantly in
real terms over the past couple of years. Yet overall, the country’s
financial sector, including its equity and bond markets, is still
at a very early stage of development.

Annual GDP growth is projected to remain at about 3 per-
cent in 2001 and 2002. Development prospects for agriculture
remain bleak, mainly due to the persistence of drought, the
existing inefficient and inequitable state order system, and the
lack of effective water management policies. Industry is likely to
continue experiencing difficulties in the short to medium term,
as SOE reforms will probably lead to more downsizing and clo-
sure of nonviable SOEs. On the other hand, the chemical indus-
try is expected to grow significantly as the Government is
implementing an ambitious state-led development program in
the sector. The services sector is also expected to develop faster
due to the almost complete privatization of SOEs in this sector
and increasing demand.

The fiscal deficit is forecast to widen to more than 3 percent
of GDP in 2001. While government revenues are projected to be
maintained at around 30 percent of GDP, total expenditures are
projected to rise to about 33 percent of GDP, as outlays on edu-
cation, health, and social security increase further.

Real interest rates are expected to move up in 2001 and
2002, given that the Government is slowly weakening the
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exchange rate as part of a painful move toward sum convertibil-
ity. However, positive real interest rates could strain the
Government’s fiscal stance further by increasing its cost of
borrowing. In addition, a tight monetary policy might lead to
bankruptcies. Therefore, over 2001-2002, the monetary stance
is likely to remain loose with a targeted inflation rate of about
22 percent.

The balance-of-payments situation is projected to improve
gradually over the medium term mainly because of the antici-
pated better export performance, caused by the depreciating
sum, and greater inflows of foreign direct investment (FDI), as
the Government’s efforts toward unification of the multiple
exchange rates (see below) gather momentum. The current
account surplus is projected to improve to about 2-3 percent
during 2001-2002.

The economy faces several short- and medium-term risks,
namely: (i) high dependence on exports of two major products,
gold and cotton, making it vulnerable to adverse movements in
world prices or the vagaries in the weather, as was the case for
cotton in 2000; (ii) vulnerability to an increased debt-service
burden as a result of the recent sharp rise in external debt; and
(iif) constant threats to political and territorial security from
terrorist groups in the border areas, and consequent high
defense spending.

Issues in Economic Management

While the economy has good long-term potential for growth
(e.g., a relatively high level of human capital and rich natural
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resource endowments), economic performance is likely to be
modest. The Government must take further steps toward
exchange rate unification and trade liberalization to re-attract
FDI flows and spur the growth of the economy. Existing foreign
trade restrictions include the following: (i) mandatory registra-
tion of import contracts with the Ministry of Foreign Economic
Relations (MFER); (ii) an obligation on importing enterprises to
obtain a foreign exchange license from the Central Bank of
Uzbekistan; (iii) an obligation on any importing enterprise to
obtain a license from the MFER to conduct import operations;
(iv) centralized exports of gold and cotton; (v) exporters’ obli-
gation to surrender 50 percent of foreign exchange at the less
preferential overvalued official exchange rate; (vi) import
quotas through the tender system for basic foodstuffs; and
(vii) import tariffs and excise duties set at high levels compared
with international norms. It is crucial that economic policies
and decisions are increasingly driven by price signals, and that
the Government gradually moves away from being a dominant
figure in all economic decisions to playing a regulatory and sup-
portive role to growth led by the private sector.

Figure 2.6 Real GDP Growth and Gross Domestic
Investment Ratio, Uzbekistan, 1996-2000

Percent Percent of GDP
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mmm Real GDP growth (left scale)
= GDI/GDP (right scale)

Sources: Ministry of Macroeconomics and Statistics; International
Monetary Fund.
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Overall, however, the issue of current account convertibil-
ity is the main item on the economic reform agenda for 2001.
Despite the first steps taken by merging the official and commer-
cial bank exchange rates in May 2000, the unified official
exchange rate remained substantially overvalued, administra-
tively determined, and accessible to the same limited set of
economic agents. Exchange rate unification by itself is not
sufficient to achieve current account convertibility. Real liberal-
ization of access to foreign exchange for all current account
transactions as well as lifting exchange restrictions on current
account transactions should accompany the process. Conces-
sionary and commercial foreign capital inflows are likely to
increase if the Government commits itself to a genuine liberal-
ization policy. Any such policy should include: (i) implement-
ing current account convertibility; (ii) lifting foreign trade
restrictions; (iii) reforming the banking sector; (iv) developing
a market infrastructure for capital, commodity, and real estate
markets; (v) eliminating bureaucratic obstacles to establishing
and operating private businesses; (vi) removing the state order
system for cotton and wheat that will improve incentives in the
agriculture sector; and (vii) switching from an import substitu-
tion to an export promotion policy that will build on the
countrys dynamic comparative advantage.

Unemployment and poverty also present important
concerns over the medium term. Currently, there is consider-
able hidden unemployment and underemployment in SOEs
and collective farms. Deepening of SOE and agricultural
reforms will lead to downsizing or closing of inefficient indus-
trial units and collective farms, and the resulting surplus labor
will pose a major challenge to policymakers. Possible responses
include initiating wide-ranging reforms that will attract private
sector investment for creating new employment opportunities
and further developing small and medium-sized enterprises so
as to help absorb redundant workers and new entrants to the
labor force. Currently, there is a mismatch between the supply
and demand for various skills in the labor market. One of the
impeding factors is the slow pace of reform. Additional steps
have to be taken to increase labor mobility, which has tradition-
ally been very low, but which is crucial due to the seasonal
factor in labor demand.

Policy and Development Issues

One of the priority reforms in the short and medium term is the
restructuring of the financial sector, currently dominated by a
few large banks. The Government recognizes the importance of
having a strong financial sector to ensure sustained growth, an
orderly transition to a market economy, and efficient delivery of
credit to small and medium-sized enterprises. The banking
system is highly concentrated, with five major state banks
controlling 90 percent of total banking assets in the country.
Banks do not compete with each other but maintain their
sectoral focus, as in the early post-independence years. The
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most important commercial banks are still state owned and
follow credit policies set by the Republican Monetary Policy
Commission, in pursuance of the Government’s agricultural and
industrial strategies. Banks also facilitate revenue collection for
the Government. In the transition toward a market economy,
the banks have helped the Government fund its budget through
timely collection and transfer of taxpayers’ funds. To improve
public trust in banks and to allow their proper functioning as
financial intermediaries, the institutional basis for tax collection
as a government function should be strengthened, and kept
distinct from the responsibilities of a commercial bank.

Some major steps in banking sector reforms have already
been taken. Recognizing the need for better depositor protec-
tion and confidentiality, and for increased interbank competi-
tion, the Government passed a resolution in January 1999 to
regulate the use of bank accounts for tax purposes and gradually
phase out restrictions pertaining to the number of bank
accounts used by a legal entity. Further, to extend efficient
banking services to small depositors and small private entrepre-
neurs, it has attached high priority to developing efficient and
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stable privately owned banks: so far, 10 fully privately owned
banks have been established. The Government has also moved
to restrict the issue of guarantees for bank lending to public
investments refinanced by foreign multilateral or bilateral
lenders and to priority production activities in sectors such as
agriculture and pharmaceuticals. To facilitate these reforms, it is
strengthening banking regulation and supervision, providing
training for financial sector personnel to improve their manage-
rial and technical capabilities, restructuring banks with poor
loan portfolios, and developing other capital market institu-
tions. The Government has a stated policy objective to move the
banking sector into a market-oriented environment, to allow
the banks independence in banking activities, and to diversify
their corporate sector activities. Therefore, it has placed a high
priority on speeding up the processes of financial sector liber-
alization, restructuring, and privatization. To initiate the
privatization process, it has created a bank privatization agency
and nominated five banks (National Bank of Uzbekistan, Asaka
Bank, Uzjilsberbank, Tadbirkorbank, and Zamin Bank) for the
first round of privatization.
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Mongolia

The economy continued performing much below potential in 2000, with meager economic growth, an increase in inflation, and
a slight deterioration in the current account balance. However, with the resumption of stabilization and reform measures after
the installation of the new Government, prospects for stronger economic performance have improved.

Recent Trends and Prospects

T he economy saw another year of below-potential
performance in 2000. GDP grew by a mere 0.5 percent, follow-
ing 3.6 percent average annual growth during 1997-1999. The
country experienced its most severe winter in three decades in
1999/2000, when nearly 10 percent of livestock was lost, affect-
ing the livelihood of about 20 percent of the population. The
Government adopted expansionary fiscal and monetary poli-
cies, with one eye on the July 2000 elections, leading to the
persistence of a substantial fiscal imbalance and a steep rise in
the money supply. The fiscal deficit, at 10.8 percent of GDP,
breached the 8.5 percent target for 2000 agreed under the Pov-
erty Reduction and Growth Facility of the International Mon-
etary Fund. Money supply (M2) was growing at an annualized
rate of about 32 percent by December 1999, and averaged about
35 percent in the first 10 months of 2000, but fell to a more
modest 17.6 percent by December 2000.

The expansionary policy stance had three adverse conse-
quences: an increase in domestic inflation, a worsening of the
current account balance, and a continued buildup of external
debt. The declining trend of inflation was reversed: having
fallen from about 37 percent in 1997 to 7.6 percent in 1999, it
rose to 11.6 percent in 2000. The increase in food prices was
particularly sharp, with the price of meat alone rising by about
30 percent. This had an adverse effect on the living standards of
the urban poor, who spend most of their income on food. The
current account deficit remained high at close to 15 percent of
GDP in 2000. Large current account deficits in recent years have
led to a rapid accumulation of external debt, which almost
doubled from $532 million in 1996 to about $935 million in
2000, or from 46 percent of GDP to close to 100 percent of GDP.
About 53 percent of this debt is owed to multilateral institu-
tions, 40 percent to bilateral institutions, and the remainder to
commercial sources.

The landslide victory of the Mongolian People’s Revolu-
tionary Party in the general elections of July 2000 ended the
political instability that had characterized the country since
1998. This should reverse the economic policy drift of recent
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years. The new Government has made a modest beginning at
macroeconomic stabilization with a budget for the year 2001
that plans to reduce the fiscal deficit from about 11 percent of
GDP to 7.4 percent in 2001. As the economy stabilizes,
Mongolia should be able to lay the foundations for faster and
sustained economic growth over the medium term. GDP growth
is likely to pick up to about 3 percent in 2001 and to about
4 percent in 2002. While gross domestic investment is expected
to stabilize at a more sustainable rate of about 25 percent of
GDP, gross domestic savings should gradually rise from about
19 percent of GDP in 2000 to about 22 percent in 2002. Both
these elements should contribute to a decline in the current
account deficit to about 10 percent in 2002. In addition, the
external economic environment is likely to be slightly more
favorable in 2001 and 2002 than in the recent past. The prices
of copper and cashmere, two of the most important export
items, have improved in the international market, which should
reverse the deterioration in the terms of trade that the economy
has experienced since 1999, thus easing the balance-of-
payments situation. Moreover, growth in the Russian economy
has accelerated, which should provide a positive external impe-
tus. With the reduction in the current account deficit, growth in
the country’s external debt is likely to be contained to modest
levels. The stabilization measures should also lead to a decline
in inflation to about 8 percent in 2001 and about 6 percent in
2002. Higher growth and lower inflation should enable some
dent to be made in the unemployment and poverty figures.

Issues in Economic Management

Any improvement in the economic outlook depends on the
Government’s commitment to effective economic management,
which in particular should focus on progressively reducing the
fiscal deficit to levels that concessionary foreign sources can
finance, and on strengthening the country’s agriculture sector.

Fiscal consolidation is required to bring aggregate demand
in line with aggregate supply, and is the most pressing need for
macroeconomic stability. Although the 2001 budget plans a
significant reduction in the fiscal deficit, it makes very little
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effort to contain government spending, where the key challenge
is to contain current expenditures, especially wages, goods, and
services (which together constitute about 17 percent of GDP),
and indirect subsidies to state enterprises. While direct subsi-
dies to nonfinancial state enterprises have largely stopped, indi-
rect subsidies through preferential input pricing, noncollection
of debts, and exemptions from import duties have increased in
recent years. The Government needs to make a concerted effort
to contain these costs.

Strengthening agriculture is likely to minimize supply-side
shocks to a predominantly agricultural economy, and requires
immediate attention from the new Government. Bad weather
over the past two years has caused severe harm to the sector and
to the people who depend on it. Although the Government has
taken measures to promote broad-based agriculture—including
deregulation of agricultural prices, privatization of livestock,
and liberalization of agricultural trade—the sector faces various
constraints. Many of the new private owners have little knowl-
edge of how to manage their assets in a market economy. The
supply of critical support services, previously organized and
controlled by the Government, has deteriorated and left a
vacuum that the private sector has not yet adequately filled.
Inadequate rural finance and marketing facilities have further
hampered the sectors development.

Policy and Development Issues
The main task facing the Government is to bring down the high

poverty rates, in part caused by the low-growth environment of
recent years and by a weakened social safety net. The collapse

of the command economy and the subsequent steps in the tran-
sition to a market economy, including privatization, led to
severe unemployment, as well as to reduced public provision of
health, education, and other social services, weakening the
scope of the social safety net. In response, the Government
made some attempts to develop alternative approaches, such as
social insurance and health insurance programs. Despite these
measures, the social safety net remains inadequate for the many
people who have lost their jobs. Since 1995, the proportion of
people living below the official poverty line has remained high
at about 36 percent, while both the depth and severity of
poverty have increased. The poor, especially small livestock
herders, the urban poor, and street children, are highly vulner-
able to even minor external shocks, adverse weather patterns,
and negative effects of the transition process. Besides fiscal
consolidation and restoration of macroeconomic stability,
progress in poverty reduction over the medium term will
depend crucially on the Governments success in generating
faster economic growth and employment, and in strengthening
overall standards of governance.

A strategy of generating faster growth and hence employ-
ment over the medium term should rely primarily on improving
the productivity of investment, both in the public and private
sectors. At more than 25 percent of GDP, Mongolia’s investment
rate compares favorably with that of many developing countries
with similar incomes. However, the productivity of that invest-
ment (as measured by the capital-output ratio) is low and fall-
ing. Investment in Mongolia is only about two thirds as
productive as investment was in the fast-growing Asian econo-
mies before the financial crisis. Domestic investment is roughly

Table 2.9 Major Economic Indicators, Mongolia, 1998-2002

(percent)
Item 1998 1999 2000 2001 2002
GDP growth 315 3.2 0.5 3.0 4.0
Gross domestic investment/GDP 25.0 27.0 26.0 25.0 25.0
Gross domestic savings/GDP 18.5 20.0 19.0 21.0 22.0
Inflation rate (consumer price index) 9.4 7.6 11.6 8.0 6.0
Money supply (M2) growth -1.7 31.6 17.6 14.0 12.0
Fiscal balance/GDP -14.3 -11.9 -10.8 -7.4 -6.0
Merchandise export growth -12.1 4.7 15.0 15.0 13.0
Merchandise import growth 9.5 2.9 17.1 12.0 10.0
Current account balance/GDP -13.2 -14.1 -14.8 -11.0 -10.0
Debt-service ratio 7.3 9.7 5.3 5.1 5.0

Sources: Bank of Mongolia; Ministry of Finance; International Monetary Fund; staff estimates.
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split between the public and private sectors; about half the
public sector investment is made by the national Government
and the remainder by state enterprises.

Efforts to improve productivity of public investment
should start with state enterprises, especially in the copper, coal,
and power sectors. A combination of low energy prices, produc-
tion inefficiencies, and inadequate application of commercial
principles in financial relationships between enterprises has led
to a massive buildup of operational deficits that are financed by
interenterprise arrears and borrowings from the domestic
banking system. To improve investment returns, restructuring
these state enterprises is crucial, and the new Government has
committed itself to this, including some privatization. The
medium-term strategy to reform them should concentrate on
improving technical efficiency, strengthening internal enterprise
governance, and imposing market discipline.

Improved productivity of private investment requires the
reforming and restructuring of the financial system. Despite
recent measures to strengthen the banking system, including
the liquidation of two large insolvent banks, the doubling of
minimum capital requirements, and the revocation of licenses
of banks that do not meet minimum capital requirements,
further measures are needed. These include curtailing public
sector borrowing from the banks, phasing out the Government’s
role as owner of the banking system, and reinforcing its role as
an arms length banking regulator.
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Efforts to strengthen overall governance standards should
focus primarily on reforming the civil service and improving
public sector management, and establishing a legal infrastruc-
ture to support the private sector and a market economy. At
present, the structure and functioning of the civil service are
highly centralized, with pay and benefits centrally determined
and a single annual entrance examination. New management
methods and regulations are required, in particular a more
performance-based approach. Recognizing this, the Govern-
ment has embarked on a 10-year program of public administra-
tion reform.

Compared with other small transition economies,
Mongolia has made significant progress in laying the founda-
tions for the development of a private sector, which now
accounts for about 60 percent of GDP. Despite this progress, the
lack of clearly defined property rights, especially with regard to
land-ownership, is constraining private sector efficiency. The
fact that land leases are not transferable impedes infrastructure
development on leased land. Similarly, the prohibition of
private ownership of cropland impedes investment in agricul-
ture. Over the medium term, measures to reform the land
tenure regime need to focus on amending the Land Law to allow
for the transfer of leases, establishing a national land informa-
tion system, and approving the draft Land Privatization Law and
the Land Ownership Law (which were submitted to Parliament
in 1997 but have yet to be approved).
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People’s Republic of China

Three straight years of expansionary fiscal and monetary policy have helped the economy contain the adverse effects of the Asian
financial crisis, maintain a stable exchange rate, and achieve robust growth. The main challenges now are to maintain a high
growth rate of aggregate demand in a less expansionary fiscal and monetary environment, and to establish a sustainable social

security system.
Recent Trends and Prospects

GDP growth accelerated to 8.0 percent in 2000 from 7.1 per-
cent in 1999, due to an improvement in industrial growth to
9.6 percent from 8.1 percent. The profitability of both private
and state-owned enterprises (SOEs) improved as a result of
increased consumption demand and reform measures such as
debt-equity swaps. The services sector likewise improved, post-
ing 7.8 percent growth in 2000, compared with 7.5 percent
expansion in 1999. The agriculture sector, on the other hand,
suffered from a severe drought and a decline in retail food
prices. Grain output fell by about 9 percent in 2000.

Growth in 2000 was driven mainly by domestic consump-
tion and investment. After slowing for five consecutive years,
retail sales grew by 9.7 percent, up from 6.8 percent growth in
1999. A combination of fiscal stimulus packages and a recovery
in private investment led to 9.3 percent expansion in 2000 in
domestic fixed investment. An accommodative monetary policy
boosted domestic demand: the prime lending rate was 5.9 per-
cent from June 1999, compared with 11 percent in mid-1996.
Since June 1999, the domestic bank lending rate has been lower
than the comparable rate on dollar-denominated assets in the
international market.

The deflationary trend of the previous two years was largely
arrested in 2000: the consumer price index increased by
0.4 percent. However, excluding oil-related goods and one-time
price adjustments for some service products, the index declined
slightly in 2000, mainly because of lower prices for agricultural
products.

The official estimate of urban unemployment in 2000
was about 3.1 percent of the urban labor force, the same level
as in the previous year. However, this estimate covers only those
registered with the Ministry of Labor and Social Security.
It does not include about 7 million xiagang workers (i.e.,
those who were laid off as part of ongoing SOE reforms) who
have not found alternative employment. When xiagang
workers are included, urban unemployment rises to about
7 percent.
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Fiscal policy in 2000 remained expansionary (see Figure
2.7). An additional Y50 billion stimulus package was
announced in August 2000. Revenue collection was 16.9 per-
cent higher than in 1999 because of improved performance
in industry, recent fiscal reform measures including those
against smuggling, and strong growth of external trade. Despite
this, the fiscal deficit in 2000 widened to 2.8 percent of GDP
compared with 2.1 percent in 1999. Broad money supply grew
by 12.3 percent in 2000, slightly lower than in 1999.

To prepare the economy for membership of the World
Trade Organization (WTO), the People’s Bank of China, the cen-
tral bank, is considering mechanisms to gradually allow a
greater role for market forces in determining interest rates. As a
first step, interest rates on foreign currency loans and foreign
currency deposits of more than $1 million were liberalized in
the third quarter of 2000.

With the recovery of the countries affected by the Asian
financial crisis and strong growth in the US economy, exports
from the People’s Republic of China (PRC) surged in 2000 by
27.8 percent to $249 billion. Imports soared by 36.8 percent to
$217 billion. Exports to the Russian Federation, the Republic of
Korea, and countries of the Association of Southeast Asian
Nations grew by over 40 percent. Imports of primary products,
such as crude oil, metal, wood, timber, and paper, increased by
82 percent. The current account surplus in 2000 amounted to
$14 billion or 1.5 percent of GDP, compared with $15.6 billion
or 1.6 percent of GDP in 1999.

Actual foreign direct investment increased by 4 percent
in 2000, while contracted foreign investment rose by 51 per-
cent. With foreign exchange reserves of $165 billion and an
external debt of $156 billion, the external payments situation
remained comfortable.

Driven by domestic consumption growth, the economy is
forecast to maintain annual GDP growth of 7.3 percent and
7.5 percent in 2001 and 2002, respectively. Both the industry
and services sectors should grow at about 8 percent in this
period, and the agriculture sector at about 3 percent. Domestic
consumption is projected to remain strong as the general
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domestic economic environment improves. With the pickup in
domestic consumption and economic growth, the deflationary
trend in prices will be reversed. Furthermore, the impact of
rising world oil prices will push up production costs. In addi-
tion, food prices may rise slightly in the first half of 2001 be-
cause of the reduction in grain production in the second half of
2000. Given significant excess capacity in many industries,
including several consumer industries, the net result is that
inflation is likely to be about 2-2.5 percent in 2001-2002.
Urban unemployment could further rise as more workers are
laid off as SOE reforms continue.

Export growth is forecast to decline to about 10-15 percent
in 2001-2002, reflecting a slower global economy and the high
base of 2000. With the PRC’ entry into WTO and the liberaliza-
tion of trade policies, including fewer tariff and nontariff barri-
ers, imports will continue to grow faster than exports in the next
few years. As a result, the current account surplus will gradually
decline. However, the fall in the current account surplus will be
offset by larger inflows of foreign investment, as the Govern-
ment further opens up the economy to foreign participation.
Consequently it is expected that the PRC will have an overall
balance-of-payments surplus of about $10 billion-$12 billion
in the next two years. Some of this surplus will be used to build
up foreign exchange reserves. Therefore, despite a reduction in
the current account surplus, official foreign exchange reserves
will have increased to nearly $185 billion by the end of 2002.
It is projected that this level of reserves should be sufficient to
cover eight months of imports, the entire external debt, and seve-
ral times the level of short-term external debt. The exchange
rate is expected to remain stable over the next two years.

Issues in Economic Management

In the aftermath of the Asian financial crisis, the Government
followed an expansionary fiscal policy. Fiscal stimulus packages
totaling Y360 billion were used to increase investment in infra-
structure and pump-prime growth in 1997-1999. As a result,
the fiscal deficit rose from 0.8 percent of GDP in 1996 to
2.1 percent in 1999. While the fiscal deficit in 2000 was
2.8 percent of GDR, it does not give a full picture of potential
fiscal vulnerability, as it does not take into account: (i) the quasi-
fiscal expenditures needed to resolve the problem of non-
performing loans (NPLs) of the state-owned banks and the
recapitalization of those banks, (ii) the unfunded pension liabil-
ities of the Government, and (iii) the expenditures necessary to
finance social security obligations. Some estimates show that, if
these quasi-fiscal expenditures had been included, the public
sector deficit in 2000 would have been about 8 percent of GDP.
The fiscal implications of resolving the legacy of the NPLs and
reforming the social security system suggest that the public
sector deficit may increase to about 10 percent of GDP by 2003.
Therefore, further improvement of fiscal management will be
required to make the fiscal balance sustainable. This is a chal-
lenging task, especially since government expenditures, as a per-
centage of GDP, have grown faster than revenues in recent years.

While the world oil price increases in 2000 had some nega-
tive impact on the PRC’s economic growth and balance of
payments, the magnitude was much less than in other Asian
economies. The ratio of net oil imports to domestic oil con-
sumption was about 22 percent in the PRC compared with
55 percent in Thailand, 60 percent in the Philippines, and

Table 2.10 Major Economic Indicators, People’s Republic of China, 1998- 2002

(percent)
Item 1998 1999 2000 2001 2002
GDP growth 7.8 7.1 8.0 7.3 7.5
Gross domestic investment/GDP 37.4 37.0 37.1 37.0 37.2
Gross domestic savings/GDP 39.8 38.0 38.0 38.2 38.5
Inflation rate (consumer price index) -0.8 -1.4 0.4 2.0 2.5
Money supply (M2) growth 14.9 14.7 12.3 13.0 14.0
Fiscal balance/GDP? -1.2 -2.1 -2.8 -2.3 -1.8
Merchandise export growth 0.5 6.1 27.8 10.0 15.0
Merchandise import growth 0.3 15.8 36.8 20.0 15.0
Current account balance/GDP 3.1 1.6 15 12 1.0

2 Central and local government finance.

Sources: National Bureau of Statistics; International Monetary Fund; staff estimates.
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100 percent in Japan. The PRC has been a net oil importer since
the early 1990s. Its net oil import bill in dollar terms doubled
in 2000 from the 1999 level, and may rise further in 2001. To
reduce the burden on state finances, domestic fuel prices were
increased on seven different occasions since November 1998,
and the Government has since decided to adjust fuel prices
every month. In the future, the economy will become heavily
dependent on imported oil. Its demand for crude oil is pro-
jected to grow annually by 4 percent in the next decade, while
the ratio of domestic supply to its total demand for oil, includ-
ing refined products, is forecast to fall from the present 78 per-
cent or so to 71 percent in 2010 and to 62 percent in 2020.
Unless the economy can improve its energy efficiency, develop
new domestic supplies, and diversify to other energy sources,
oil imports will eventually become a heavy burden on the bal-
ance of payments.

Policy and Development Issues

Issues that the Government must resolve in the coming years
include strengthening the financial system, addressing urban
poverty, adjusting the economy to WTO rules, and reducing
income disparities between regions. The establishment of four
asset management companies (AMCs) to resolve the problem of
NPLs in the banking system in 1999 was a major milestone in
financial sector reform. About Y1.3 trillion ($157 billion) of
NPLs, equivalent to about 10 percent of the total assets of the
four big state-owned commercial banks, were transferred to the
AMCs by June 2000. Most often, the AMCs used debt-equity
swaps to resolve the NPL problem, signing contracts worth
about Y200 billion, an amount equivalent to about 15 percent
of the total assets of the AMCs, with 228 enterprises. Many of
the problems in the financial sector that are related to ailing
SOEs account for a large portion of bank NPLs. Two of the most
difficult SOE reform issues are developing alternative methods
to provide social security services traditionally provided by
SOEs and generating employment for workers made redundant
by SOE reforms.

While the transfer of a significant proportion of NPLs to
AMCs will improve the financial position of the banks, the
ultimate success of the AMCs will depend on the rate of recov-
ery from NPLs. For the AMC initiative to succeed, debt-equity
swaps must be accompanied by meaningful enterprise restruc-
turing. This will require (i) providing legal powers to the AMCs
to restructure the management and operations of the enterprises
in which they become stakeholders, including the ability to
replace managers when necessary; and (ii) enhancing creditors’
rights by revising the bankruptcy law and establishing proce-
dures for the valuation and disposal of state assets.

The Government has made significant efforts to restructure
many nonbank financial institutions. However, as the propor-
tion of NPLs held by these institutions becomes greater than
that held by the banks, the Government must increasingly ad-
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Figure 2.7 Lending Rates and Government Budget,
People's Republic of China, 1995-2000
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Source: National Bureau of Statistics.

dress their NPL problem so that systemic risks will not be trans-
mitted to the rest of the financial sector.

The PRCS accession to WTO and its associated commit-
ments to cut tariffs, liberalize trade and investment, and open
domestic sectors to foreign participation will lead to significant
efficiency gains, more competition, and wider consumer choice.
However, some of these benefits will take time to make them-
selves felt. During the early years, membership in WTO will
pose several challenges, including substantial structural adjust-
ment across a wide range of sectors (e.g., agriculture, automo-
biles, banking, insurance, and telecommunications). The
Government has amended three laws relating to foreign invest-
ment (on foreign joint ventures, foreign cooperatives, and
wholly owned foreign ventures) in preparation for WTO entry.
These changes will generally help foreign firms compete equally
with domestic companies. The Government is also committed
to revising over 1,000 laws and regulations, including a patent
law, to make them consistent with WTO rules.

As a result both of redundancies among workers and rural-
urban migration, urban unemployment and urban poverty
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Box 2.3 Role of the Private Sector in Economic Development in the People’s Republic of China

The emergence of a significant private sector in the People’s
Republic of China is one of the most important aspects of the
market-oriented reforms in the past 20 years. The domestic
private sector (including domestic private enterprises and self-
employed individuals) accounted for at least 13 percent of
PRC’s GDP in 1998. If a broader concept is used- including
companies listed on stock exchanges, joint ventures with for-
eign participation, private agriculture, and nominal collective
companies, which are collective in name but truly private com-
panies- the private sector accounted for 50 percent of GDP.
Private sector development has helped the economy
absorb a growing component of the labor force. Since 1994,
the domestic private sector has taken in an average of 8.2
million workers every year. Aside from joint ventures with
foreign participation, the domestic private sector is the only
sector that has provided jobs to unemployed workers from
state-owned enterprises and redundant rural laborers in the
past five years. The sector currently employs 83 million people,
or12 percentofthe workforce, whichis equivalent to the number
employed by the Government and state-owned enterprises.

Private sector development has also had a significant
impact on poverty reduction. Provinces and cities that have a
high share of private sector activity usually have much lower
poverty. A recent unpublished Asian Development Bank study
shows that the relationship between per capita GDP and the
share of private sector employment in total employment in
30 provinces clearly indicates the contribution of private
sector employment to the level of income (see box figure). On
average among provinces, for every 1 percent increase in the
share of private employment, there is a corresponding
increase of Y164 ($20) in per capita GDP.

In spite of the rapid development of the last two decades,
the general environment for the private sector needs to be fur-
ther improved: market distortions, strict regulations, limited
access to finance and public service, and high operating costs
due to rent seeking and bureaucratic procedures of some local
governments should be removed. General weaknesses of gov-
ernance and transparency of private firm operations are also
apparent. The Government needs to overcome these
constraints.

Box Figure: Relationship between per Capita GDP and the Employment Share
of the Domestic Private Sector in the People's Republic of China, 1999
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Note: The data include 30 provinces, municipalities, and autonomous regions excluding Beijing. GDP per capita in Beijing was Y19,800
($2,400), but the employment share of private enterprises was only 1.3 percent.

Source: China Statistical Yearbook, 2000.
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increased in the second half of the 1990s. The Government has
responded to rising urban unemployment by facilitating job
creation through promoting the private sector, especially small
and medium-sized enterprises (SMESs), and by initiating reforms
of the social security system to establish a social safety net. It has
also adopted measures to create a more favorable environment
for the private sector, including amending the constitution in
March 1999 to give greater legal status to the private sector. The
Government has passed several economic laws to develop the
type of legal and regulatory framework required for the efficient
functioning of a market economy. It has also sought to improve
SME access to credit by setting up credit guarantee schemes in
more than 70 cities. Commercial banks have been requested to
establish SME departments to improve their services to these
enterprises. In addition, the Government has initiated a social
security reform program to reduce the social costs of SOE
reform, the key objectives of which are to help transform the
existing arrangements into a multifaceted and financially sus-
tainable system, broaden coverage, and establish an enabling
environment that will support the long-term viability of the sys-
tem. Starting in 2001, a large-scale pilot project on social secu-
rity reform will be implemented in Liaoning province and in
several cities. A minimum living standards support system for
urban residents has also been established to help those in urban
areas with incomes below the poverty line.

Coupled with the Government’s antipoverty programs,
sustained economic growth and macroeconomic stability have
helped reduce poverty. The number of rural people with
incomes below the official poverty line declined from 42 mil-
lion (4.8 percent of the rural population) in 1998 to 34 million
(3.8 percent of the rural population) in 1999. The number of
rural poor declined further to about 26 million (3.1 percent of
the rural population) in 2000. However, the official poverty
estimate is based on a very low annual income, which is just
enough to meet basic food and clothing requirements. Also, the
Governments poverty data do not cover urban areas. Estimates
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of poverty levels based on internationally comparable norms
and covering both rural and urban areas are much higher.
About 230 million people (18.5 percent of the population) still
live below the $1-a-day poverty level (based on per capita con-
sumption norms at 1985 purchasing power parity rates). The
incidence of poverty in the interior provinces is much higher
than the national average, especially in the western regions.
Education and health conditions in the interior provinces are
also far below the national average. In addition, roughly half the
children in households at or below the poverty line are at least
mildly malnourished.

In the past 20 years or so of reform, substantial disparities
in regional living standards have emerged. Per capita GDP in the
western regions is about two thirds of the national average and
only one third of that in the coastal regions. The Government
has, in fact, made efforts to promote development in the poorer
interior provinces. The March 2000 session of the National
Peoples Congress endorsed the “go west” policy, a proactive
policy to promote growth and development in the western re-
gions. It is a priority in the Tenth Five-Year Plan. Developing
infrastructure, both physical and social, and improving natural
resource management constitute the core of the policy. The
Government has also announced a package of preferential mea-
sures to facilitate development in the western regions, includ-
ing: (i) raising the central Governments budget allocation for
large-scale projects in these regions and increasing fiscal trans-
fers to them for social development; (ii) allocating the central
Governments poverty reduction funds mainly to these regions;
(iii) encouraging international financial organizations, bilateral
agencies, and state banks to invest more in the western regions;
(iv) encouraging economic cooperation of these regions with
neighboring countries; (v) giving foreign-funded firms partici-
pating in the economic development of the western regions the
same preferential policies as those in the coastal economic
zones; and (vi) encouraging foreign-funded enterprises in the
coastal areas to reinvest profits in the western regions.
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GDP growth in Southeast Asia improved to 5.1 percent in
2000, from 3.1 percent in 1999 as the economic recovery that
began in 1999 continued to broaden and deepen. The driving
force behind the momentum was robust external demand for
the subregion’s products and a slight increase in domestic
demand. These overall trends, however, masked significant
variations among countries, with GDP growth ranging from
8.5 percent in Malaysia to 3.9 percent in the Philippines. More-
over, toward the end of the year, economic growth seemed to
lose some of its momentum with export growth, particularly of
electronic products, declining sharply. This tracked increased
signs of a slowdown in the US economy and a corresponding
weakening in global demand for electronic goods.

While exports across the subregion received a boost in
2000 from strong US growth and recovery elsewhere in Asia,
domestic demand growth has been underpinned in a majority
of countries by expansionary fiscal and monetary policies.
While public consumption and investment have substantially
increased since the Asian financial crisis, private consumption
remains relatively subdued despite rises in public sector wages
and tax breaks. However, the distinction between cyclically
advanced and less advanced economies is important. In
Malaysia, private consumption has grown strongly on the back
of greater consumer confidence resulting from higher export
revenues, employment levels, and real wages, and low interest
rates. On the other hand, in Indonesia, Philippines, and
Thailand, consumer sentiment remained downbeat in 2000,
due to weakening currencies and uncertainty over the
sustainability of recovery.

Although renewed investment in export-oriented indus-
tries has led to a recovery in private capital formation from the
crisis-induced contractions of 1998 and 1999, the overall level
of gross fixed capital formation in 2000 remained considerably
below precrisis levels. Private investment activity (especially
foreign direct investment) remained slack owing to a combina-
tion of factors that included excess capacity in non-export
industries, weak corporate sector profitability, and incomplete
corporate and financial sector restructuring. Moreover, in
Indonesia and the Philippines, this has been compounded by
political uncertainty, civil unrest, and a perceived lack of trans-
parency in business practices. These factors, together with a
lack of market orientation, have also hindered private capital
formation in Cambodia, Lao PDR, and Viet Nam.
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Low interest rates, made possible by subdued inflation,
helped balance sheet restructuring in the corporate and banking
sectors and limited the growth of public debt-service payments.
However, weak loan growth across the subregion due to
concerns by banks over their asset quality has tended to reduce
the effectiveness of an accommodative monetary stance. More-
over, in Indonesia and the Philippines, the authorities pushed
up interest rates during 2000 to defend weakening currencies in
the face of persistent doubts over their resolve to implement
needed structural reforms.

Despite a pickup in subregional inflation during the last
quarter of 2000 as a result of higher oil prices, overall inflation
during the year remained low and relatively stable due to
moderate food price inflation and continued excess capacity in
certain production sectors.

Current account surpluses throughout the subregion
narrowed during the year due to a recovery in imports, in spite
of robust export growth. This owed much to higher domestic
economic activity, the import-dependent nature of manu-
factured exports, and (except for Indonesia, Malaysia, and
Viet Nam) higher oil prices.

Immediate prospects for the subregion have been clouded
considerably by less hospitable external and domestic envi-
ronments. The outlook for the US economy has deteriorated: a
relatively sharp slowdown in GDP growth is expected in the first
half of 2001 before activity picks up in the second. This is likely
to have a significant negative impact on Southeast Asia’s exports
in general and electronic products in particular, as the US
remains the subregion’s largest export market, accounting
for some 20 percent of total exports. Individual country expo-
sure to electronics exports varies from 14 percent of total
exports for Indonesia to around 60 percent of total exports for
Malaysia and the Philippines. The slowdown in the US is also
likely to adversely affect exports within the subregion, given
that a large proportion of these form part of linked production
sites that ultimately feed final demand for goods from indus-
trial countries.

In terms of domestic demand, consumption growth is also
likely to remain weaker in 2001 than in 2000. Although lower
US interest rates have provided some flexibility for lowering
domestic interest rates (especially in the context of generally
low domestic inflation), fiscal options remain more constrained
(especially in Indonesia and Thailand). Slower export growth
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will also hold back domestic consumption and investment in
the subregion. Moreover, investment activity in 2001 is likely to
remain subdued owing to incomplete corporate sector restruc-
turing in Indonesia, Malaysia, and Thailand. A perceived
nontransparent investment environment in Indonesia,
Philippines, and Viet Nam, and ongoing political uncertainty
and civil unrest in Indonesia are other factors that are likely to
hinder inward investment into the subregion.

Even in the worst-case scenario of a harder landing and
longer downturn for both the US and global high-technology
sectors, the risk of a renewed crisis in the subregion remains
small. Unlike 1997, Southeast Asia is not in the midst of a finan-
cial bubble, interest rates remain relatively low (and could fall
further in 2001), current account balances remain healthy, and
reliance on short-term foreign funding has been greatly
reduced. Subregional economic growth is expected to slow to
4.0 percent in 2001 before picking up to 4.8 percent in 2002 as
the US economy recovers and the electronics cycle turns posi-
tive. In Cambodia and Viet Nam, which are less dependent than
most other countries in the subregion on electronics exports,
GDP growth is likely to remain stable or even increase in 2001
due to a recovery in agricultural production, after the effects of
severe droughts in 2000.
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Export growth (in US dollar terms) is likely to slow con-
siderably in 2001 in Southeast Asia due to lower demand for
manufactured goods as well as a lower price for crude oil (which
will hurt the oil exports of Indonesia, Malaysia, and Viet Nam).
This is, however, likely to be accompanied by faster import
growth (relative to exports) and a further narrowing of the
current account surplus in the subregion in 2001.

In the medium term, high growth in Southeast Asia can
only be sustained if governments step up the pace of structural
reforms. In the countries worst affected by the financial crisis,
although substantial progress has been made in corporate and
financial sector restructuring, some items on the reform agenda
remain: nonperforming loans are unacceptably high, and the
pace of restructuring of heavily indebted companies is slow. In
the Lao PDR and Viet Nam, as well as pursuing banking sector
reform, the governments should play a less active role in the
economy while enhancing their regulatory and supervisory ca-
pabilities to promote greater competition. These governments
also need to expedite trade liberalization by dismantling exist-
ing quantitative restrictions. In addition, throughout the subre-
gion, governments need to enhance human resources
development to provide greater flexibility to take full advantage
of the opportunities that globalization presents.
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Cambodia

Due to severe seasonal flooding, economic growth slowed slightly in 2000 to 4.5 percent. With greater political and macroeco-
nomic stability, the Government is focusing on accelerating socioeconomic development. Future prospects depend on expanding

tourism, the area under cultivation, and the garment sector.

Recent Trends and Prospects

Svere seasonal floods hampered otherwise good economic
performance in 2000, slowing real GDP growth to an estimated
4.5 percent from 5.0 percent in 1999. A contraction in agricul-
tural production is estimated in 2000. This was due to loss of
crops in the floods as well as poor forestry performance, which
stemmed from the reduction in the legal limit of timber that
could be felled. Strong growth in industrial value added is
estimated on the basis of rapid expansion in garment exports,
primarily to the US. Robust growth in tourism continued in
2000, contributing to an estimated moderate expansion of the
services sector.

Since 1997, droughts, political volatility, and the Asian
financial crisis have hindered broad-based economic develop-
ment. Average real per capita GDP growth during 1997-2000
amounted to about 1 percent a year. In addition, growth was
somewhat uneven, with average real growth in value added
during 1997-2000 of about 14.1 percent in industry, 2.3 per-
cent in agriculture, and 1.2 percent in services. Recent eco-
nomic performance has been too low and urban-biased to bring
about broad-based poverty reduction or to create enough jobs
for a rapidly expanding labor force. The proportion of the popu-
lation below the absolute poverty line remained at about 36
percent during 1997-1999, while the wages of unskilled labor
fell in real terms by 5-10 percent in the same period. (The
absolute poverty line is defined as the food poverty line—suf-
ficient income to buy a food basket equivalent to 2,100 calories
a day—plus a nonfood allowance.)

Macroeconomic conditions were stable in 2000. The
Governments domestic debt fell and inflation remained low.
The Government generated public savings of about 1.7 percent
of GDP in 2000 as revenues increased to an estimated 12.0 per-
cent of GDP in 2000 from 11.7 percent in 1999. Expenditures
rose to an estimated 17.4 percent of GDP in 2000, from
16.1 percent in 1999. The fiscal deficit is estimated at 1.7 per-
cent of GDP in 2000, up from 1.5 percent in 1999. However,
concessionary financing more than covered this deficit with the
result that domestic government debt to the central bank fell.
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Average consumer price inflation fell from 4.0 percent in
1999 to register price deflation of 0.8 percent in 2000, despite
rising fuel prices. This is because the prices of food items that
dominate the consumer price index, particularly rice, were
lower in 2000 than in 1999, partly because of low world prices.
The riel was generally stable against the dollar in 2000. Total
liquidity increased by about 28 percent, yet did not fuel infla-
tion as the velocity of money fell. Foreign currency deposits and
private sector credit grew rapidly, reflecting increased confi-
dence in the political and economic situation.

Vigorous growth of merchandise exports of about 31 per-
cent in dollar terms and of tourist arrivals of 34 percent, as well
as higher capital inflows, produced an overall balance-of-
payments surplus, raising gross official reserves to about
$492 million in 2000 from $422 million in 1999. However, the
current account deficit is estimated to have risen to 4.6 percent
of GDP as the value of imports increased by about 33 percent,
in part because of higher world oil prices.

Economic growth in the range of 5-6 percent in 2001-
2002 is possible. Weather permitting, modest agricultural
growth is achievable because of expansion of the area cultivated
to annual crops and because of increased investment in rural
development. Over this period, the garment sector should con-
tinue to lead the expansion of industry, while tourism is likely
to remain a source of employment and income growth, foreign
currency earnings, and government tourism income (e.g., from
the Angkor Wat temple complex). Because the effects of a post-
conflict baby boom are now expanding the labor force more
rapidly, significant poverty reduction will require better
economic performance than that seen in 1997-2000.

Issues in Economic Management

To accelerate socioeconomic development, the Government is
undertaking comprehensive fiscal reforms. This includes mea-
sures to increase revenues, which grew from less than 5 percent
of GDP in 1993 to an estimated 12.0 percent in 2000, and steps,
such as a military demobilization program, to shift public
expenditures from defense and security—where spending fell
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Table 2.11 Major Economic Indicators, Cambodia, 1998-2002
(percent)
Item 1998 1999 2000 2001 2002
GDP growth 1.8 5.0 4.5 5.0 6.0
Gross domestic investment/GDP 12.0 18.4 18.8 20.0 22.0
Gross domestic savings/GDP 5.4 7.3 6.6 6.8 6.9
Inflation rate (consumer price index) 14.8 4.0 -0.8 5.0 5.0
Money supply (M2) growth 15.7 17.3 28.5 24.0 20.0
Fiscal balance/GDP -2.7 -1.5 -1.7 -3.5 -3.1
Merchandise export growth (domestic) 13.0 17.9 31.3 15.0 12.0
Merchandise import growth (retained) 1.6 21.4 33.1 14.5 13.0
Current account balance/GDP -0.3 -1.7 -4.6 -5.0 -5.1
Debt-service ratio® 2.1 1.8 2.4 4.1 3.9

2 Excludes payments to the Russian Federation.

Sources: Ministry of Economy and Finance; National Institute of Statistics; National Bank of Cambodia; International Monetary Fund; staff

estimates.

from 4.3 percent of GDP in 1998 to an estimated 3.6 percent in
2000—to health, education, and rural development—where
spending rose from 1.4 percent of GDP to an estimated 2.5 per-
cent over the same period.

The Government needs to improve public expenditure
management, particularly budget planning and execution. To
protect aid-financed public investment projects and maximize
their development impact, the Ministry of Economy and
Finance, working closely with the Ministry of Planning, will
initiate a three-year rolling medium-term expenditure frame-
work in 2001. This will provide estimates of incremental recur-
rent costs based on planned investments identified in the
three-year rolling public investment program. These recurrent
costs can then be incorporated into budget plans. To streamline
the budget process and improve budget execution, the Ministry
of Economy and Finance created the Budget Strategy and
Enforcement Center in 2000. The Center will facilitate bid
screening and cash disbursement, particularly in health, educa-
tion, agriculture, and rural development.

Policy and Development Issues

Refined budget planning and a sharper focus on target out-
comes are critical to successful implementation of the (second)
Socioeconomic Development Plan 2001-2005, which the
Government is currently preparing. The Plan’s proposed pov-
erty reduction agenda, based on the October 2000 Interim
Poverty Reduction Strategy Paper, has three principal policy
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objectives. First, to expand economic opportunities for the
poor, the Government will promote broad-based, equitable,
and sustainable economic growth, aiming to (i) maintain a
stable macroeconomic environment; (ii) improve public sector
efficiency; (iii) develop the supporting infrastructure and insti-
tutions for the private sector; and (iv) promote employment
creation in light manufacturing, tourism, and agriculture.

The second main objective is to improve the ability of the
poor to take advantage of this wider range of economic oppor-
tunities. The Government and international aid agencies are
already beginning to devote more public resources, historically
skewed toward infrastructure and urban development, to social
and rural development. The recently formed state-owned Rural
Development Bank is expected to significantly increase the
supply of loan funds to rural areas over the next five years by
providing wholesale funding to microfinance institutions in
rural areas. Access by the rural poor to traditional community
forestry and fisheries resources has been increasingly threatened
over the last few years by abusive commercial exploitation. The
Government is, therefore, canceling some concessions and
improving oversight of concession management.

Third, to protect the most vulnerable groups against any
adverse effects of accelerated structural transformation, the
Government will work toward the provision of a limited social
safety net. Many nongovernment organizations and bilateral aid
programs offer some social protection to vulnerable groups.
However, it is important for the Government to begin develop-
ing a more comprehensive and sustainable basic safety net.
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Indonesia

Economic growth recovered in 2000, due to increased external demand for manufactured goods and natural resource-based
products. Although growth is forecast to continue in 2001 and 2002, the fragility of peace and order, high levels of public and
private debt, slow progress in governance reform, and a weak banking system, cast a shadow over future economic prospects.

Recent Trends and Prospects

Economic growth resumed at a rate of 4.8 percent in 2000
after a sharp recession in 1998 when GDP contracted by
13.1 percent, and 0.8 percent growth in 1999. The major area
of strength was exports, which rebounded strongly in 2000
from a decline in 1998 and weak growth in 1999 when export-
ers struggled with a lack of financing and general banking
services in the wake of the Asian financial crisis (see Figure 2.8).
In contrast to surging exports, domestic spending by busi-
nesses, households, and the public sector recorded only modest
growth. Household income recovered from the recent recession,
but weaknesses in the labor market and in agriculture contin-
ued to hold back spending. Agricultural output was affected by
poor weather, natural disasters, and civil unrest.

The uncertain political situation also hindered investment,
though there are some signs that enterprise spending is recov-
ering from the low point of the recession. New foreign direct
investment (FDI) commitments in 2000 rose by 60 percent
above 1999 levels. However, despite the sharp increase in 2000,
FDI is still nearly one third below precrisis levels and is largely
confined to export-oriented areas. The huge depreciation of the
rupiah against currencies such as the dollar and yen provided
large incentives for exports of garments, as well as of agricul-
tural and natural resource-based products. To provide a broader
perspective, Indonesia may have been the only country in the
region to experience “negative FDI” or net divestment in 1998
and 1999. In addition to political uncertainties, foreign inves-
tors cite corruption and complex tax and regulatory systems
as discouraging to investment. Domestic investment is also
running at a small fraction of the precrisis level.

On a national income basis, gross domestic investment—
covering plant, equipment, infrastructure, and inventories—
stabilized in 2000 at 17.9 percent of GDP This is well below the
over 30 percent share preceding the financial crisis. Reflecting
the strong trade surplus, gross domestic savings are estimated to
have amounted to 22.0 percent of GDP in 2000.

Spending in fiscal year (FY) 2000 (which covered the
period April to December to allow for a transition to a calendar-

77

based fixed year in 2001) reflected the need to contain the
budget deficit—necessitated by the increasingly difficult debt
burden—with maintaining aggregate demand and encouraging
a more sustainable recovery. Budgeted spending (including
transfers to local governments) in FY2000 increased from the
previous fiscal year by slightly more than 4 percentage points to
21.6 percent of GDP. Against this, revenues improved by
approximately 2 percentage points to 16.8 percent of GDP. The
overall budget deficit worsened to 4.8 percent of GDP in
FY2000 from 2.3 percent in FY1999.

The largest single public expenditure component consists
of interest payments on domestic debt. In FY2000, these
amounted to 4.2 percent of GDP, accounting for nearly one fifth
of total expenditures. In contrast, interest payments on external
debt are less than one half the domestic debt burden. The
emergence of a serious public debt burden reflects the costs of
the financial crisis, especially the use of public funds to recapi-
talize the banking sector.

Personnel expenditures and subsidies are the next largest
items of central government spending, both accounting for
3.4 percent of GDP. Personnel expenditures increased by more
than 21 percent in FY2000, reflecting efforts made to raise civil
service compensation. Among subsidies, the largest item is for
petroleum products, while smaller amounts are given for food
and electricity. The subsidies stem from earlier programs to
contain the cost of living for the poor. It is generally acknowl-
edged that the subsidies have been ineffective in reaching the
poor and they are being phased out.

Social sector spending fell a little in FY2000. Education
expenditures declined from 7.3 percent of total central govern-
ment expenditures in FY1999 to 6.0 percent in FY2000. This is
quite worrisome because Indonesia has historically devoted a
smaller fraction of the national income to education than
Malaysia, Philippines, and Thailand. Expenditures for health,
population, and social welfare also declined.

On the revenue side, the slight impovement in domestic
resource mobilization largely stemmed from greater tax efforts. In
FY2000, total domestic tax collection was 10.5 percent of GDP—
the largest elements being income and value-added taxes.
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Much of the year-to-year increase resulted from higher oil and
gas earnings, which strengthened by 30 percent in nominal
annualized terms, due to higher world oil prices. The Govern-
ment is committed to further increasing domestic resource mobi-
lization; however, the major obstacle to this is weak tax collection.
Government officials acknowledge that only long-term civil
service and judicial reform can deal with this serious problem.

The impact of higher debt service payments on the overall
fiscal balance becomes apparent when one considers that the
primary fiscal balance—before interest payments—was a posi-
tive 1.2 percent of GDP. Around 43 percent of the overall budget
deficit was financed by foreign borrowing, nearly all of which
comes from official development assistance. Roughly an equal
amount was financed by asset sales—Ilargely by the Indonesian
Bank Restructuring Agency.

Monetary policy faced the same problem as fiscal policy—
treading carefully between supporting recovery and maintain-
ing macroeconomic stability, especially price stability. On
balance, the net result was to lean on the side of supporting
recovery. Monetary aggregates tended to grow faster than
targeted and, at the end of 2000, inflation was also higher than
targeted. Growth in monetary aggregates has come largely in
demand for currency and more liquid bank deposits, i.e.,
demand deposits rather than time deposits.

Interest rates rose somewhat over the year: the one-month
Bank Indonesia Certificates rate increased from 12.5 percent at
the end of 1999 to 14.5 percent at the end of 2000. One-month
treasury bill rates moved marginally above three-month rates,
testifying to the premium on liquidity. The demand for liquidity

reflected renewed lack of confidence in short-term prospects of
the rupiah against the dollar as well as continued concerns over
the health of the banking system.

Merchandise exports in 2000 surpassed the precrisis high
of $56.3 billion to reach an estimated $65.7 billion, marking a
rise of 28.2 percent during the year. Most of the increase was in
non-oil and nongas exports. The sharp depreciation of the
rupiah since the onset of the crisis has stimulated a wide range
of exports, including in 2000 electrical equipment, textiles, and
some natural resource products, particularly aluminum and
nickel. (In nominal terms, the rupiah depreciated by 75 percent
against the dollar from the beginning of 1996 to the end of
2000.) Agricultural products suffered from some weakness in
international prices, but often showed strong volume increases.
Imports rose faster than exports, but from a much smaller base,
paced by raw materials purchases. Capital goods imports have
yet to pick up, reflecting the lack of widespread investment
spending. Overall, the merchandise trade surplus improved in
2000 to $24.9 billion. This led to a corresponding increase in
the current account surplus from $5.8 billion in 1999 to
$7.8 billion in 2000.

The capital account saw continued capital flight, reflecting
both negative FDI as well as continued outflows of portfolio
capital. Capital flight was only partially offset by higher levels of
official development assistance. As the capital account deficit
was smaller than the large current account surplus, net official
reserves increased.

With the exception of some brief stability in the third quar-
ter, the rupiah weakened over the year, falling to Rp9,500 to the

Table 2.12 Major Economic Indicators, Indonesia, 1998-2002

(percent)
Item 1998 1999 2000 2001 2002
GDP growth -13.1 0.8 4.8 4.2 4.5
Gross domestic investment/GDP 16.8 12.2 17.9 15.0 17.0
Gross domestic savings/GDP 26.5 20.2 22.0 20.9 21.3
Inflation rate (consumer price index) 58.5 20.7 3.8 9.0 6.0
Money supply (M2) growth 62.3 11.9 15.6 11.8 12.4
Fiscal balance/GDP? -3.7 -2.3 -4.8 -3.7 -3.0
Merchandise export growth -10.5 1.7 28.2 8.1 11.2
Merchandise import growth -30.9 -4.2 &3 15.4 17.3
Current account balance/GDP 4.3 4.1 5.1 2.9 1.3

2 For the years up to 1999, fiscal year refers to 1 April-31 March. For 2000, fiscal year refers to the nine-month period, 1 Apri I-31 December

2000. Thereafter, fiscal year refers to the calendar year.

Sources: Central Bureau of Statistics; Bank Indonesia; International Monetary Fund; staff estimates.
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dollar in December 2000 from Rp7,100 one year earlier. Busi-
ness confidence in rupiah-denominated investments remained
limited.

According to data provided by Bank Indonesia, Indonesia’s
external public debt increased from $56.3 billion at the end of
March 1997 to $81.5 billion at the end of June 2000 before
moderating to $75.3 billion by the end of September. The sharp
rise in debt reflected the public assumption of privately con-
tracted debt following the government bailout of the financial
sector and the continuing need for external funds to finance the
budget deficit and meet external debt-service obligations. The
fall in external public debt in the latter half of 2000 led to a
corresponding decline in total external debt outstanding to
$130.8 billion at the end of 2000 from $150.0 billion at the end
of 1999.

Paris Club debt restructuring, through an agreement on
13 April 2000, provided significant easing of anticipated debt-
service obligations. Official creditors rescheduled approximately
$6 billion in principal repayments, originally falling due through
early 2002. This facilitated additional rescheduling by London
Club creditors. The agreements are, however, contingent upon
successful annual International Monetary Fund reviews.

Average annual inflation fell considerably in 2000 although
the end-December 8.7 percent increase in the consumer price
index was significantly above the comparable 1.9 percent
increase in 1999. Inflation was particularly noticeable in the last
few months of the year as renewed rupiah weakness was
matched by domestic price increases. In addition, higher fuel
costs, resulting from the Government’s program to reduce sub-
sidies, were also a factor in higher inflation. Although clearly
showing progress relative to 1999, the end of year inflation rate
was over the target of 5-7 percent of the International Monetary
Fund-sponsored stabilization program.

Unemployment figures in Indonesia are generally lower
than in many developing member countries—the relatively
flexible labor market tends to provide a high level of employ-
ment. Even during the crisis, on an annual basis, the number of
people reported as working increased. Changes in aggregate
economic activity, even severe changes such as during the crisis,
tend to be reflected in real wages rather than in aggregate
employment. During 1998, a sharp decline in purchasing
power occurred as price rises for basic goods outpaced wage
increases. The initial impact of lower real wages helped push
many near-poor people below the poverty line. As the economy
recovered in 1999, greater macroeconomic stability was
achieved, purchasing power and real incomes rose, rice and
other food prices stabilized, and poverty rates fell back some-
what. In 2000, preliminary data suggest that real wage increases
observed in late 1999 and early 2000 did not continue through-
out the year. The recovery will likely have to become broader and
deeper to have a significant and continued impact on poverty.

GDP growth is expected to slow slightly from 4.8 percent
in 2000 to 4.2 percent in 2001 before improving to 4.5 percent
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Figure 2.8 Real GDP and Merchandise Trade Growth,
Indonesia, 1994-2000
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in 2002. In the near term, the recovery is likely to be con-
strained somewhat by a less favorable domestic and external
environment. Domestic demand will remain relatively weak
because of low disposable incomes, sluggish credit growth,
and relatively high interest rates, especially if civil unrest con-
tinues. On the external front, export growth will be adversely
affected by the slowdown in the global economy. This will partly
offset the positive impact of a depreciated rupiah on export
competitiveness.

Toward the end of our forecast period, export growth is
likely to pick up due to a recovery in global demand. Invest-
ment and construction are expected to gradually strengthen,
partly on export gains. Investment, however, is likely to con-
tinue to be narrowly based and construction is unlikely to reach
its precrisis robustness. Household spending will increase with
improved income and employment opportunities. However,
continued weakness in the banking sector, the debt overhang in
both the private and public sectors, and political uncertainties
limit a faster pace of recovery.

The Government projects a declining fiscal deficit trajec-
tory from 4.8 percent of GDP in 2000 to a near balanced budget
in 2004, based on relatively optimistic assumptions. The
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Box 2.4 Social Safety Net Scholarship Program in Indonesia

In response to the Asian
financial crisis and fears of
mass school dropouts, the
Government, with the finan-
cial assistance of the Asian

Development Bank and the Percent of total scholarships

World Bank, instituted a 0.40

scholarship program. This

ongoing program provides

financial assistance to poor 0.35

households with children in

school. The amount gener- 0.30

ally covers the cost of school

fees (Rp10,000, Rp20,000,

and Rp30,000 per month for 0.25

primary, lower secondary,

and upper secondary school 0.20

students, respectively) and

can be used for that purpose

or other expenses. 0.15
Funds were first allo-

cated to schools so that 0.10

“poorer” schools received

proportionally more scholar-

ships. School committees 0.05

(consisting of the school

head teacher, the chair of 0.00

the parents’ association, a
teacher representative, a stu-
dent representative, and the
village head) then allocated
scholarships to individual
students. School students in
all but the lowest three
grades of primary school
were eligible. Participating
students were to be from
the poorest backgrounds. If there were too many eligible
students for all the poor students to receive a scholarship, then
additional indicators were to be used to identify the neediest
students. The additional indicators were those living far

W All
Primary

Paper No. 82, Florence.

recently revised budget for 2001, projecting a deficit of 3.7 per-
cent of GDP, is consistent with this plan. Tight fiscal spending
within the context of a large public debt service burden will
limit public expenditures on health and education. Maintaining
public infrastructure will also be much more difficult. These
issues make it more important that the Government has a
development strategy ensuring efficient use of limited resources.

The ongoing process of decentralization of both adminis-
trative and fiscal responsibilities has implications for budgetary
allocations in general and development support in particular. In
the 2001 budget, transfers to other levels of government will

Box Figure: Distribution of Scholarships

1 2 3 4 5

Per capita expenditure quintiles (100-village data)

Source: Cameron, L. 2000. An Analysis of the Role of Social
Safety Net Scholarships in Reducing School Drop-out During
the Indonesian Economic Crisis, UNICEF Innocenti Working
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from school, those with
physical handicaps, and
those coming from large or
single-parent families. Also,
a minimum of 50 percent of
scholarships, if at all pos-
sible, were to be allocated
to girls.

The monitoring of the
program was done indepen-
dently of the Government by
a team under British Council
management with units in
each province (contracted to
nongovernment organiza-
tions) collecting the data
through site visits. The com-
bination of (i) schools decid-
ing who received the
scholarships, (ii) direct funds
transfer to the beneficiary,
and (iii) independent non-
government organization
monitoring helped to ensure
more efficient targeting and
transparent use of resources.

Qualitative evidence on
the impact of the program in-
dicates that it has been well
received in the villages, has
been reasonably well tar-
geted, and has played a role
in keeping at least some
children in school. This is
backed up by quantitative
evidence. The figure shows
the targeting of the scheme
within a random sample of 100 relatively poor villages. The
scholarships seem to have been effective in reducing dropout
rates by about 2.4 percentage points at the lower secondary
school level.

M Lower secondary
M Upper secondary

represent 25.4 percent of total outlays by the central Govern-
ment, a rise of roughly two thirds from 2000.

Issues in Economic Management

A healthy banking system is a prime requirement for reducing
the vulnerability of the economy to external shocks and for
enabling long-term private sector growth. As in the rest of the
crisis-affected Asian countries, the most severe macroeconomic
impact of the crisis was felt in the financial sector. In June 1997,
the banking sector in Indonesia consisted of 238 commercial
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banks, but by mid-2000, 66 banks had closed, 13 had been
nationalized, and four of the seven state banks had merged. To
support restructuring, as of October 2000 the Government had
issued bonds valued at Rp650 trillion. Much has also been done
to strengthen prudential regulation and banking supervision.
Banks, however, remain minimally capitalized and are reluctant
to lend. Current levels of lending remain far below those needed
to support a vigorous recovery.

Further financial sector reforms are needed to reduce
overdependence on the banking system, through the
development of nonbank financial institutions such as bond
and equity markets. Reforming nonbank financial institutions,
including those dealing with pensions and insurance, is also
important in establishing fiscally sustainable social protection
and social insurance mechanisms that can play an important
role in long-term antipoverty development.

Reforms also need to be enacted to strengthen the indepen-
dence of the central bank, which has been weakened by contin-
ued political infighting over loans made during the crisis to
private banks. The loans were made ostensibly to maintain
liquidity in the face of depositor panics; however, an investiga-
tion by the state auditor suggested that as much as $15 billion
of the loans were inappropriately made. The outcome of these
reforms needs to be the reassertion of central bank control over
monetary policy and the strengthening of prudential regulations
to prevent such practices from reoccurring.

Policy and Development Issues
Indonesia’s record in reducing poverty in the years preceding

the crisis was exceptional. From a country with widespread
poverty, it rose to rank as a middle-income country in two
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decades. The incidence of poverty fell from 40.1 percent in
1976 to 11.3 percent in early 1996. The crisis threatened to
undo these long-term gains. Using a new methodology for mea-
surement, poverty incidence soared from 17.7 percent in
February 1996 to a peak of 24.2 percent in late 1998, when
perhaps 15 million more people had fallen below the poverty
line. The sharp descent into poverty of so many in just over a
year shows the vulnerability of the poor to economic shocks. As
the recession receded, the situation improved: a survey in
August 1999 showed a decline in the overall incidence of
poverty to near precrisis levels of 18.2 percent. The incidence
of poverty is, nevertheless, high and new programs have to be
developed to address these issues (see Box 2.4).

The incidence of poverty varies significantly across the
country, and is notably higher in rural than urban areas. Metro-
politan Jakarta, for example, with its infrastructure and its role
as a center of manufacturing and high value-added services, has
broader access to basic services and a much lower poverty
incidence than other areas. In sharp contrast, Irian Jaya has a
poverty incidence more than 10 times that of Jakarta. These
disparities need to be addressed in new legislation on poverty.

Poor people living in rural areas often depend on coastal,
fishery, marine, or forest resources. Excessive stress on the eco-
system has reduced income for the present generation and
sharply reduced potential income for future generations. In
addition, many of the poor live in environmentally sensitive
areas prone to pollution, erosion, floods, and landslides, and
have inadequate sanitation and clean water facilities. Efforts
must be undertaken to act more decisively and effectively to
manage environmental and natural resources in a sustainable
fashion. Failure to do so will severely weaken the potential for
poverty reduction in the coming decades.
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Lao People’s Democratic Republic

Sharp reductions in the rates of inflation and monetary expansion accompanied moderate economic growth in 2000. The outlook
is for this improvement to continue, provided that the Government sustains its commitment to macroeconomic stability and
refocuses on structural reform, particularly in the banking system.

Recent Trends and Prospects

Sjpported by improvements in macroeconomic management,
real GDP rose by an estimated 5.5 percent in 2000. This was
accompanied by an increase in trade as both imports and
exports expanded rapidly. As macroeconomic conditions
improved, larger foreign direct investment and official loan dis-
bursements enhanced capital inflows, improving gross official
reserves to cover about 2.4 months of imports in 2000 from
2.1 months in 1999.

Agriculture, accounting for over 50 percent of GDP, contin-
ued to show a solid expansion because of extensive public irri-
gation investments made during 1997-1999. In services,
accounting for about 26 percent of GDP, the robust trend of
growth in real value added, which averaged over 6 percent in
1996-1999, persisted as tourism earnings continued to
strengthen. The industry sector averaged about 8 percent
growth over 1997-2000, continuing to lag average performance
of 13 percent growth during 1993-1996 for two main reasons.
First, Thailand’s 1997 financial crisis delayed the start of several
hydropower investment projects in the Lao People’s Democratic
Republic (Lao PDR) intended to produce electricity for export
to Thailand. This reduced large-scale construction activity,
although anecdotal evidence suggests that greater small-scale
construction activity occurred in 2000 than in 1998 and 1999.
Second, the EU withdrew preferential access for Lao PDR
garment exports in late 1995 and reinstated it in late 1997. The
garment sector is only now gradually recovering.

Macroeconomic management improved markedly in 2000.
Revenues (excluding grants) grew strongly from 10.6 percent of
GDP in fiscal year 1999 (1 October 1998-30 September 1999)
to 12.7 percent in fiscal year 2000. However, a steep fall in
grants contributed to the increase in the fiscal deficit relative to
GDP. The growth rate of the money supply fell from 72.4 per-
cent in 1999 to 45.7 percent in 2000. This was the primary
factor both in reducing the rate of inflation from 128.4 percent
in 1999 to 23.2 percent in 2000, and in slowing the annual
average rate of depreciation of the kip against the dollar from
53.6 percent to less than 13.5 percent over the same period.
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The outlook for 2001 and 2002 is for some improvement
in economic growth despite the adverse impact of flooding on
agriculture in late 2000. Industrial growth should accelerate as
garment exports to the EU continue expanding, and gold and
copper mining operations commence in Savannakhet Province.
If the large Nam Theun Il hydropower project proceeds as
planned, investment, construction activity, and the current
account deficit will increase significantly, beginning in 2002. As
economic growth gradually accelerates, inflation is likely to fall,
along with the rate of growth of the money supply. The fiscal
improvement is likely to be sustained as the Government con-
tinues to enhance revenues, while containing expenditures in
conjunction with a possible new International Monetary Fund
program currently under negotiation.

Policy and Development Issues

Since mid-1999, the Government has taken decisive steps to
reduce its fiscal deficit and contain monetary expansion so as to
restore macroeconomic stability after the volatility of 1998 and
1999 when fiscal deficits and monetary expansion led to soar-
ing inflation and rapid exchange rate depreciation. However, to
ensure continued macroeconomic stability and to accelerate
economic development, the Government needs to undertake
the structural reforms necessary to restore investor confidence
and strengthen the economy’s ability to withstand external
shocks. Perhaps the most pressing problem is the weakness of
the banking system, which was aggravated by the extremely
high inflation rates of 1998 and 1999.

A decade earlier, in 1988, as part of its moves toward a
market-based economic system, the Government established a
two-tier banking system. By 1991, seven state-owned commer-
cial banks (SOCBs) managed by the Bank of the Lao PDR (BOL),
which also acted as the monetary authority, dominated banking.
Because of weak supervision and regulation, about 35 percent
of SOCB loans were nonperforming loans (NPLs) in 1994, and
the Government recapitalized the banks. Despite several new
laws designed to improve supervision and regulation, audits of
SOCB accounts in 1996 and 1997 revealed still-high levels of
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NPLs. Then, in the midst of the Asian financial crisis, with fiscal
revenues and foreign financing falling, the Government turned
to the banks to finance its rising fiscal deficit, delaying reform
and accelerating the deterioration of SOCB balance sheets.

The Government prepared a Financial Sector Note with the
Asian Development Bank and the World Bank in 2000, as part
of its moves to strengthen the banking system. The SOCBs
dominate the banking system with 80 percent of total bank
deposits, of which about 85 percent are in foreign currencies
(reflecting the lack of confidence in the kip). Deposits account
for about 60 percent of bank resources, with debt to BOL con-
stituting as much as 10 percent of bank liabilities and invested
capital for only about 15 percent. Loans account for about
30 percent of bank assets; about 75 percent are in foreign cur-
rencies and about 50 percent are to the public sector. With an
NPL ratio perhaps as high as 60 percent, adequate provisioning
and subsequent recapitalization of SOCBs to achieve an
adequate capital adequacy ratio would cost about $50 million,
or 4 percent of GDP,

However, as the 1994 recapitalization demonstrated, it
would be advisable for the Government to ensure that appropri-
ate banking regulatory measures and institutions are in place
prior to investing such a substantial amount. The high level of
NPLs is partly the result of insufficient human resources at BOL
and the SOCBs, preventing these institutions from setting up
the necessary systems to assess general lending conditions,

evaluate risks, and establish guidelines for lending practices.
Many NPLs, for example, originated because borrowers with no
foreign exchange earning potential were permitted to take out
loans in foreign currency. When the kip depreciated rapidly,
many of them defaulted.

Another problem is the Government’s frequent recourse to
the banking system to finance public sector activities. Thus,
even if the banks had the capacity to adopt prudential practices,
they would find it difficult to do so. BOL’s mandate does not
focus only on the maintenance of a healthy financial sector, but
also requires it to ensure financing for the Governments devel-
opment priorities. When inflation began to accelerate in 1998,
the Government capped the interest rate on treasury bills at
20 percent to limit interest expense. The negative real interest
rate made the treasury bills unmarketable and the Government
began to rely more heavily on bank credit to finance budget
deficits as well as off-budget spending priorities. However, in
2000, it ceased borrowing from BOL.

The banks have also been frequently called on to give credit
to state-owned enterprises (SOES), even to those defaulting on
existing loans (though recent government policy statements
suggest that this practice is ending). Despite progress in the
early 1990s in privatizing SOEs, several key enterprises remain
under government control. Some of these SOEs account for
many of the NPLs at SOCBs. Commercializing SOE operations
can reduce their reliance on easy credit from SOCBs.

Table 2.13 Major Economic Indicators, Lao People’s Democratic Republic, 1998-2002

(percent)
Item 1998 1999 2000 2001 2002
Real GDP growth 4.0 5.2 515 6.0 6.5
Gross domestic investment/GDP 24.9 22.7 20.4 21.6 22.2
Gross national savings/GDP 14.8 16.4 14.6 15.0 15.5
Inflation rate (consumer price index) 90.0 128.4 23.2 9.0 7.5
Money supply (M2) growth 120.7 72.4 45.7 20.0 20.0
Fiscal balance/GDP* -9.6 -4.0 -5.1 -5.0 -4.9
Merchandise export growth 7.6 -10.3 8.3 7.5 9.0
Merchandise import growth -14.7 0.3 6.6 10.6 10.0
Current account balance/GDP® -10.0 -11.2 -5.8 -6.6 -6.7
Debt-service ratio 9.9 9.6 11.2 11.4 11.3

@ On a fiscal year basis, ending 30 September.
P Excludes official transfers.

Sources: Bank of the Lao PDR; Lao People’s Democratic Republic, “Macroeconomic Policy and Reform Framework,” September 2000; Asian
Development Bank, Country Assistance Plan: Lao People’s Democratic Republic 2001-2003 , December 2000; International Monetary Fund;

staff estimates.
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Malaysia

Malaysia has achieved an impressive economic recovery since the Asian financial crisis, and has made considerable progress
in financial sector restructuring. The short-term growth outlook is somewhat clouded by the slowing US economy, while in the
medium term, several corporate sector issues need to be resolved to sustain high growth rates.

Recent Trends and Prospects

Despite a progressive slowdown in quarterly GDP growth
rates in 2000 (on a year-on-year basis), GDP for the year is
estimated to have risen by 8.5 percent, compared with a
5.8 percent expansion in 1999. The performance in 2000 was
underpinned by robust external demand for manufactured
goods, especially electronic and electrical products, buoyant
consumer demand, and a recovery in gross fixed investment.

Reflecting the stronger fiscal stimulus in 2000, public
investment is estimated to have risen by 21.7 percent compared
with an increase of 15.9 percent in 1999. Private investment
activity also rose sharply, in a turnaround from the crisis-
induced contractions of 1998 and 1999, and mirroring higher
capacity utilization following economic recovery. Despite this
improvement in both public and private investment, the level of
gross fixed capital formation in 2000 is likely to have remained
considerably below precrisis levels (see Figure 2.9). Private
consumption demand, however, stayed at relatively high levels
due to improved consumer confidence, resulting from both an
increase in disposable incomes and low interest rates.

On the aggregate supply side, higher growth was spear-
headed by manufacturing, due to increases in the output of
electronic products, electrical appliances, and transport equip-
ment. While the overall improvement in economic performance
led to a pickup in services subsectors such as wholesale and
retail trade, increased manufacturing activity and stronger
exports stimulated a recovery in the transport, storage, and
communications subsectors. Construction saw a moderate
improvement due to increased public spending on physical
infrastructure and higher demand for low-cost housing. Agri-
cultural output also rose marginally, as moderate growth in
crude palm oil production and sawn logs was largely offset by
a decline in rubber output.

The budget deficit for 2000 is officially estimated at
RM18 billion or 5.5 percent of GDP. Although this represents a
steep rise over the 1999 actual deficit of RM9.5 billion (3.2 per-
cent of GDP), the actual outturn is likely to be smaller due to
stronger tax revenues resulting from higher economic growth.
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The continued economic recovery led to a decline in the
rate of unemployment to 2.9 percent of the labor force in 2000,
from 3.0 percent in 1999. The number of job vacancies during
2000 increased by 14 percent, whereas the number of
retrenched workers decreased by 32 percent compared with
1999. Although wage pressures have remained fairly modest,
the tightening labor market has led to quite high wage settle-
ments in some areas of manufacturing.

After averaging 2.8 percent in 1999, consumer price infla-
tion decreased during 2000 to average 1.6 percent, despite a
pickup in the last quarter of the year due to higher energy prices
and bus fares. Overall inflation remained subdued due to mod-
erate food price increases, minimal imported inflation, and the
persistence of excess capacity in certain sectors of the economy.
With inflationary pressures muted, the Government continued
with its accommodative monetary policy stance, maintaining
low interest rates and its fixed exchange rate regime. During
2000, the central banks three-month intervention rate (used by
commercial banks to fix their base lending rate) was unchanged
at 5.5 percent. This intervention rate had earlier been cut in
several steps from a high of 11 percent in February 1998 to the
current level in August 1999. The commercial banks' base
lending rate stayed within a tight range of 6.75-6.79 percent,
down from a high of 12.3 percent in June 1998. Loan growth,
however, remained subdued.

Preliminary trade data for 2000 indicate robust export
growth and even stronger import growth. The trade surplus
narrowed to a still sizable $19.6 billion in 2000, from
$22.8 billion in 1999. Export growth was buoyed by contin-
uing strong growth in the country’s main export market (the
US), buoyant global demand for electronic goods, and ongoing
recovery in Asia. The surge in international oil prices also
helped Malaysia, a small exporter of crude oil and liquefied
natural gas. Import growth was stimulated by strong demand
for intermediate and capital goods, reflecting the strength of
demand from the import-dependent, export-oriented manufac-
turing sector. Available data suggest that a lower trade surplus
was accompanied by a higher services and income deficit due
to the economy’s dependence on trade-related services imports
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Table 2.14 Major Economic Indicators, Malaysia, 1998-2002
(percent)
Item 1998 1999 2000 2001 2002
GDP growth -7.4 5.8 8.5 4.9 6.0
Gross domestic investment/GDP 26.6 22.3 27.0 25.0 26.2
Gross domestic savings/GDP 48.5 47.3 46.9 44.9 46.1
Inflation rate (consumer price index) 5.3 2.8 1.6 2.6 2.8
Money supply (M2) growth 15 13.7 5.3 7.9 11.5
Fiscal balance/GDP? -1.8 -3.2 -5.5 -4.6 -3.4
Merchandise export growth -7.3 16.9 14.5 11.8 14.8
Merchandise import growth -26.6 13.0 25.2 23.7 27.5
Current account balance/GDP 13.1 15.9 8.8 5.5 3.2

2 Fiscal balance is federal government only.

Sources: Department of Statistics; Ministry of Finance; Bank Negara Malaysia; staff estimates.

and greater outflows of profits and dividend payments from an
improving national economy. These developments led to a fall
in the current account surplus from 15.9 percent of GDP in
1999 to an estimated 8.8 percent in 2000. A smaller current
account surplus and a deficit in the overall capital account—
due to lower inflows of public long-term capital, higher
nonfinancial public enterprise investments overseas, smaller
inflows of foreign investment, and higher repayments of short-
term debt—Ied to a considerably smaller balance-of-payments
surplus. This in turn contributed to a decline in external
reserves to $29.9 billion (or 4.5 months of retained imports) as
at end-December 2000, compared with a reserve figure of
$30.8 billion 12 months previously. The external debt position
improved in 2000 due to higher repayments of short-term debt.
The debt-service ratio correspondingly decreased from 6.0 per-
cent at the end of 1999 to 5.0 percent at the end of 2000.
GDP growth is likely to slow to 4.9 percent in 2001 before
accelerating to 6.0 percent in 2002 due to an expected sharp
slowdown and subsequent pickup in US growth. Weaker net
exports will increasingly exert a drag on GDP growth over these
two years, which will be sustained, however, by relatively high
private consumption resulting from an increase in disposable
incomes due to higher wages and a reduced incidence of taxa-
tion. Fixed investment is also likely to pick up as capacity uti-
lization increases. Although the expansion in public investment
will remain solid as the Government continues to stimulate
domestic demand, private investment may not reach precrisis
levels despite a sharp increase in both domestic and foreign
investment applications. Private investors' lack of confidence is
explained partly by uncertainty over the impact of the current
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US slowdown on Malaysia's exports and the reduced attractive-
ness of countries in the Association of Southeast Asian Nations
due to political uncertainties and incomplete corporate
restructuring.

Consumer price inflation is likely to rise gradually and
average 2.6 percent in 2001 and 2.8 percent in 2002, as stron-
ger domestic demand, due in part to higher real wages, is rein-
forced by a recovery in non-oil commaodity prices. While slower
export expansion will, to some extent, be offset by slower
growth in intermediate imports for the country’s import-
dependent export industries, growth of imports is nevertheless
likely to exceed that of exports as a result of greater capital
goods imports. The trade surplus is, therefore, likely to narrow
further. This will probably be accompanied by a widening of
services and income deficits. As a result, the current account
surplus will likely narrow to 5.5 percent of GDP in 2001 and to
3.2 percent in 2002.

Issues in Economic Management

The Government remains committed to pursuing expansionary
fiscal and monetary policies for consolidating economic recov-
ery and strengthening domestic demand so as to make the
economy more resilient to external shocks. Toward this end, the
fiscal deficit for 2001 is projected at RM16 billion, or 4.6 per-
cent of GDP, moderately lower than the RM18 billion deficit
estimated for 2000. However, government financial support for
loss-incurring privatized companies risks straining national
finances at a time when the economy is projected to slow and
when domestic debt is already high.
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Reflecting higher levels of economic activity, new loans
approved and disbursed by the banking sector amounted to
RM360.7 billion and RM133.0 billion, respectively, in 2000,
representing increases of 27.5 percent and 13.4 percent,
respectively, over the 1999 levels. Loan growth has nevertheless
been restrained compared with precrisis levels. Total loans out-
standing in the banking system at end-December 2000
amounted to RM453.0 billion, an increase of 5.4 percent on the
end-December 1999 figure of RM429.7 billion. This rise has
been variously attributed to a higher level of loan repayments
and to banks’ lingering concerns over their asset quality. It
could, however, also signify a generally lower level of loan
demand following the economic downturn of 1998, and a
greater reliance on retained earnings by companies attempting
to clean up their balance sheets by reducing leverage. The latter
would have been a definite option for export-oriented manufac-
turers experiencing strong growth.

In 2000, the Government introduced significant regulatory
changes to simplify and expedite the issuance of private debt
securities, in order to reduce overreliance on the banking sector
as a source of finance and thereby lessen systemic risks.
Although net issues of private debt rose rapidly in 2000, the

Figure 2.9 Investment Ratio and
Real GDP Growth, Malaysia, 1994-2000
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amounts raised were small. The market remains fairly underde-
veloped and secondary trading is thin. The development of a
corporate bond market is a long-term issue and bank financing
is unlikely to diminish in importance in the foreseeable future.
Loan growth, therefore, needs to improve to sustain economic
recovery in the medium term.

The Government is likely to maintain the ringgit peg at its
current rate of RM3.80:$1 for the remainder of 2001 on the
basis that it affords stability and predictability in an environ-
ment of volatile foreign exchange markets. The pegging of the
ringgit to the dollar at this rate in September 1998 led to the
ringgits undervaluation in 1999 against the currencies of its
main regional competitors, after the latter had bounced back
following their precipitous declines in the second half of 1997
and 1998. This initially helped improve the price competitive-
ness of Malaysian exports. In 2000, however, in tandem with
the appreciation of the dollar, the ringgit appreciated slightly
against the yen and the euro, and much more against regional
currencies. This overvaluation of the ringgit is likely to
continue. Persistent overvaluation could, in turn, lead to an
erosion of price competitiveness of exports.

The main risk, however, facing Malaysia’s short- to
medium-term growth prospects is a sharper than anticipated
slowdown in the US economy. The US is Malaysia’s biggest
export market, especially for the electrical and electronic goods
that account for around 60 percent of the country’s exports. If
the US economy slows much more than envisaged, the current
export-led growth momentum could be severely affected.

Policy and Development Issues

Despite considerable progress in financial and corporate
restructuring, the reform agenda has yet to be completed. As at
end-September 2000, Danaharta, the agency set up to purchase
the financial sector’s bad debts, had a total of RM46.8 billion in
nonperforming loans (NPLs) in its portfolio, of which
RM38.2 hillion had come from the banking system. The latter
figure constituted 43.2 percent of the NPLs in the banking
system. Danaharta is now focusing on loan and asset manage-
ment activities, and by the end of September 2000 had restruc-
tured and disposed of loans and assets worth RM35.3 billion,
achieving an average recovery rate of 74 percent. Danamodal,
the special purpose organization for recapitalizing and strength-
ening banks, has injected a total of RM7.6 billion into
10 troubled banking institutions since it was created in August
1998. As of 8 January 2001, seven financial institutions had
already repaid their loans in full, with the remaining three
owing Danamodal a total of RM3.7 billion. Progress has also
been made in merging the country’s banking institutions to
build stronger organizations able to withstand the eventual lib-
eralization of the sector. Although not all banking institutions
were able to meet the 31 December 2000 deadline to complete
the merger process, at that date, 50 of the country’s 54 financial
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institutions had consolidated into 10 core groups. Faced with
increased global competition, it is likely that this consolidation
process will continue.

However, progress in lowering the level of NPLs in the
banking system is slow. On a three-month arrears basis, central
bank figures indicate that the NPL ratio decreased from
11.0 percent of total outstanding loans at the end of 1999 to
9.5 percent at the end of November 2000. This ratio is, how-
ever, computed on a net basis, after the netting-out of interest
in suspense and specific provisions from both total NPLs and
total outstanding loans. If these omissions are included in both
total NPLs and total outstanding loans, the NPL ratio would
only have been reduced from a high of 19.9 percent at the end
of December 1999 to 19.1 percent 12 months later. The slow
pace of reducing NPLs could signify problems in restructuring
the heavily indebted corporate sector. The lack of corporate
restructuring, in turn, could undermine recovery over the
medium term.

The Corporate Debt Restructuring Committee, which over-
sees voluntary corporate debt workouts, had restructured debts
of 28 companies worth RM23.1 billion as of 17 October 2000.
However, a range of corporate issues are still unresolved. Many
Malaysian firms, including privatized entities, remain heavily
indebted and are unable to service their debt obligations. The
weakness of the Kuala Lumpur Stock Exchange in 2000 also
hindered corporate sector restructuring as it adversely affected
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plans to swap debt for equity. The Government continues to
support firms that it considers strategically important. While
this assistance has mainly taken the form of helping firms
extend their repayment periods, the Government has also
resorted to buying assets of heavily indebted privatized firms at
prices well in excess of present market valuations. This is pre-
venting an early resolution of corporate sector indebtedness.
Moreover, the apparent lack of transparency in such asset pur-
chases, the retention of considerable government influence in
the management decisions of such firms, and a reluctance to let
foreign investors own controlling stakes in these strategically
important companies have clouded the investment environ-
ment. It has also prevented these firms from entering into stra-
tegic partnerships with foreign investors, which many
commentators believe is the only way to ensure their long-term
viability. Although established foreign investors are likely to
increase investment in existing plants (especially in export-
oriented manufacturing ventures) in the short term as capacity
utilization improves, new investors are not likely to regard
Malaysia as an attractive investment destination. This should be
of some concern to top government officials in a country where
current levels of private investment in general, and foreign
investment in particular, are well below those seen before the
financial crisis, and where significantly higher volumes of
investment are required to meet the Government’s objective of
achieving developed country status by 2020.
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Myanmar

In 2000, the economy sustained the double-digit growth rate of 1999. This was underpinned by strong agricultural performance
due to good weather and the expansion of the area under cultivation. To fully exploit the economy’s potential, the Government

needs to address certain critical structural and policy issues.

Recent Trends and Prospects

According to official estimates, GDP grew by about 11 per-
cent in 1999. On the basis of preliminary estimates, this growth
performance was maintained during the first three quarters of
2000. Real growth in the agriculture sector is estimated to have
exceeded 11 percent in 1999 as a result of good weather and
expansion of the area under cultivation. Agriculture sector per-
formance remains the most important factor in GDP growth and
socioeconomic development. Real growth in manufacturing is
reported to have been about 15 percent in 1999.

Inflation was high in the mid-1990s, largely because of
rising food prices and excess liquidity; it has since subsided. In
1999, it stood at 11.4 percent and is estimated to have declined
further in 2000.

Official data indicate that, in 1997, there were about
22.5 million persons in the labor force and 14.2 million persons
employed, out of a total population of 47.2 million. This
yielded an unemployment rate of 4.1 percent that year, which
some economists have suggested is an underestimate. The
employment structure reflects agriculture’s predominance in the
economy, with 56.5 percent of total employment.

The consolidated budget comprises the union government,
state enterprises, and cantonment development committee
budgets. On the revenue side, union government budget rev-
enues as a proportion of GDP declined from 7.2 percent in 1998
to 4.9 percent in 1999. The decline is attributable to a narrow
tax base, significant undervaluation of imports, and a large
number of tax exemptions. Public expenditures declined from
6.9 percent of GDP in 1998 to 5.8 percent in 1999. Current and
capital expenditures accounted for 46.3 percent and 53.7 per-
cent, respectively, of union government budget expenditures in
1999. The fiscal balance moved from a surplus of MK4.5 billion
in 1998 to a substantial deficit of MK20.2 billion in 1999.

One major source of the budget deficit has been financing
for loss-incurring state-owned enterprises. Subsidies for some

2000 refers to fiscal year 2000/01, ending 31 March.
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commodities, including rice, fuel, and services such as transport
for state employees, have been another. For example, the subsi-
dized selling price of rice is estimated to be only about 15 percent
of the state procurement price. The public sector deficit has been
financed mainly by the issuance of treasury bills and bonds.
Monetization of the economy is still at a relatively low level
with total liquidity at around 30-40 percent of GDP. Money
supply has been increasing by 30-40 percent a year in recent
years, the same rate as domestic credit. The share of currency in
broad money has been decreasing. Since the central bank
started granting banking licenses to the private sector in 1995,
private banks have grown rapidly and now account for more
than 60 percent of total banking sector deposits. Credit out-
standing to the private sector expanded significantly through-
out the 1990s and now accounts for more than 30 percent of
total domestic credit. Real interest rates have been negative with
the central bank lowering its discount rate from 15 to 12 per-
cent in April 1999 and further to 10 percent in April 2000, to
encourage investment and to minimize the impact of high inter-
est rates on inflation. Despite the interest rate reduction, the
volume of deposits continued to expand in 1999. Foreign cur-
rency deposits have increased in recent years and, at the market
exchange rate, account for almost 30 percent of total liquidity.
According to official figures, total imports amounted to
$2.4 billion in 1999, comprising about 40 percent capital
goods, about 17 percent intermediate goods, and the remainder
consumer goods. The Government has recently adopted several
measures to further clamp down on nonessential imports to
bring down the trade deficit. Total exports stood at $1.1 billion
in 1999, consisting mainly of primary products but with an
increasing share of garments and agro-based manufactured
goods. Border trade with neighboring countries accounts for
nearly 30 percent of total exports but only about 10 percent of
total imports. While the trade deficit amounted to $1.3 billion
in 1999, the current account registered a smaller deficit of
$494 million because of surpluses on the services account and
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transfers. After adjusting for capital account transfers, Myanmar
posted a net balance-of-payments deficit of about $145 million
in 1999. At the end of March 2000, gross foreign exchange
reserves were reported at about $240 million or 1.6 months of
imports, reflecting the fragile state of the external balances.

The foreign exchange market remains highly distorted,
with the parallel market rate of MK460 per dollar cash, as com-
pared with the official rate of about MK6 per dollar. Trade in the
state sector, still recorded at the official exchange rate, is
reported to account for about 30 percent of total trade.

At the end of March 2000, total debt outstanding was
reported at about $6 billion, almost all as medium- and long-
term debt. At that time, the economy had arrears totaling about
$2 billion, of which about 70 percent was owed to bilateral
sources, about 20 percent to private creditors (including suppli-
ers' credit), and the rest to multilateral sources.

After quite a successful period of growth following the
initial liberalization of the economy in 1988, progress has
slowed because of ongoing structural and policy distortions as
well as resource and technology constraints. Unless more com-
prehensive and consistent structural reforms are undertaken
and additional domestic and external resources are mobilized,
economic growth will remain sluggish and vulnerable to exog-
enous factors such as the weather, the regional economic envi-
ronment, and fluctuations in global commodity prices.

Issues in Economic Management

To fully exploit the potential of the economy, the Government
needs to tackle certain critical structural and policy issues. First,
investment and savings ratios, which are around 12-13 percent
of GDP, need to be lifted. Second, the budget deficit has to be
reduced, but not by further lowering the already very low levels
of public expenditure. Instead, the tax-to-GDP ratio, currently
among the lowest in any developing economy, needs to be
raised. Third, exports need to be promoted and, in this context,
it may be important to abolish the public sector monopoly on
rice exports. Fourth, the policy of multiple and widely divergent
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foreign exchange rates has to be given up and unification of the
exchange rate implemented as soon as possible. This will
remove both an existing distortion in resource allocation and a
strong disincentive to investment. Lastly, the banking sector
needs to be further strengthened, including the supervisory and
regulatory capacities of the central bank.

Policy and Development Issues

Myanmar currently ranks number 125 out of 174 countries in
the United Nations Development Programme’s Human Devel-
opment Index of 2000, slightly above Cambodia and the Lao
PDR. All three are at the lower end of the group of countries
considered to have “medium human development”. The
country’s social indicators have improved over the last few
decades and frequently reveal better social conditions than
expected given the per capita income. According to official
statistics, the poverty incidence is 23 percent, quite low in
comparison with other countries at similar levels of per capita
income. While cases of severe poverty are reported in the border
regions, the incidence of poverty has a fairly low gender and
regional bias. Life expectancy was around 60 years in 1997/98.
According to statistics consolidated by the Department of Labor,
the infant mortality rate is about 48 per 1,000 live births and the
maternal mortality ratio is about 150 per 100,000 live births.
These figures are lower than indicated in reports from major
international organizations. Accessibility to health services
needs to be improved as only about 50 percent of villages have
health centers. Although adult literacy is high at around 90 per-
cent and the gross primary school enrollment rate is also around
90 percent, the primary school completion rate is only about 50
percent while the gross enrollment ratio at middle school is less
than 40 percent.

The most urgent challenge facing the Government is to
achieve rapid economic growth to reduce poverty. If it can
initiate a program of policy reform measures and external aid
agencies can provide assistance, the economy has the potential
to maintain broad-based growth.



A

Philippines

Economic growth picked up somewhat to 3.9 percent in 2000, and inflation fell. However, the fiscal deficit came to more than
twice the 2000 budget target because of poor revenue collection. The looming slowdown in the US economy and slower global
demand for electronics exports are risk factors for growth in 2001.

Recent Trends and Prospects

Despite political and economic uncertainties, real GDP grew
by 3.9 percent in 2000 after 3.3 percent in 1999, resulting in
real per capita GDP growth of 1.8 percent, up from 1.1 percent
in 1999. The services sector, in which growth strengthened
slightly to 4.4 percent in 2000 from 4.1 percent in 1999, was
responsible for more than half the economic improvement.
Transport, communications, and storage, and wholesale and
retail trade were the strong leaders in this sector. The commu-
nications subsector surged by 18.8 percent due to a sharp climb
in the number of cellular phone subscribers. Agriculture,
accounting for almost 20 percent of GDP, slowed to 3.4 percent
growth in 2000 from 6.0 percent in the previous year when a
bumper rice crop was harvested.

Relatively slow growth in the industry sector has been
symptomatic of economic performance in recent years. Unlike
some of its neighbors, the Philippines has lagged behind in
shifting its output and employment structure away from agri-
culture to industry and to services. Industry’s share in GDP
contracted from more than 40 percent two decades ago to
nearly 35 percent in 2000. Nevertheless, industry showed a
moderate upswing in 2000 as growth in value added quickened
from 0.9 percent in 1999 to 3.6 percent. Manufacturing, which
dominates the sector at over 70 percent of industrial value
added, was at the forefront of the expansion, spurred by a strong
performance in electronics arising from buoyant US demand for
semiconductors and other high-technology products. Con-
struction, however, continued to perform poorly, recording a
larger contraction in 2000 than in 1999. Overcapacity, and an
overhang of nonperforming loans that inhibited growth in bank
financing for new construction projects, were the main factors.

Net exports continued to support the recovery, as export
growth exceeded import growth. The value of semiconductor
exports, the top export earner, grew strongly by 20.7 percent
after a small increase of 1.9 percent in 1999. Other major
exports showing strong gains in export earnings included elec-
trical machinery (7.4 percent), garments (10.2 percent), and
crude coconut oil (126.6 percent). Benefiting from enhanced
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purchasing power from such sources as increased net factor
income from abroad, private consumption grew by 3.5 percent.
Investment growth was sluggish, at 0.8 percent, but a turn-
around from the previous year's 1.7 percent contraction.
Although fixed capital formation fell by 1.6 percent, pulled
down by a 5.4 percent drop in construction, this was offset by
a smaller adjustment for changes in inventories, which declined
more slowly in 2000 than in 1999. Efforts to improve the
investment climate were made harder by the Government’s need
to raise interest rates in response to exchange rate volatility.

Despite the improvement in economic growth, the labor
force participation rate fell between October 1999 and October
2000, from 65.7 percent to 64.3 percent as the number of
people aged 15 years and above not in the labor force increased
by over 1 million. The unemployment rate rose from 9.6 per-
cent to 10.1 percent over the same period. Thus, the number of
unemployed people reached about 3.1 million in October 2000.

Inflation continued to subside, averaging 4.4 percent for
2000, the lowest level in a decade. This was better than the
5-6 percent target set by the monetary authorities, and was
achieved in spite of international oil price increases and the
weakening of the peso. The lower inflation rate reflected slower
money supply growth as well as weaker food prices stemming
from slightly higher agricultural production and large stockpiles
of grain from the previous season.

Lower than expected inflation allowed the monetary
authorities to reduce interest rates in early 2000. But monetary
policy was tightened in May and again in September in response
to the peso’s depreciation (about 5 percent on average against
the dollar in 2000), rising US interest rates, and emerging infla-
tionary pressures. The benchmark 91-day treasury bill rate
trended upward in the latter part of the year and then reversed
itself in December 2000, reflecting the drop in policy interest
rates for the month as the exchange rate stabilized. Overall,
interest rates were lower in 2000 than in 1999 in nominal terms
but were higher in real (inflation-adjusted) terms. For example,
the average lending rate for all maturities fell from 11.8 percent
in 1999 to 10.9 percent in 2000, while rising in real terms from
5.1 percent to 6.5 percent. Tightening monetary policy was
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reflected in the reduced rate of money supply (M2) growth,
which fell from 19.3 percent in 1999 to 5.2 percent in 2000.

Fiscal performance, particularly revenue mobilization,
continues to fall significantly short of expectations. The national
fiscal deficit increased from P112 billion or 3.7 percent of GDP
in 1999 to P136 billion or 4.1 percent in 2000, substantially
higher than the government target of P63 billion or 1.9 percent
of GDP. Revenues, at P506 billion, reached only 89 percent of
the 2000 budget target because of shortfalls in tax collection
and privatization revenues. Despite the shortfalls, expenditures,
at P642 bhillion, slightly exceeded the 2000 budget target as
deteriorating economic conditions made the Government reluc-
tant to cut spending. As a consequence, national government
debt worsened from 59.3 percent of GDP in 1999 to 61.3 per-
cent as of September 2000.

With merchandise exports growing faster than merchan-
dise imports (in dollar terms), the merchandise trade surplus
rose by more than half from $4.3 billion in 1999 to an estimated
$6.7 billion in 2000, while the current account surplus
increased by only about 19 percent over the same period from
$7.2 billion to an estimated $8.6 billion because of smaller
levels of net income and current transfers. The capital account
deficit was substantially larger in 2000, despite an increase in
foreign direct investment, due to much larger outflows of port-
folio and other short-term investments. This led to an overall
balance-of-payments deficit, and a slight decline in net inter-
national reserves from $11.8 billion in December 1999 to
$11.3 billion in December 2000, a level equivalent to about
four months of imports of goods and services.

In spite of serious political problems in 2000, such as
ethnic conflict in the south, and charges of large-scale corrup-
tion against the President and his subsequent impeachment
trial, the economy nearly achieved the Government’s 4 percent
growth target in 2000. The improved performance of both eco-
nomic growth and job creation in services, and the sustained
expansion in agriculture, where most of the poor are employed,
bode well for poverty reduction, although the continued decline
of the construction sector, an important source of employment
for the urban poor, is of concern. Real economic growth is fore-
cast to slow to about 3 percent in 2001 before recovering to over
4 percent in 2002, in line with the expected improvement in
global economic conditions. Inflation is expected to rise to
about 7 percent in 2001 due to the lagged effect of fuel price
rises and pre-election spending prior to the May elections. On
the external front, a slower US economy and weaker world
demand for electronics point to a deceleration of Philippine
export growth. (A large part of exports is composed of elec-
tronic goods—see Figure 2.10.)

In January 2001, the country resolved its political
uncertainties. The early economic manifestations of this resolu-
tion were rising stock prices, a stabilizing exchange rate, and a
restoration of investor confidence. The improved political
climate should contribute significantly to carrying out the
pending economic reforms. After the May elections, the
Government needs to devote its energies to improve economic
governance. A favorable environment needs to be developed to
attract foreign direct investment, which is now crucial in a
context of anticipated slower export growth and the

Table 2.15 Major Economic Indicators, Philippines, 1998-2002

(percent)
Item 1998 1999 2000 2001 2002
GDP growth -0.6 B33 3.9 3.1 4.2
Gross domestic investment/GDP 20.2 18.6 17.6 16.0 19.0
Gross domestic savings/GDP 12.8 14.9 17.0 15.0 15.5
Inflation rate (consumer price index) 9.8 6.7 4.4 7.0 6.0
Money supply (M2) growth 8.2 19.3 5.2 10.0 10.0
Fiscal balance/GDP -1.8 -3.7 -4.1 -3.5 -2.0
Merchandise export growth 16.9 18.8 8.7 3.0 8.0
Merchandise import growth -18.8 4.1 2.1 5.0 10.0
Current account balance/GDP 2.4 9.4 115 8.0 5.0
Debt-service ratio 115 12.4 14.2 14.3 153

Sources: National Economic and Development Authority; National Statistical Coordination Board; Bangko Sentral ng Pilipinas; Bureau of
Treasury; Department of Finance; International Monetary Fund; staff estimates.
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Figure 2.10 Composition of Total Merchandise Exports,
Philippines, 1995-2000
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Government’s ballooning fiscal deficit. Provided that the
Government can revitalize the governance reforms and main-
tain political stability, the exchange rate, stock prices, inflation,
and growth rates should all improve. Continued reform of the
financial system is expected in 2001, specifically the drafting of
the Implementing Rules and Regulations for the General Bank-
ing Law of 2000.

In 2002, any cyclical recovery in global electronics
depends on a worldwide recovery of the information and
communications technology sector, which will affect the
economy’s export projections. By this time, it is expected that
reform programs such as the Omnibus Power Bill, long delayed
by the country’s political problems in 2000 and the intervening
elections, will be in place. If the anticipated reduction of the
Government’s fiscal deficit in 2001 is realized, then this
enhances growth prospects for 2002, a prerequisite for which,
however, is continuing political stability.

Issues in Economic Management

The priority for the Government is to turn its attention to the
economic reform agenda so as to restore investor confidence. In
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terms of promulgating new economic legislation, following
the establishment of an Economic Coordinating Council in
January 2000, the Government saw some success. Laws enacted
in 2000 included the Retail Trade Liberalization Act (liberal-
izing foreign ownership of retail firms), the General Banking
Law of 2000, the Electronic Commerce Act (establishing
regulations for and promoting e-commerce), and the Securities
Regulation Code (enhancing capital market competitiveness).
These laws are intended to create a business environment
conducive to domestic and foreign investment, and should help
improve investor confidence. However, the political and
economic uncertainties that characterized much of 2000
detracted the Governments attention from economic reforms,
including implementation of the above laws. The efficacy of
these new laws hinges on the Government’s success in tackling
various investor concerns, including the large fiscal deficit,
weak public sector governance, and ineffective implementation
of laws. In terms of the fiscal deficit, the emphasis should be
on revenue mobilization by streamlining the tax code to reduce
the number of exemptions and by strengthening enforcement of
tax laws.

Policy and Development Issues

The General Banking Law of 2000 was passed as part of a new
banking framework in response to the Asian financial crisis and
the changing global economic environment. The new law over-
hauls the regulatory and supervisory responsibilities of the
central bank, Bangko Sentral ng Pilipinas. It updates the classi-
fication system of banks to include universal, cooperative, and
Islamic banks. It also sets limits on the regulatory scope of the
central bank over nonbank financial institutions.

The new law is also designed to restructure the banking
system. On bank ownership, it liberalizes the entry of foreign
banks to foster competition. The law raises the maximum
foreign ownership level of banks to 40 percent of voting stock.
Also, under certain conditions, the central bank can allow a
foreign bank to own 100 percent of a domestic bank. The cen-
tral bank will, however, ensure that banks majority-owned by
locals hold 70 percent of total resources in the banking system.

The passing of the General Banking Law is expected to
strengthen the domestic banking industry and make it better
able to withstand internal and external shocks. However, the
financial sector still faces several issues. One is the weak credit
culture, as the country has one of the lowest degrees of financial
intermediation in Asia. The inadequacy of credit to vital sectors
of the economy and the inefficiency with which it is provided
still need to be tackled. Among other things, this includes
reducing or eliminating financial intermediation taxes to lower
costs. It also includes promoting competition and encouraging
greater foreign entry (addressed by the new law) as well as
strengthening public listing requirements to improve corporate
governance in the banking industry.



SOUTHEAST ASIA

Enhancing the role of capital markets is a long-term policy ~ sector are also important for the health of the banking system,
issue. While private sector borrowing comprises mainly short- including improvement of corporate governance, reinforcement
term bank credit, the development of long-term bond markets  of regulatory and supervisory arrangements, and expansion of
would help stimulate complementary financing through the  the investor base. Such reforms may include upgrading stan-
capital markets. This would contribute to lowering banks’ dards of corporate disclosure and transparency, and adopting
nonperforming loan levels. Parallel reforms in the corporate  formal rules for rehabilitating companies.
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Thailand

The economic recovery maintained its momentum in 2000 with real GDP growth of 4.2 percent, despite slower industrial
expansion. Exports were the main engine of growth as domestic demand remained weak. Monetary policy stayed
accommodative with low interest rates while the fiscal deficit improved. Reducing the level of nonperforming loans and
restructuring the corporate sector are critical to continued economic improvement.

Recent Trends and Prospects

Real GDP grew by 5.7 percent in the first half of 2000 but
slowed markedly in the second half, to give a figure for the year
of 4.2 percent, the same as in 1999. Rapid acceleration in the
first half of the year was propelled mainly by strong export
performance, by the lagged effects of earlier fiscal stimulus
packages, and by accommodative monetary policy. The slower
pace in the second half was mainly attributable to the steep rise
in world oil prices, the slowdown in the US economy, and the
uncertainty surrounding the national election scheduled for
January 2001.

During 2000, real value-added growth decelerated in both
the agriculture and industry sectors while in services, three years
of contraction were reversed. Overall, the industry sector still
led the economy with 5.2 percent growth followed by services
at 3.8 percent and agriculture at 1.2 percent. In the agriculture
sector (accounting for about 10 percent of GDP), excessive
flooding reduced crop production.

The slowdown in industrial growth was seen primarily in
manufacturing. The manufacturing production index, which
covers 62 percent of total value added in manufacturing, rose by
only 3 percent in 2000, compared with an 11.5 percent increase
in 1999. The deceleration in manufacturing growth was mainly
concentrated in domestic-oriented industries (whose share of
exports is less than 30 percent of output), which contracted by
7.1 percent. Export-oriented industries (whose share of exports
exceeds 60 percent of output) registered a manufacturing pro-
duction index increase of 20.8 percent. The industrial capacity
utilization rate for 2000 averaged just under 56 percent—a
decrease from the 60 percent rate in 1999 and still below the
average of about 70 percent that prevailed before the Asian
financial crisis.

In services (accounting for about 46 percent of GDP), the
generally robust expansion in real value added that character-
ized much of the sector in 1999 continued in 2000. The
turnaround in services came as the rate of contraction in
financial intermediation services slowed to 7.8 percent in 2000
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from 38.8 percent in 1999. The subsector shrank to less than
3 percent of GDP in 2000 from over 7 percent in 1996.

Reflecting the excess industrial capacity, the resource gap
(investment less savings) switched from a deficit of 8.1 percent
of GDP in 1996 to a surplus of 8.0 percent in 2000, as the rate
of investment after the financial crisis dropped off much more
steeply than the rate of savings.

The fiscal stance was less accommodative in fiscal year
2000, which ended on 30 September 2000. Despite its critical
role in stimulating the economy throughout 1999, fiscal
spending began to taper off in the first quarter of 2000,
reflecting the Governments policy of gradually reducing the
fiscal deficit. For fiscal year 2000, the Government’s cash deficit
was B115.9 billion, a reduction from B134.4 billion in the
previous year. Fiscal expenditure expanded by 3.5 percent, while
revenue rose by 5.4 percent. The fiscal deficit fell to 2.2 percent
of GDP from 2.8 percent in 1999. Total public debt outstanding
was B2.8 trillion at the end of 2000, equivalent to around 58
percent of GDP. This is more than three times its precrisis level
of 16.8 percent of GDP in 1996 and is the consequence of four
years (1997-2000) of budget deficits.

In 2000, to spur domestic demand, the Bank of Thailand
maintained its low interest rate policy, keeping the key policy
rate (14-day repurchase rate) at 1.5 percent a year. Yet the
average annual growth rate of the money supply (M2) in 2000
was only slightly higher than the 2.1 percent in 1999. Commer-
cial banks remained cautious in new lending, as reflected in the
level of bank credit outstanding falling by 10.2 percent at the
end of 2000 from the level of the previous year. The poor
condition of the credit market reduced the effectiveness of the
accommodative fiscal and monetary policies. With banks unwill-
ing to lend, neither government spending nor low interest rates
had a strong expansionary effect on domestic demand.

Following a historically low rate of 0.3 percent in 1999,
inflation increased to 1.6 percent in 2000. Upward pressures
came mainly from supply factors such as the rise in world crude
oil prices and the continued depreciation of the baht from an
average of 38 to the dollar in 1999 to 40 to the dollar at the end
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of December 2000. Nevertheless, given excess productive
capacity within the economy; slack labor market conditions and
weak domestic demand kept inflation subdued. Core inflation
(calculated from the consumer price index, excluding raw food
and energy items) remained at 0.7 percent in 2000, well within
the target range of 0-3.5 percent announced by the Monetary
Policy Board in May 2000.

Robust export expansion played a major role in economic
performance in 2000. The value of exports rose by 19.6 percent
over the 1999 level, although toward the end of the year export
growth decelerated. The economic slowdown in the US in the
second half of the year particularly affected exports. The value
of imports grew much more rapidly than in 1999 at 31.3 percent,
with a sharp increase in net oil imports (from 2.7 percent of GDP
to 3.7 percent in 2000), raw materials, and capital goods. As a
result, the surplus on the current account declined from
$12.4 billion in 1999 to $9.9 billion in 2000. International
reserves continued to accumulate in 2000, but at a slower rate
than in 1999, reaching $34.2 billion by the end of the year, or
more than twice the level of short-term debt and equivalent to
around seven months of imports.

External debt outstanding continued its downward trend,
with the maturity profile shifting toward long-term debt. In June
2000, all external debt figures from 1995 onward were revised
upward by the Bank of Thailand following a comprehensive

survey that included the nonbanking financial sector. Based on
the revised figures, total external debt decreased from $95.6 bil-
lion at the end of 1999 to $80.2 billion in December 2000. This
was mainly attributable to repayments by the private sector. The
share of short-term debt fell from a peak of 52 percent in 1995
to around 18 percent of total external debt in December 2000.

As the economic recovery continued in 2000, the relatively
high unemployment rates of late 1998 and 1999 fell. According
to labor force surveys conducted in May and August 2000,
unemployment, excluding seasonally inactive labor, fell to
3.3 percent of the total labor force from 4.1 percent of the total
labor force in 1999. Employment in agriculture rose by 37,000
persons or 0.3 percent year on year while nonagricultural
employment increased by 618,000 persons or 3.6 percent year
on year.

GDP growth is projected to be around 3.5 percent in 2001
due to sluggish domestic demand and less favorable external
conditions. However, economic momentum should strengthen
in 2002, provided that external conditions improve and that the
fiscal stimulus is maintained. Economic expansion remains vul-
nerable to domestic political instability, the possibility of weaker
than expected economic performance in the US and Japan, and
the risk of world oil prices remaining high. Continued progress
in financial sector reform and corporate debt restructuring is
essential to increasing the level of investment.

Table 2.16 Major Economic Indicators, Thailand, 1998-2002

(percent)
Item 1998 1999 2000? 2001 2002
GDP growth -10.8 4.2 4.2 3.5 4.5
Gross domestic investment/GDP 20.3 19.9 22.0 25.3 27.5
Gross savings/GDP 33.2 30.1 30.0 31.8 33.1
Inflation rate (consumer price index) 8.1 0.3 1.6 2.0 2.6
Money supply (M2) growth 9.5 2.1 3.6 4.0 6.5
Fiscal balance/GDP® -2.4 -2.8 -2.2 -2.0 -1.8
Merchandise export growth -6.8 7.4 19.6 7.0 11.0
Merchandise import growth -33.8 16.9 31.3 13.0 14.0
Current account balance/GDP 12.7 10.2 8.2 6.5 5.6
Debt-service ratio 21.4 194 154 134 11.4

2 Preliminary estimates.

b Central government balance on a fiscal year cash basis, ending 30 September.
Sources: Bank of Thailand; International Monetary Fund; Ministry of Finance; National Economic and Social Development Board; staff

estimates.
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Issues in Economic Management

As export demand weakens, stronger domestic demand will
become more important to sustaining the recovery. However,
credit expansion is constrained because the financial sector is
still plagued by a large overhang of nonperforming loans
(NPLs), defined as loans for which payment is at least three
months overdue. This could hamper economic growth. Some
progress has been made in reducing the proportion of NPLs,
which declined from a peak of about 48 percent of total loans
in May 1999 to 18 percent in December 2000. However, for two
reasons, the resolution of the NPL problem is incomplete and
remains a significant challenge to the Government.

First, the sharp decline in NPLs was largely due to the
transfer of some NPLs to asset management companies (AMCs),
created to remove bad loans from the banks’ balance sheets. If
these NPLs had been included in the calculation of the NPL ratio,
together with new NPLs and reentry NPLs, the NPL ratio would
have been around 30 percent (see Figure 2.11). Moreover, as of
December 2000, state-owned commercial banks and finance
companies had significantly higher NPLs than private commer-
cial banks, averaging around 22 percent and 25 percent,
respectively.

Second, as economic growth slows, some restructured
loans are resurfacing as reentry NPLs. Many commercial banks
were reluctant to accept the losses associated with writing off
bad loans and tended simply to reschedule payments. In 2000,
reentry NPLs amounted to about B200 billion, reflecting the
inability of companies to meet the new repayment schedules on
loans restructured in 1999 and early 2000. Meanwhile, despite
the overall improvement of the economy, new NPLs continued
to emerge, particularly in those industries that were still strug-
gling such as real estate and construction.

The transfer of bad assets to AMCs should allow the
banking sector to refocus attention on carrying out day-to-day
operations and on developing new lending while the AMCs
concentrate on the difficult process of restructuring corporate
debt. With some NPLs off their books, banks were able (i) to
nearly complete the task of loan-loss provisioning in 2000
(although state banks are lagging behind and some banks may
still have significant unrealized losses on their balance sheets due
to weak standards of NPL classification) and (ii) to post
operating profits. With fresh capital of about B900 billion, the
banks have made significant progress in meeting capital
adequacy standards, though additional capital may be required
as the economy slows and as new NPLs appear.

Policy and Development Issues

Although conditions are beginning to stabilize in the banking
sector, much work needs to be done to restore the health of
financial institutions and corporations so as to ensure sustained
economic growth. The Corporate Debt Restructuring Advisory
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Figure 2.11 Nonperforming Loan Ratio of Financial
Institutions, Thailand, Q4 1999-Q4 2000
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Sources: Bank of Thailand; staff estimates.

Committee, formed in 1998, has been monitoring and facilitating
the process of debt restructuring for over 2,000 large corpora-
tions. In about half these situations, creditors and debtors
reached voluntary restructuring agreements while the
remainder were sent to the civil courts for reorganization or
liquidation, creating a backlog of cases that might last as long as
eight years at current court capacity. Several legal and institu-
tional obstacles inhibit the expeditious and efficient resolution
of these cases, including a shortage of experienced bankruptcy
judges, weak insolvency criteria, and legal difficulties in
removing weak corporate management and in implementing
liquidation and foreclosure procedures. To speed up the process
of debt restructuring and restore financial sector health, these
obstacles must be removed or lessened.

Although the pace of corporate debt restructuring quick-
ened in 2000, complete resolution is likely to be a lengthy
process. This problem, which is inhibiting the ability of the
banking sector to generate new loans and stimulate domestic
demand, is related to generally weak corporate governance.
Oversight by both the Government and by corporations’ boards
of directors was ineffective (it also did little to protect minority
shareholder interests). Poor accounting, auditing, and financial
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reporting practices compounded the problem. To improve the
transparency of corporate management, the Government is
amending laws and strengthening regulations to enhance share-
holder rights, adopt international accounting and auditing
procedures, and ensure adequate government enforcement of
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regulations on corporate finance and management. The
Government must now focus on implementing these new
procedures to enhance the ability of Thai corporations to
compete in the global environment and contribute to sustained
economic growth.



A

Viet Nam

GDP growth accelerated to 6.1 percent in 2000 from 4.7 percent in 1999, due to a recovery in domestic private demand and
robust export performance. The signing of a bilateral trade agreement with the US boosted export prospects, although structural
constraints and quality problems remain. The investment rate needs to be raised to reach the Government’s target of at least

7 percent annual growth over the next 10 years.

Recent Trends and Prospects

Economic growth improved to 6.1 percent in 2000, following
two slow years when growth ranged between 4.4 percent and
4.7 percent. On the supply side, the recovery was led by a
strong performance in industry. On the demand side, domestic
consumption recovered from a slump in 1998-1999, but the
contribution of net exports to GDP growth turned negative.

The sectoral pattern of GDP performance in 2000 saw
growth in agriculture of 3.6 percent despite floods in the central
and southern regions, and drought in the north. Rice produc-
tion increased by about 3.8 percent over the 1999 level, but
producers saw their earnings dip due to low export prices,
increased transport costs (because of higher oil prices), and the
limited supply and high cost of credit. Industry turned in a
strong recovery with a 9.7 percent expansion in 2000 after two
years of slower growth. Within this sector, industrial output
surged by an estimated 15.5 percent, led by processed marine
products (up by 32.2 percent), electrical machinery (up by
23.3 percent), and cement (up by 19.1 percent). Construction
strengthened by 5.0 percent from 2.4 percent growth in 1999.
Services sector growth improved to 4.4 percent from 2.1 per-
cent in 1999. Wholesale and retail sales, accounting for over
40 percent of value added in the services sector, rose by 9.2 per-
cent, compared with 2.1 percent expansion in 1999.

On the demand side, real consumption growth increased to
5.6 percent from 1.6 percent in 1999. This pickup reflected the
rise in public sector wages and the Governments fiscal stimulus
package. The investment recovery has, however, lagged behind.
Gross domestic investment as a share of GDP was 23.0 percent
in 2000, a modest improvement from 20.1 percent in 1999 but
still below 1997's peak level of 28.3 percent. This is because the
proportion of foreign direct investment (FDI) in GDP, which
had reached 8.9 percent in 1997, has since fallen sharply and
is estimated at 3.2 percent in 2000.

The fiscal deficit is estimated to have been 3.0 percent in
2000 compared with 2.8 percent in 1999. The widening of the
deficit, financed from domestic nonbank and external sources,

98

reflects the easing of the fiscal stance to spur economic recovery.
Revenue receipts as a share of GDP fell marginally to 18.7 per-
cent from 18.8 percent in 1999, continuing the declining trend
exhibited since 1994. They should, in fact, have been stronger
given robust growth of exports, recovery of imports, and overall
economic recovery. That revenue collection did not reflect these
developments is in part because oil import tax rates were cut to
zero to contain domestic prices of refined oil products, and to
protect state enterprises from incurring losses. Also, value-
added tax on essential goods and services and on capital goods
was scaled back to ensure that these categories could gradually
adjust to the newly introduced system for this tax. Of concern,
however, is the fact that poor revenue performance poses a risk
for fiscal sustainability over the medium term. On the expendi-
ture side, overall spending as a share of GDP is estimated to
have increased by 0.8 percent to 22.0 percent in 2000. This was
due to a 25 percent wage increase in public sector salaries and
higher capital spending, mainly on rural infrastructure.

Consumer prices fell in 2000. As of end-December 2000,
the year-on-year percentage fall in the consumer price index
(CPI) was 0.6 percent. The drop in world prices of agricultural
commodities, particularly rice, led to a decline in the food price
index that was only partially offset by higher prices of nonfood
items in the CPI basket. Indeed, trends in food prices largely
determine the behavior of the CPI as food items make up
61 percent of the basket.

The monetary policy of the State Bank of Viet Nam (SBV)
was accommodative. Credit growth, subdued in 1999 at
10.5 percent, surged in 2000 to about 25 percent while broad
money supply (M2) grew by 40.6 percent. The latter’s rapid rise
was due in part to continued growth in foreign currency remit-
tances from abroad and in part to a year-end acceleration of
disbursements under state-funded projects that were deposited
in banks. Interest rate policies are gradually being liberalized. In
August 2000, SBV replaced the monthly ceiling rate on dong
borrowings with a prime monthly rate of 0.75 percent. The
ceiling interest rates for foreign currency lending were replaced
with a rate based on Singapores interbank market.
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On 1 December 2000, SBV raised the reserve requirement
ratio for commercial banks’ foreign currency holdings from 8 to
12 percent. The move was intended as an incentive to turn
dollar deposits into dong, in a bid to curb the growing
dollarization of the economy. To check the rising cost of their
currency holdings as the reserve requirement ratio increased,
local banks have been cutting the interest they pay on their
dollar deposits. Furthermore, the general reduction in dollar
deposit interest rates has lessened the incentive for local banks
to deposit dollars in foreign banks to take advantage of the
interest rate gaps that had previously existed between the local
and foreign markets. The opening of the countrys first stock
exchange is as yet only symbolic as just four local firms have
officially registered with it.

The current account surplus fell by half to 2.0 percent of
GDRP, reflecting the recovery of imports (including refined oil
products) after a three-year slump. Export performance
remained strong in 2000, with growth of 24.3 percent, led by
the price-driven surge in crude oil exports, which in value went
up by 71.2 percent but in volume by only 4.1 percent. On the
capital account, net FDI showed a modest pickup in 2000 from
its level in 1999. The signing of the $1.1 billion Nam Con Son
sea basin oil and gas exploration project in December 2000
provided a much-needed boost to Viet Nam’s FDI prospects.
Foreign currency reserves at the end of December 2000 stood
at $3.9 billion, representing 13.9 weeks of import cover. The

exchange rate was relatively stable until the last quarter of the
year when the dong depreciated. The nominal depreciation of
the dong against the dollar during 2000 was in the order of
3.3 percent. The external debt position improved after agree-
ment was reached with the Russian Federation in September
2000 in which Viet Nam secured a significant writedown of its
outstanding nonconvertible debt.

The global environment is expected to provide some
support for consolidation of Viet Nam's economic recovery. The
economy is expected to grow by 6.4 percent in 2001 and by
around 7 percent in 2002. Growth will be led by manufactur-
ing, which is expected to expand by around 9 percent. The
fiscal deficit is expected to widen over the next two or three
years to meet the costs of reform, especially in banking and
state-owned enterprises (SOEs). Inflation is projected at
around 3-5 percent in 2001 and 2002, on the assumption that
low world agricultural commodity prices that dragged down
domestic prices will recover.

The prospects of higher exports to the US over the
medium term have brightened with the signing of a bilateral
trade agreement in 2000, but structural constraints and quality
problems in the export sector need to be addressed to realize
the potential benefits of this agreement. The trade balance will
depend to a significant extent on the relative impact that softer
oil prices (vis-a-vis 2000) will have on crude oil export revenue
and the cost of refined oil imports. Export growth over the next

Table 2.17 Major Economic Indicators, Viet Nam, 1998-2002

(percent)
Item 1998 1999 20002 2001 2002
GDP growth 4.4 4.7 6.1 6.4 6.9
Gross domestic investment/GDP 23.8 20.1 23.0 24.5 26.0
Gross national savings/GDP 19.2 24.1 25.0 24.0 24.1
Inflation rate (consumer price index)b 9.2 0.1 -0.6 3.0 5.0
Money supply (M2) growth 25.6 39.3 40.6 30.0 25.0
Fiscal balance/GDP® -2.6 -2.8 -3.0 -3.9 -5.0
Merchandise export growth 2.4 23.2 24.3 12.0 13.0
Merchandise import growth -11 1.1 31.0 16.0 17.0
Current account balance/GDP? -4.6 4.0 2.0 -0.1 -1.9
Debt-service ratio 13.2 10.7 9.2 9.0 8.3

2 Preliminary staff estimates.

b Annual growth rates for 1998-2000 are based on end-of-period CPIs while 2001-2002 growth rates are based on annual averages.

¢ Excludes grants but includes onlending.
9 Excludes official transfers.

Sources. General Statistical Office; Ministry of Finance; State Bank of Viet Nam; staff estimates.
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two years is likely to be around 12-13 percent while import
growth is likely to increase faster than exports at 16—17 percent,
implying that the current account surplus will become a deficit
in 2001.

Issues in Economic Management

Notwithstanding the economic recovery now under way, the
investment response has been weak (Figure 2.12). Gross
domestic investment increased from about 15 percent of GDP
in 1991 to 28.3 percent in 1997. Following the Asian financial
crisis, it fell sharply to about 20 percent of GDP in 1999. It rose
modestly in 2000 to 23.0 percent, of which the government,
SOE, domestic nonstate, and foreign investment shares were
8 percent, 7 percent, 3.5 percent, and 4.2 percent, respectively.
The relatively weak investment response is of concern because,
to achieve the Governments GDP growth target of about 7 per-
cent or more in the coming years, the investment rate will have
to pick up to around 30 percent. The scope for significantly
higher levels of investment from government, SOE, and FDI
sources is, however, limited, meaning that private domestic
investment will have to provide much of the required increase.

Raising private domestic investment is predicated on creat-
ing a level playing field for private sector development, which
is necessary to improve the expected profitability of investment.
In turn, higher profits can become a source of savings for further
capital accumulation. Factors that have constrained private
investment in Viet Nam include (i) an industrial structure char-
acterized by a very small private corporate sector and the
predominance of household enterprises, (ii) low growth of
enterprises’ retained earnings to finance investment and their
inadequate access to term financing, and (iii) inadequate stock
of complementary public infrastructure capital.

Broadly speaking, the private corporate sector is con-
strained by the policy environment. In regard to access to term
financing, private investors are constrained by the limited quan-
tity rather than the cost of capital. The available evidence sug-
gests weak effects of changes in interest rate policy and of tax
incentives on investment. The volume of credit to the private
sector has been curtailed by the practice of preferential credit
given by state-owned commercial banks to SOEs. As a result,
the private sector has been crowded out. The rising share of
nonperforming loans, which have made banks reluctant to lend,
is also a factor. The Governmentss stated objective is to separate
policy-based lending from commercial lending, and the estab-
lishment of the National Development Assistance Fund is a step
in this direction. A potential problem in realizing this objective,
however, is that financing for this Fund is inadequate to cover
the policy-based lending that is likely to be made to loss-
incurring SOEs.

The bias against the private sector extends to the availabil-
ity of foreign exchange. While the improvement in the external
account has allowed the Government to relax import restric-
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tions and reduce foreign exchange surrender requirements,
private enterprises still continue to experience difficulties in
securing foreign exchange.

Another deterrent to private investors is inadequate infra-
structure. Viet Nam5 infrastructure needs face a large invest-
ment gap: while government forecasts indicate that investment
of 12 percent of GDP is required over the next three years, the
public infrastructure investment program can meet only half
this amount. Funding for the remainder will have to come from
retained earnings of utilities and private sources, but given that
the Government is not expected to raise tariffs, retained earn-
ings are unlikely to be sufficient for this.

Although the scope for significantly higher levels of public
investment in infrastructure is limited over the medium term,
room exists for raising the efficiency of such investment. This
can be accomplished by better targeting (particularly in remote
areas where the private sector will not invest), better mainte-
nance of existing public investment, and making public enter-
prises more efficient. The Government also needs to develop a
strategy for build-operate-transfer projects to provide additional
funds to the public infrastructure investment program. Foreign
investment in infrastructure projects would probably increase
significantly if the Government allowed international competi-
tive bidding and took steps to enhance transparency and speed
in its decision making in this area.

Policy and Development Issues

Viet Nam’s development partners have recognized the signifi-
cant progress it has made in trade liberalization, while continu-
ing to urge that the remaining agenda for trade reform should
be tackled quickly. The measures taken in the last two years
include the freeing up of trading rights, removal of export taxes,
removal of quantitative restrictions on seven commodity
groups, reduction of the maximum tariff rate, and increased
transparency and codification of the trade regime. The
Government’s commitment to trade reform is also signaled by
its participation in the ASEAN Free Trade Area, which it joined
in 1995, and the bilateral trade agreement with the US, the
implementation of which will involve further dismantling of
trade barriers.

However, the following issues remain: (i) quantitative
restrictions still cover a third of imports and need to be phased
out; (ii) the maximum tariff rate has been reduced but, at
50 percent, remains high; (iii) the number of tariff rates (12)
needs to be reduced; (iv) the cascading tariff structure requires
rationalization; and (v) trading activities that are still concen-
trated in the hands of a few state trading bodies need to be
further liberalized. Over the next few years, however, more sig-
nificant reductions in tariff levels are to be effected: tariffs on
95 percent of the tariff lines are to be reduced to under 20 per-
cent by 2003, and tariffs on imports from ASEAN countries are
to fall to under 5 percent by 2006.
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Figure 2.12 Investment Ratio,
Viet Nam, 1995-1999
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The case for accelerating the pace of trade reform has been
made on the grounds that high tariffs and pervasive quantitative
restrictions have resulted in a structure that has protected
industry. Where the economy does not have a competitive
advantage, such as in capital-intensive import-substitution
industries, protection should be reduced. At the same time,
production in areas such as agriculture and light manufactur-
ing, where the economy has a comparative advantage, should be
encouraged. Also, consumers and industries dependent on
protected goods for inputs have been penalized. The perception
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that high levels of protection make the cost of doing business in
Viet Nam high has also kept many foreign investors away,
although they have returned to other regional competitors that
have restructured their economies. Consequently, in the
changing regional environment, the Viet Nam economy risks
being left behind.

The Government must also focus attention on some of the
broader ramifications of trade liberalization and the measures
needed to mitigate some of the potential adverse effects in
designing an appropriate sequence of trade liberalization mea-
sures. This means that it will have to minimize the potential
negative revenue effects of trade liberalization, and introduce
properly structured and administered tariffs that dovetail with
a broadening of the domestic tax base.

Viet Nam faces a wide technology gap as it moves toward
closer integration with the global economy. It has a weak science
and technology base and needs to build up skills and techno-
logical capabilities required for competition in the international
economy. The problem is compounded on the demand side by
the virtual lack of dynamic domestic firms that can draw on the
country’s scientific and technological resources. So far there is
also little evidence that FDI—including that in the industrial
zones and export processing zones set up to fast-track industrial
development—nhas served as a vehicle for technology transfer.
This is partly because local industry is not yet capable of
handling subcontracting and partly because some of the earlier
investment was in import-substitution industries. The extent of
protection and enforcement of intellectual property rights is
also a factor—in industries where these rights are considered
critical, weak enforcement may have acted as a deterrent to FDI.

If the economy is to fully realize the benefits of trade and
investment liberalization, the Government will need to plan for
the acquisition of know-how in those sectors where it is to be
imported. It will also have to identify, as well as adequately
fund, research and development activities that can be under-
taken domestically. Although FDI can serve as a channel for
technology transfer, it requires an appropriate and supportive
policy environment. At the same time, the Government will
need to focus on complementary policies, including human
capital accumulation, that enhance the economys absorptive
capacity of technical know-how.
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I n 2000, the seven South Asian economies achieved generally
healthy growth by virtue of a combination of factors, the most
noteworthy of which were a strong recovery in agricultural
production, rejuvenated export activities, an increase in private
sector dynamism, and substantial price stability. India’s
economy grew at a rate of 6.0 percent in 2000, one of the best
performances among developing member countries, led by the
service sector which grew at over 8 percent. India continued to
make rapid progress in developing the information and com-
munications technology sector, which has played a major role
in recent robust growth performance. Pakistan’s GDP growth of
4.8 percent in 2000 was the highest since 1997, and was the
result of a strong agriculture sector and an increase in exports.
The year’s outcome was quite encouraging in view of poor
performance in recent years. Bangladesh also recovered well
from moderate growth in 1999 when floods devastated the
country. The pickup was mainly the result of a bumper crop,
helping the country achieve self-sufficiency in food grain
production for the first time in many years. Other countries in
the subregion showed generally strong signs of recovery during
the year, attributed largely to higher agricultural growth.

Large fiscal deficits remained a concern in the majority of
South Asian countries. The fiscal position of central as well as
local governments generally showed no improvement despite
continued efforts to stabilize annual budgetary shortfalls and
restructure overall revenue and expenditure programs. Pakistan
and Sri Lanka saw an increase in the fiscal deficit, mainly due
to an overrun in defense expenditures. Indias fiscal deficit con-
tracted from 5.5 percent of GDP in 1999 to 5.1 percent.

Inflation was generally kept under control in the subregion,
although in India the wholesale price index rose to 7.0 percent
in 2000 from 3.3 percent in 1999. Higher world oil prices were
the primary cause of this spike. Bangladesh did well in control-
ling consumer price inflation to only 3.4 percent, compared
with substantially higher levels in previous years, thanks largely
to greater availability of food items from the bumper harvest.
Nepal also exhibited noteworthy stabilization in inflation for
the same reason. In Bhutan, price developments were highly
dependent on inflationary trends in India, while in the Maldives
lower inflation resulted from better fiscal and monetary
management.

The export sector played a key role in the subregion’s
economic recovery. Following moderate growth of about
11.6 percent in 1999, India’s exports improved further by about
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17 percent in 2000, helped by faster global trade expansion and
by depreciation of the rupee. Exports from Bangladesh recov-
ered significantly due to improved foreign demand for ready-
made garments and knitwear, its two key products. Sri Lanka's
exports increased by 19.8 percent and the growth of exports in
Pakistan was also strong at 8.4 percent. Because exports were
buoyant in all the countries of the subregion, the majority of
them held their current account deficits to around 2 percent of
GDP or less.

Macroeconomic forecasts for the next two years are
cautiously optimistic, although the slowdown in the US
economy will have an adverse impact on both economic growth
and export performance. Nevertheless, the impact of the US
slowdown will probably be less pronounced in this subregion
than elsewhere in Asia, simply because it is less dependent on
the US market. India is likely to show GDP growth of 67 per-
cent in 2001 and 2002, and Bangladesh, Pakistan, and
Sri Lanka of about 4-6 percent over the same period. Inflation
is forecast to be modest, barring another steep rise in interna-
tional oil prices and assuming that weather patterns are normal,
contributing to solid agricultural performance. Exports from
the subregion, except Bhutan and Sri Lanka are likely to show
double-digit growth while imports will also be boosted by the
import demand of export industries. This should lead to current
account positions similar to those of 2000.

The subregion faces many formidable challenges that could
have serious repercussions for socioeconomic development if
they are not addressed promptly. It has had persistently large
fiscal imbalances that are a concern as they are the main reason
for the crowding out of financial resources for the private sector,
underdevelopment of the financial sector, and high credit costs.
It is, therefore, crucial that governments ensure prudent fiscal
management by reforming expenditure programs, broadening
and modernizing the tax base, and reforming their tax admin-
istrations. All these measures have to be accomplished within a
rigorously planned medium-term target aimed at a rapid reduc-
tion of the fiscal deficits.

Another major issue is pervasive poverty. The subregion is
home to more than half Asia’s poor people. Poverty reduction
efforts have not been successful in the past largely because of
high population growth, insufficient GDP growth, low human
development, and improper social assistance for the poor.
Sustained vigorous reforms to address macroeconomic and
social sector impediments are, therefore, critical if the subregion
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is to improve the people’s welfare and accelerate socioeconomic
progress. More rapid, equitable, and sustained economic
growth should be pursued, since only this can increase the level
of per capita income. However, certain microlevel antipoverty
programs need to be simultaneously implemented for both
rural and urban poor, with recognition of the large differences
in underlying circumstances of the two groups.

The countries in the subregion are faced with another
major challenge, namely the need for diffusion and adoption of
information and communications technology (ICT). While
India has made significant efforts to this end in absolute terms,
adoption rates are still far below those of many economies else-
where in Asia. Other countries in South Asia have even further
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to go. Given that the overall economic activities today are
increasingly ICT dependent and that ICT contributes to effi-
ciency and productivity, the subregion needs to strengthen its
efforts at adoption. To this end, educational reform, infrastruc-
ture development, and adequate financing are crucial.

The seven countries need to strengthen subregional coope-
ration through higher levels of foreign trade and investment and
improving joint natural resource management. Subregional eco-
nomic relationships have not been cohesive due mainly to poli-
tical factors, despite the many efforts of various subregional
groupings. Stronger economicinteraction, particularlyamongthe
countries’ private sectors, will contribute to trade and industrial
upgrading, as well as to economic growth and poverty reduction.
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Bangladesh

Economic growth, at 5.5 percent in 2000, depended heavily on agriculture, as it has in the past few years. In 2001, growth is
expected to improve marginally due to favorable prospects for agriculture and manufacturing. However, if the country is to
achieve higher, sustainable, poverty-reducing growth, the Government needs to pursue comprehensive financial sector and fiscal

policy reforms.

Recent Trends and Prospects

I n 2000, GDP growth accelerated to 5.5 percent from 4.9 per-
centin 1999; growth in both years was mainly due to successive
record crop harvests. In 2000, the country reached self-suffi-
ciency in food grain. Production was estimated to be just under
25 million tons, or about 1 million tons in excess of require-
ments (see Figure 2.13). Apart from favorable weather condi-
tions, the adequate supply of key agricultural inputs—fertilizer,
diesel, fuel, and seeds—at stable prices boosted food grain
output. For agriculture as a whole, value added increased by
6.4 percent in 2000 compared with 4.8 percent in the previous
year. Industry sector growth improved to 5.6 percent in 2000
compared with 4.9 percent in 1999. However, growth in this
sector remains lower than the growth trend of about 8 percent
in the five years prior to 1999. Sluggishness in manufacturing
is the main factor, caused largely by growing infrastructure
constraints, high costs of doing business (high real interest rates
and transaction costs), political uncertainty, scarcity of long-
term credit, and loss of competitiveness. The services sector
showed expansion of 5.0 percent in 2000, slightly higher than
in the previous year.

Remittances from overseas workers were an important
factor in raising the level of national savings to 21.4 percent of
GDP in 2000 from 20.8 percent in 1999. Gross investment rose
marginally to 22.4 percent of GDP in 2000 from 22.2 percent
in 1999 due to higher private investment; public investment
stagnated.

Export growth recovered to 8.2 percent in 2000, from the
flood-affected growth rate of 2.9 percent in the previous year.
Two products—ready-made garments and knitwear—
accounted for most of the export improvement and 76 percent
of total exports. Import growth was relatively low at 4.4 percent,
due mainly to reduced food imports. With the trade deficit
narrowing from the level of the previous year, and with strong

2000 refers to fiscal year 1999/2000, ending 30 June.
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growth (14 percent) in workers’ remittances, the current
account deficit in 2000 declined to 1.0 percent of GDP from
1.4 percent of GDP in the preceding year. Despite an improve-
ment in the current account, the overall balance-of-payments
position remained fragile, and foreign exchange reserves were a
mere $1.6 billion (2.3 months equivalent of imports) at the end
of June 2000. A substantial residual outflow in the balance of
payments under the category “errors and omissions” created
pressures on the overall balance. This residual outflow reflected
either the lags between shipment of exports and receipt of
foreign exchange, or inaccurate recording of some categories in
the balance of payments (or a combination of the two). It is also
possible that a sizable amount of foreign exchange earnings was
retained overseas.

In the 2000 budget, the Government attempted to reverse
the deteriorating fiscal trend of the last few years and projected
a revenue-to-GDP ratio of 10 percent. Despite this ambitious
target, no serious efforts were made to implement key fiscal
reforms, rationalize the tax structure, strengthen tax administra-
tion, or widen the tax base. As a result, actual revenue mobili-
zation in 2000 turned out to be considerably below budget
projections at 8.9 percent of GDP. A delay in introducing a
preshipment inspection scheme and sluggish growth in imports
contributed to the revenue shortfall. Nontax revenue collection
was also less than projected due mainly to reduced profits and
dividend income of state-owned enterprises (SOEs). In 2000,
losses of nonfinancial SOEs were estimated at Tk31 billion, or
1.3 percent of GDP. As for government expenditure, the rising
trend continued in 2000 with total expenditure amounting to
15.0 percent of GDP. As a result of weak revenue mobilization
and higher expenditure, the budget deficit increased sharply to
6.1 percent of GDP in 2000, from 4.8 percent in 1999.

At the end of June 2000, the broad money supply (M2)
accelerated steeply to 18.6 percent from 15.4 percent in June
1999. Government borrowing from the banking system rose by
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31 percent, with the central bank accounting for about half of
this. Annual growth of bank credit to the private sector declined
to 11 percent at the end of June 2000 from 14 percent in the
previous year, due mainly to slow growth in the industry sector
and the high cost of borrowing. Consumer price inflation
declined to 3.4 percent in 2000 from 8.9 percent in 1999.
Improved availability of food items (following the two record
harvests), weak business activity, excess capacity in manufactur-
ing, and delays in adjusting administered prices contributed
toward the low inflation rate.

During 2001, GDP is expected to grow by 5.7 percent
despite the dislocation caused by the severe floods in the south-
western region from late-September to mid-October 2000.
Another record harvest is anticipated, provided that the weather
remains favorable. During 2001, manufacturing output is likely
to return to its normal growth trend of over 7 percent due to
steady recovery, especially in the export-oriented garment
sector. On the external side, though export performance is
expected to improve notably, the balance-of-payments situation
will likely remain fragile with foreign exchange reserves staying
at a critical level of $1.5 billion at the end of December 2000,
or equivalent to about two months of imports. In the remaining
months of 2001, the pressures on the reserves level and the
balance-of-payments current account will depend primarily on
the Government’s success in preventing large outflows of for-
eign exchange and in improving investor confidence. The taka’s
6 percent devaluation in mid-August 2000 was a delayed
response to declining external competitiveness. Despite a mild
boost in revenue performance, the fiscal deficit is likely to
remain at about 6 percent of GDP during 2001 with sustained

pressures on government expenditures prior to the general elec-
tions scheduled to be held by October 2001. The Government
is expected to adopt a more prudent fiscal stance once the elec-
tions are over, and progress in pushing ahead with sectoral
reforms should be considerable.

Over the medium term, growth prospects for the economy
should improve. The Government is likely to favorably resolve
the issue of exports of natural gas, which will have a positive
impact on the balance of payments in subsequent years. In the
2001 budget, total government expenditures are projected to
rise further to 15.3 percent of GDP

Issues in Economic Management

Prudent fiscal management has emerged as a major challenge
facing the Government. The ratio of tax revenue to GDP rose
from 5.9 percent in 1991 to 7.3 percent in 1993, but since then
has remained constant at about 7 percent, reflecting a lack of
progress in widening the tax net and in improving the tax
administration system. On the other hand, nontax revenues are
comparatively small (a little less than 2 percent of GDP), and
they too stagnated for much of the 1990s. Over the last three
years, government expenditure, both current and capital, has
increased rapidly. As a consequence, the fiscal deficit rose to an
unsustainable level of 6.1 percent of GDP in 2000.

Fiscal management in recent years has been weak and
needs to be improved urgently to restore macroeconomic stabil-
ity. The Government needs to make serious efforts to strengthen
revenue mobilization, contain unproductive expenditure,
utilize scarce external assistance in the most efficient manner,

Table 2.18 Major Economic Indicators, Bangladesh, 1998-2002

(percent)
Item 1998 1999 2000 2001 2002
GDP growth 5.2 4.9 5.5 5.7 6.0
Gross domestic investment/GDP 21.6 22.2 22.4 23.3 24.1
Gross national savings/GDP 20.6 20.8 21.4 21.8 22.3
Inflation rate (consumer price index) 7.0 8.9 3.4 3.0 5.0
Money supply (M2) growth 11.4 15.4 18.6 16.0 16.0
Fiscal balance/GDP -4.1 -4.8 -6.1 -6.1 -5.5
Merchandise export growth 16.8 2.9 8.2 15.0 15.0
Merchandise import growth 5.4 6.6 4.4 8.0 9.0
Current account balance/GDP -1.1 -1.4 -1.0 -1.5 -1.8
Debt-service ratio 8.6 9.0 9.5 9.3 9.5

Sources: Bangladesh Bank; Bangladesh Bureau of Statistics; World Bank; staff estimates.

106



SOUTH ASIA

address the mounting problems of the banking system (dis-
cussed below), and take bold measures to deal with SOE losses
and inefficiencies. In mid-August 2000, the Government made
upward adjustments to the administered prices of natural gas
(15 percent) and various fuel oils (9-20 percent) to reflect
changes in international prices. While these measures will, to
some extent, help strengthen the Governments fiscal position,
it needs to do much more to reduce the fiscal deficit to sustain-
able levels.

Export diversification remains a major challenge for the
Government. The situation is serious because the Multi-Fibre
Arrangement, which shields the country’s exports of garments
and apparel from external competition, is due to end in early
2005. Macroeconomic stability is also necessary for sustained
export growth. In addition, a liberal trade regime that gradually
eliminates the anti-export bias and supports competitive
exchange rate management, is critical. Such management needs
to be more flexible, as delayed adjustments often cause consid-
erable uncertainty for exporters. Along with appropriate policy,
sound institutional development should be pursued.

Although the economy has received substantial amounts of
external assistance, the external debt portfolio has been man-
aged prudently and external debt in 2000 is estimated at 33 per-
cent of GDPR, with a debt-service ratio of only 9.5 percent. The
external debt is predominantly public or publicly guaranteed,
most of it carrying long-term maturities and concessionary
interest rates. However, over the medium to long term, debt
sustainability could be under pressure due to exposure to
nonconcessionary financing, especially suppliers’ credit and
publicly guaranteed foreign direct investment with significant
foreign exchange payment liabilities.

Policy and Development Issues

Despite a few significant policy reforms that the Government
has launched in recent years, the financial sector remains shal-
low and underdeveloped, and while banking has expanded in
terms of value added at a reasonable rate, a robust and efficient
regulatory system is not yet in place. The capital market is also
at a nascent stage, although progress has been made in improv-
ing market efficiency. A well-developed long-term savings
market has yet to emerge. If the economy is to achieve higher
growth and, consequently, poverty reduction, the Government
will need to carry out a wide range of policy measures to com-
prehensively reform the financial sector.

The financial system, dominated by banking, is in distress
mainly because of its large nonperforming loan (NPL) portfolio,
low recovery rates, high spreads to cover provisioning and
management costs, an inadequate legal framework, poor gover-
nance, and limited capacity of the central bank to effectively
perform its regulatory and supervisory role. Many banks, espe-
cially the nationalized commercial banks, are unable to meet the
capital adequacy requirements. As of 30 June 2000, bank NPLs
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Figure 2.13 Food Grain Production,
Bangladesh, 1994-2000
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Sources: Bangladesh Bureau of Statistics; World Food Program.

had increased to 40 percent of total loans from 32 percent at the
end of 1995. Only the private and foreign commercial banks
have been able to reduce their NPLs in recent years. The nation-
alized commercial banks remain institutionally fragile and are
subject to government and political interference. Lending con-
tinues through these banks to loss-incurring SOEs. In addition,
insider lending has affected the portfolios of several private
banks. Slow court settlement is another major impediment to
recovering overdue bank loans.

Over the last few years, the Government has taken steps to
address some of the financial sector’s problems, although
progress has clearly been slow. The Bankruptcy Law 1997 was
enacted to facilitate the recovery of bad loans. Also in 1997, the
Banking Companies Act 1991 was amended to disqualify
defaulting directors from remaining on the board of a bank. To
hurry up the disposal of default cases, exclusive loan courts and
bankruptcy courts have been set up in Dhaka and Chittagong.
Recently, steps have been taken to regulate insider lending,
restricting the size of such loans and making the process more
transparent. Some progress has been made in removing major
defaulters from the directorship of commercial banks. The
Government is considering amending key banking legislation
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and policies to improve governance, the legal framework, and
the institutional capacity of the banking system. However,
banking reforms need to be expedited. In the capital market, the
Asian Development Bank has helped the Government
strengthen and regulate the system through a reform package
via a loan. The Government has taken initiatives to address the
fundamental weaknesses of the stock market, including
strengthening the Securities and Exchange Commission,
upgrading the professionalism of market practitioners, infusing
greater transparency in market transactions, and introducing
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regulations that require higher disclosure and reporting
standards of issuers. The old paper-based system of trading on
the stock exchange has been replaced by an automated trading
system. A central depository company has been established to
facilitate scripless trading in corporate stocks. The Government
has also taken some steps toward specific reforms for encourag-
ing an increase in the supply of securities to the capital market,
including passing legislation for exploring the possibility of
investing a portion of the insurance and private provident and
pension funds in the capital market.
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Bhutan

Economic growth momentum remained strong in 2000 and this is likely to continue in 2001 and 2002. However, institutional
and human resources will need to be further developed to enhance steps toward good governance.

Recent Trends and Prospects

nitial estimates suggest that GDP expanded by 6.1 percent in
2000, with the industry and services sectors acting as the main
engines of growth (see Figure 2.14). Paradoxically, the heavy
rains and flooding during August 2000, which resulted in heavy
damage to infrastructure and industry, are likely to have signifi-
cantly boosted construction activity in restoration and
rehabilitation.

Growth in the agriculture sector is estimated to have
slowed to 2.4 percent in 2000 from 3.0 percent in 1999. Its
share of GDP has declined from over half in the early 1980s to
roughly a third today. This sectoral shift away from agriculture
toward industry and services partly reflects the rise of hydro-
power in the country in the late 1980s. Initial estimates suggest
that growth in the industry sector slowed to 10.3 percent in
2000. The August flooding forced several major industries to
suspend their operations for several months. Manufacturing
expansion, as a result, is expected to have slowed significantly.

Growth in services accelerated to 5.6 percent in 2000 from
4.5 percent in the previous year. Transport and communications
outperformed the services sector average with a growth rate of
11.8 percent in 2000, which was largely attributable to trans-
port needs generated by hydropower construction. The number
of tourist arrivals rose to 7,162 in 1999, roughly a 16 percent
increase over the previous years level.

Given that an estimated 85 percent of the population live
in rural areas, agriculture remains by far the largest source of
employment, engaging around 75 percent of the employed
labor force. Government (public administration and defense),
the next largest source of employment, accounted for only
4.7 percent of employees in 1999. The estimated unemploy-
ment rate in 1999 was 1.4 percent, and though this seems very
low, it is plausible given the overwhelmingly rural population
and the predominance of agriculture as a source of employ-
ment. Unemployment was higher in urban than in rural areas,

and among the young: 15-34-year-olds accounted for 69.1 per-
cent of the unemployed. These figures are particularly worrying
given the high rate of population growth, the existing con-
straints on both agriculture and public sector growth, and the
fact that younger people tend to be better educated than their
parents. The private sector—the engine of both growth and job
creation in most industrial countries—employed a mere
2.9 percent of the workforce in 1999 and its progress remains
stunted by a range of structural problems, including a skills
mismatch in the labor market.

India is by far Bhutan’ largest trading partner, accounting
for 94.4 percent of Bhutan's exports and 75.1 percent of its
imports in 2000. Driven by a revision of the tariff rate on elec-
tricity exports to India (exports to India grew by 7.3 percent),
overall exports in dollar terms rose by 6.6 percent in 2000
compared with the previous year. Overall growth of imports,
however, markedly outstripped that of exports, strengthening
by 12.8 percent, mainly due to a surge in imports of materials
and equipment for hydropower projects from India (imports
from India increased by 18.5 percent).

The trade deficit with India, which deteriorated by
76.4 percent in 2000 to $33.7 million, was a major factor in the
increase in the overall trade deficit of 23.5 percent to $73.4 mil-
lion. Combined with a large amount of aid-related service trans-
fers—again mainly with India—this resulted in a 27.4 percent
increase in the current account deficit to $127.0 million in 2000
from $99.7 million in 1999.

Despite registering deficits on both the trade and current
accounts, Bhutan managed to increase its gross international
reserves by 13.1 percent to $293.0 million (equivalent to
19 months of imports), largely as a result of official capital
inflows. Total debt as a proportion of GDP fell slightly from
40.2 percent in 1999 to 39.6 percent in 2000. The stock of
external debt (all concessionary official loans), however,
increased by 12.2 percent to $176.3 million, reflecting the
Government’s continued reliance on external funding

2000 refers to fiscal year 1999/2000, ending 30 June except in the case of GDP, which is on a calendar year basis.
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Figure 2.14 Real GDP Growth by Sector,
Bhutan, 1995-2000
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Royal Government of Bhutan, National Accounts Statistics Report
1980-1999, November 2000.

for development expenditures. Debt servicing remained
manageable, at 5.0 percent of merchandise exports.

Problems with the reliability of savings and investment data
for the economy limit analysis to a discussion of broad trends.
Changes in the country’s savings and investment patterns are,
perhaps unsurprisingly, closely linked to the development of
hydropower projects, which underlines the economy’s heavy
reliance on that sector. Prior to the commissioning of the first
hydropower project in the late 1980s—Chukha, with current
generating capacity of 360 megawatts (MW)—gross domestic
savings barely met domestic investment requirements. Govern-
ment expenditures regularly exceeded revenues. With the
income from Chukha, however, government revenues rose
significantly. The increase in gross fixed capital formation in
1999 was, likewise, driven largely by the surge in construction
activity related to hydropower projects. Private savings fell
significantly in 1999 as banks introduced new types of
consumer loans and borrowers took advantage of them to buy
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large consumer goods, such as vehicles. As a consequence of
greater investment and reduced savings, the savings-investment
gap widened markedly in 1999, and given the current data, it
would seem that it may have widened further in 2000.

Broad money supply remained at 21.4 percent in 2000, the
same rate as in the previous year. Inflation, as measured by
the consumer price index, fell from 9.2 percent in 1999 to
3.6 percent in 2000, its lowest ever recorded level. The fall was
largely attributable to lower edible-oil prices and to stable
rice prices.

Current fiscal expenditures in 2000 exceeded current fiscal
revenues, despite a widening of the tax base and improved tax
administration. Capital expenditure, however, significantly out-
stripped grant receipts (the conventional source for this type of
spending) and the overall deficit grew to 3.9 percent of GDP,
from 1.8 percent in the previous year.

Tax revenue, accounting for more than half of total revenue
in 1999, surged by 50.6 percent in 2000, from 8.6 percent of
GDP to 11.3 percent. This was largely due to the receipt of
arrears on excise duties from the Government of India (for 1996
and 1997) and to the greater contribution of corporate income
tax from the Chukha hydropower project following the change
to the export power tariff. Nontax revenue rose by 4.5 percent
in 2000 compared with 1999, mainly as a result of higher divi-
dend receipts from Chukha. The power sector continues to be
the leading source of revenue by far, accounting for 44 percent
of the total.

The largest allocation in the initial budget for 2001 was for
the social sector (26 percent), followed by energy (13 percent),
and communications and agriculture (11 percent each). The
effects of August 20005 flooding will probably, though signifi-
cantly, change the overall budget and sectoral shares. The floods
are likely to have a double impact on government finances,
inflicting a heavy expenditure burden due to the costs of flood-
related reconstruction, while cutting projected revenues due to
the damage done to infrastructure and industry. The budget
deficit is, therefore, expected to widen to 5.9 percent of GDP
in 2001.

Growth momentum is likely to continue in 2001 and 2002
at about 5-6 percent a year, on the back of construction related
to flood reparations and hydropower projects. However, a
higher growth rate and significant job creation will require a
takeoff in private sector activity. Prudent macroeconomic man-
agement is likely to continue, although the economy remains
largely dependent on economic events in India.

The electricity and gas subsector is forecast to grow sub-
stantially in the near future with the completion in 2001-2002
of two hydropower projects (Kurichu and Basochu). Their com-
bined capacity of about 120 MW will increase the country’s
electricity-generating capacity by a third. The Tala hydropower
project, with a generating capacity of 1,020 MW, is scheduled
to come onstream in 2006 and will make electricity and gas
together the largest component of GDP
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Issues in Economic Management

Despite a gradually improving standard of living over the last
two decades, some areas of the country face episodic food
insecurity, while the nutritional status of women and children
needs to be improved. Therefore, enhancing infrastructure is
critical to effectively address poverty and disparities that may
emerge as a result of development. Necessary institutional and
capacity development to produce timely and high-quality data
will be essential to properly plan, monitor, and evaluate the
impact of development, particularly to target future poverty
interventions.

Although the Government is likely to remain reliant on
external resources for major development activities over the
medium term, it needs to continue exploring modalities for
expanding the domestic revenue base. Current preparations for
the introduction of personal income tax, user fees for nonessen-
tial health services, and appropriate charges for other social
services and public utilities will improve fiscal sustainability as
well as the efficiency of these sectors.

The pegging of the local currency, the ngultrum, to the
Indian rupee and the presence of a large and freely circulating
volume of Indian rupees in the economy greatly limit the scope
for monetary policy. Consequently, the Royal Monetary Author-
ity of Bhutan has employed conventional instruments of central
bank policy mainly to pursue nonmonetary policy goals, such
as financial sector development and the setting of prudential
norms. Some monetary instruments, such as the cash reserve
ratio—introduced for prudential purposes—have proved rather
costly to the Authority (e.g., in the case of the cash reserve ratio,
through interest payments to commercial banks). Their ineffec-
tiveness as monetary policy tools has led to a reassessment of
their value and a consequent move to reduce their use.
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Policy and Development Issues

The process of modernization and development is bringing new
problems to Bhutan, two of which are urbanization and unem-
ployment. Urban planning has failed to keep up with rapid
growth, especially in Thimphu, the capital, and Phuentsholing.
As a result, the country now has to contend with unplanned
urban expansion and a lack of urban infrastructure. The Gov-
ernment needs to reduce the rate of migration from rural areas
by improving village life and to build infrastructure for existing
and new urban centers. While urbanization is inevitable, it is
important to plan and manage it in a holistic manner in the next
five-year development plan, which starts in July 2002.

Recent substantial improvements in access to education
have led to greater numbers of graduates entering the labor
market every year. The creation of new job opportunities is
therefore urgent, but is constrained by the country’s nascent
private sector. The Government needs to address the require-
ments of this weak private sector as well as those of a fragile
financial sector. It also needs to maintain its efforts to promote
an enabling environment through diversification of job oppor-
tunities by offering relevant skills training, encouraging compe-
tition, strengthening infrastructure, implementing appropriate
fiscal policies, and removing bureaucratic constraints for those
starting new enterprises.

Efficiency, transparency, and accountability are the goals of
the Governments ongoing restructuring exercise. The decen-
tralization process will be accelerated with the adoption of
information technology and planning based on village clusters
in the next five-year plan. However, the necessary institutions
and human resources at national, district, and village cluster
levels will need to be appropriately developed to ensure sus-
tained benefits of the restructuring and decentralization efforts.
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India

As reforms have slowed, the impulses to economic growth generated by earlier reforms have almost faded. Furthermore, structural
impediments have prevented the economy from taking full advantage of the liberalized economic environment. A concerted effort
is thus needed to prevent the economy from slipping to a slower growth path of 5-6 percent in the medium term, that is, well

below the Government’s target of 9 percent.
Recent Trends and Prospects

T he optimism that prevailed at the beginning of 2000 over the
prospects for economic expansion became more muted in the
face of unfavorable weather conditions and sluggish industrial
recovery. The real GDP growth rate in 2000 is estimated to have
been 6.0 percent, supported by growth of 0.9 percent in agri-
culture, 6.6 percent in industry, and 8.3 percent in services.
With this trend, the average growth rate of GDP during the first
four years of the Ninth Five-Year Plan (1997-2002) is estimated
at around 6 percent a year, compared with a plan target of
6.5 percent, and an average annual growth rate of 6.7 percent
during the Eighth Five-Year Plan (1992-1997). This decline in
the growth rate during the current Plan, however, has to be seen
in the context of a series of exceptional circumstances in recent
years. These include the fallout effects of the Asian financial
crisis, economic sanctions following nuclear testing at Pokhran,
border conflicts with Pakistan at Kargil, and a sharp increase in
international oil prices. Despite these adverse developments,
the Indian economy was one of the best performing in Asia
in 2000.

Compared with 1999, the Reserve Bank of India (RBI)
faced generally unfavorable policy conditions in 2000, charac-
terized by a sharp depreciation of the rupee and higher infla-
tion. Rising US interest rates and the consequent depreciation of
the rupee against the dollar prompted the RBI to take reactive
measures in July 2000 to prevent a further fall in the currency.
The bank rate was raised to 8 percent and the cash reserve ratio
to 8.5 percent; this was followed by a hike in prime lending
rates by commercial banks. Despite the higher interest rates,
though, bank credit to the commercial sector showed steady
growth, reflecting the unusually large financing needs of oil
companies to cover the high cost of imported oil. Slow growth
in net bank credit to the Government and in banks’ foreign
exchange assets contributed to a deceleration in growth of

2000 refers to fiscal year 2000/01, ending 31 March.
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broad money (M3) during the first half of 2000, though M3
showed a sharp increase in November due to capital inflows
linked to the Indian Millennium Deposits (IMD) Scheme
designed to raise financing from nonresident Indians.

The inflation rate for 2000, measured by the year-on-year
change in the monthly average of the wholesale price index, was
7.0 percent—a marked increase from 3.3 percent in the previ-
ous year. This was primarily the result of a rise in oil prices. For
instance, the Government raised the administered prices of lig-
uefied petroleum gas and kerosene by 18 percent and 50 per-
cent, respectively, on 1 October 2000. However, the ample
supply of agricultural goods and excess capacity in manufactur-
ing helped contain price rises to some extent. Prices of food
items increased by only 1.5 percent, and those of manufactured
goods by 3.0 percent.

The central Government’s direct tax revenues strengthened
in 2000. This was due to a broadening of the tax base, an
increase in dividend taxes, and a higher corporate tax collection
(due to a lower depreciation allowance). The Government
announced a number of expenditure control measures, such as
retrenchment of surplus staff, cuts in its foreign travel budgets
and nonsalary current expenditure, and reduction of subsidies
through the use of cost-based user charges for the supply of
goods and services. For medium-term management of the fiscal
deficit, the 2000 budget proposed to introduce an institutional
mechanism, called the Fiscal Responsibility Act. With these ini-
tiatives, the actual deficit of the central Government in 2000 has
been contained within the budget estimate of 5.1 percent of
GDP Although direct tax collection and nontax receipts were
buoyant, the performance of indirect taxes was poor due to
sluggish industrial production and a lower growth rate of non-
oil imports. In addition, privatization receipts fell short of the
budget target because of the slowing pace of divestment.

Despite a slowing economy and rising inflation, the
impressive performance of the export sector in 1999 continued
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in 2000. Exports rose by 17.0 percent in 2000 from 11.6 per-
cent the previous year. Exports’ strong performance ensured
that the balance of payments did not come under pressure:
however, imports also grew strongly at 13.0 percent, partly
because of a surging oil import bill. This resulted in a 4.0 per-
cent increase in the trade deficit. The current account deficit
is expected to have widened to around 1.3 percent of GDP
during 2000.

Net capital inflows are estimated to have risen from
$10.0 billion in 1999 to $12.0 billion in 2000, with inflows
of more than $5.5 billion from the issuance of IMD. Foreign
currency reserves rose to $42.1 billion, equivalent to
8.1 months of imports at the end of the year.

The rupee lost almost 7 percent of its value against the
dollar between March and December 2000 (from Rs43.5 to
Rs46.7 to the dollar). Despite this sharp fall in the nominal
value of the rupee, the depreciation of the real effective
exchange rate was much more modest—Iess than 2 percent in
2000. The rupee could experience further volatility in the com-
ing months.

In the medium to long term, the prospects for the economy
look favorable as ongoing reforms bring significant gains in
supply-side efficiency. Indeed, Indias relatively high economic
growth over the 1990s was made possible mainly by efficiency
gains with little increase in investment rates. Improved eco-
nomic efficiency was a critical factor in bringing the economic

growth rate to over 6 percent at the end of the 1990s, substan-
tially higher than the earlier average of about 3 percent a year
in the 1970s and the early 1980s. Furthermore, the reforms are
attracting new foreign investment and stimulating new indus-
tries based on information and communications technology.
India’s capabilities in this area are expanding rapidly and the
country now offers a range of products, including computer
software. Yet skepticism abounds because of India’s past record
of being very slow to accommodate change. Thus, the Govern-
ment must remain firmly committed to its reforms, which
include improvements in fiscal management.

On the assumption that no major internal or external
disturbances arise, such as adverse weather patterns or oil price
increases, the economy can sustain real GDP growth rates of
6-7 percent a year in 2001 and 2002. In fact, much depends on
the performance of agriculture and progress in industrial recov-
ery. The recent beginning of a slowdown in the US economy will
add uncertainty to the overall investment climate and export
performance.

The annual inflation rate in 2001 and 2002 in terms of the
wholesale price index is likely to fall to around 5 percent.
Despite the slowdown in global demand, exports are projected
to show steady growth at 12-13 percent. The balance of pay-
ments is likely to remain stable, with the current account deficit
improving slightly to about 1 percent of GDP in 2002. On the
capital account, access to international financial markets will be

Table 2.19 Major Economic Indicators, India, 1998-2002

(percent)
Item 1998 1999 2000 2001 2002
GDP growth? 6.6 6.4 6.0 6.2 7.0
Gross domestic investment/GDP 23.0 23.3 235 23.8 24.3
Gross domestic savings/GDP 22.0 22.3 22.7 22.8 23.1
Inflation rate (wholesale price index)b 5.9 3.3 7.0 5.5 4.8
Money supply (M3) growth 19.4 13.9 16.0 15.0 15.0
Fiscal balance/GDP -5.1 -5.5 -5.1 -4.7 -4.5
Merchandise export growth -3.9 11.6 17.0 12.0 13.0
Merchandise import growth -7.1 16.5 13.0 10.0 9.5
Current account balance/GDP -1.0 -0.9 -1.3 -1.2 -1.0
Total debt/GDP 24.4 23.5 22.0 21.0 20.2

@ Based on constant 1993/94 factor cost.
b Year on year.

Sources: Central Statistical Organisation, National Income, Consumption Expenditure, Saving and Capital Formation, 1999-2000 , January
2001; Reserve Bank of India, Annual Report 1999-2000, September 2000; Ministry of Finance, Economic Survey 2000/01, February 2001;

staff estimates.
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renewed as international credit ratings improve and as the com-
position of capital flows continues to shift in favor of nondebt-
creating financial flows in response to economic reforms.

Issues in Economic Management

Although the economy has performed well over the past few
years, it is not fully utilizing its growth potential. In particular,
the deteriorating fiscal health of the central and state govern-
ments is significantly undermining the economy’s long-term
growth potential because of inadequate public investment. In
agriculture, wide swings in production and very low productiv-
ity have been, to a large extent, the result of declining public
investment in irrigation. The rate of capital formation in agricul-
ture declined to 9.2 percent in the 1990s, from about 21 percent
during the 1970s and 1980s. So, while agriculture has the
potential to grow at more than 4 percent annually, sectoral
performance has fallen far short of this.

Industrial growth recovered from its low point of 3.6 per-
centin 1998 to 6.4 percent in 1999, but insufficient investment
in both public and private physical infrastructure remains a
major constraint to the expansion of industrial activities in the
long run. In particular, the failure of state governments to
provide basic infrastructure severely undermines the long-term
growth potential of the economy, which is prevented from reap-
ing the full benefits of market reforms and liberalization. In the
power sector, new generating capacity during the Eighth Five-
Year Plan fell short of the target by 50 percent, due primarily to
inadequate investments by state governments. The state elec-
tricity boards suffered from a deteriorating financial situation.
Similarly, in the road sector during the Eighth Five-Year Plan,
only $3.2 billion was provided for state and major district
roads, against a requirement of $5.5 billion. The deterioration
of state finances suggests that the quality of infrastructure ser-
vices is likely to get worse (see Box 2.5). Recognizing the sever-
ity of the problem, in July 2000 the Eleventh Finance
Commission recommended structural reform along with other
fiscal changes to help state governments achieve zero revenue
deficits by 2005.

While the Government recently announced an economic
growth target of 8-9 percent a year, this will require a substan-
tial increase in public and private investment from the current
23.5 percent of GDP. The household savings rate, which is close
to 20 percent of GDP, is already high, compared with other
developing economies at similar income levels. Thus, the Gov-
ernment needs to make India a favored destination for foreign
investment, although it is not possible to fill the resource gap
from external resources alone. In order to boost domestic
savings, the central Government needs to make a greater effort
to mobilize public savings, while state governments must
explore the scope for expenditure control at all levels. Politically
difficult decisions may be required to reduce expenditure,
including serious downsizing of state bureaucracies and cuts in
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Figure 2.15 Share in World Exports
and Average Tariffs, India, 1990-1999
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subsidies. Privatization will have to be placed at the top of the
central Governments reform agenda. The financial waste in
public sector undertakings is substantial and must be addressed
promptly. On the revenue side, the tax-to-GDP ratio needs to be
improved through rationalizing taxes, expanding the tax base,
and overhauling tax administration. It is particularly important
to bring more services into the tax base because of the increas-
ing importance of the services-oriented economy.

Policy and Development Issues

After the balance-of-payments crisis of 1991, the Government
undertook significant structural changes. Reforms included
liberalization of trade and gradual opening up of the capital
account. The volume of total trade as a proportion of GDP rose
from about 15 percent in 1990 to over 20 percent in 1998. The
economy has also achieved greater competitiveness in services,
particularly in the area of information technology. The opening
up of the capital account has spurred capital inflows, leading to
greater capital formation in the economy and an increase in
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Box 2.5 The Finances of State Governments

Finances of state governments in India continued to deterio-
rate in the 1990s. The combined fiscal deficit of all states rose
from 2.3 percent of GDP in 1993, to 4.3 percent in 1998, and
to close to 5.0 percent in 1999. The outstanding debt of the
states is estimated to have exceeded 20 percent of GDP in
1999, up from 18.3 percent in 1993. With interest rates on state
government borrowings rising during the 1990s, the growing
debt stock resulted in higher interest payments. In 1999, the
interest burden of the states is estimated to have risen to
20.5 percent of revenue receipts from 15 percent in 1993.

While state governments are responsible for the misman-
agement of finances and the consequent deterioration of their
fiscal health, structural factors have also played a part. Imbal-
ances between states’ revenue-raising powers and spending
responsibilities have tended to widen over the years. Under
the federal structure, states are responsible for the activities of
education, health, infrastructure facilities, maintenance of
law, etc. Yet the central Government has been vested with the
more buoyant sources of revenue. In the past, sharing of taxes
in India between the center and the states was on a tax-by-tax
basis. In particular, two central taxes were shared with states,
namely, income tax and excise duty. Two other important
taxes were not shared with states: corporation tax and customs
duty. However, under the 80th amendment to the Constitution
in May 2000, the net proceeds of almost all central Govern-
ment taxes and duties are distributable between the center and
the states. The change will widen the sharable revenue base
for the states, thereby enabling them to benefit from the aggre-
gate buoyancy of the central taxes, including that of the
corporation tax.

One major initiative taken by the central Government to
catalyze state financial reforms was to sign a series of memo-
randums of understanding on fiscal reforms with individual
states. In March 1999, the finance minister and representatives
of several states resolved that the central Government and

foreign exchange reserves. The heavier reliance on direct
investment has facilitated technology transfer and reduced the
risk of another balance-of-payments crisis. The role of external
assistance has shrunk, while that of commercial borrowing has
increased. Finally, the volume of private transfers has risen sig-
nificantly, due to the more liberal environment.

Indias trade regime was one of the most protected in the
world until the beginning of the 1990s, heavily depending on
both quantitative restrictions (QRs) and high tariff levels. How-
ever, with the introduction of new policies, the share of value
added in manufacturing protected by QRs declined from
90 percent in 1990 to 47 percent by May 1992 and to 36 per-
cent by May 1995. In fact, QRs were virtually eliminated for
imports of industrial raw materials, intermediate components,
and capital goods. However, the corresponding decline was
much less steep in agriculture, from 94 percent in 1990 to
93 percent by May 1992 and to 84 percent by May 1995. The
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states should work together to find a sustainable solution for
the states’ fiscal imbalances. They requested the central Gov-
ernment to extend an assistance package consisting of accel-
erated transfer of shared revenues and grants, increased state
borrowing limits, and limited rescheduling of loan payments
by states. This assistance package is to be linked to appropriate
time-bound, medium-term, fiscal reform programs to be
developed in consultation with each state. Since then, memo-
randums of understanding detailing the reform program to be
undertaken by each state and the assistance due have been
signed by the Government and 11 states (including Assam,
Orissa, Punjab, Rajasthan, and Uttar Pradesh). Although the
individual memorandums were drawn up separately, a set of
common objectives has emerged: downsizing state govern-
ment; compressing nonplan current expenditure; mobilizing
additional resources; increasing user charges; and implement-
ing public sector divestment and restructuring, cash manage-
ment, debt management, and institutional reform.

States’ indebtedness is complicated by the fact that in
recent years many of them have been raising funds from the
market through state-owned enterprises under state govern-
ment guarantees. These borrowings are not included in the
budget, but debt service and repayment of loans are contin-
gent liabilities of the state government that provides the guar-
antee. Therefore, these off-budget liabilities must be included
in any analysis of state finances. Recognizing the “moral
hazard” in excessive use of guarantees by state governments,
the Reserve Bank of India introduced a new regulation, effec-
tive April 1999, requiring that banks and other financial insti-
tutions assign a 20 percent risk weighting (to meet Bank for
International Settlements capital adequacy requirements) to
state-guaranteed bonds or advances outside the states’ formal
borrowing programs. If the state fails to pay the interest or
principal of these bonds or advances, a 100 percent risk
weighting will be assigned.

import of industrial consumer goods also remains under control
because of perceived political sensitivity, although some restricted
items are imported freely through transferable special import
licenses (SILs). SILs, which can be sold, are granted to selected
exporters as export incentives. SIL coverage has been extended
significantly since April 1999, with various items removed from
the restricted list and put on the SIL list, as well as from the SIL
list to the open general license list.

The Government’s balance-of-payments justification for
using QRs had become untenable given the strong current
account, substantial capital inflows, and large foreign exchange
reserves during the years following the rupee’s devaluation in
1991. Indiasunrestrained use of QRs was challenged in the World
Trade Organization balance-of-payments committee by the EU,
US, and other developed economies in December 1995. Indialost
the case and isrequired to abolish its QR regime by April 2001
underabilateral agreement signed with the USin December 1999.
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The Government does not provide direct subsidies to
exporters. They are provided indirectly through duty and tax
concessions, export finance, export insurance and guarantees,
and export promotion and marketing assistance. However, the
actual effectiveness of this complex structure in enhancing
exports is unclear. Though some efforts have been made since
1991 to reduce administrative problems and delays in imple-
menting the various export incentives, the sharp growth of
exports during 1993-1995 cannot be attributed to changes in
incentives. Rupee devaluation, removal of industrial licensing
and other controls over industry, and the opening up of imports
of intermediate and capital goods were more proximate causes.
The Government plans to phase out income tax exemptions for
exports through 2004, as well as expand the use of import duty
exemptions.

Prior to 1991, India’s import duties were among the highest
in the world. The Chelliah Committee (1992) proposed that the
average import-weighted duty rate should be reduced from
87 percent in 1990 to 45 percent by 1995 and further to 25 per-
cent by 1998. The Government lowered its average applied
tariff rate from 125 percent in 1990 to 71 percent in 1993, to
41 percent in 1995, and to 35 percent in 1997 (see Figure
2.15). The corresponding levels of average import-weighted
tariffs were 87 percent in 1990, 47 percent in 1993, 25 percent
in 1996, and 30 percent in 1998. The average import-weighted
tariff on consumer goods was also reduced from 153 percent in
1990 to 39 percent in 1998. On the other hand, the maximum
tariff rate declined from 355 percent in 1990 to 45 percent in
1997 and to 40 percent in 1999. It was reduced to 35 percent
in 2000 but has been subjected to a 10 percent surcharge, thus
making it 38.5 percent.

In February 2000, the Government took several steps to
further liberalize the capital account. Foreign investment played
a very limited role in the economy prior to 1991. It was permit-
ted in industries where the Government believed foreign tech-
nology to be necessary for economic growth. Foreign equity
participation was tightly regulated, usually to a limit of 40 per-
cent of total equity capital. A new industrial policy announced
in July 1991 liberalized foreign direct investment, foreign tech-
nology agreements, and compulsory industrial licensing. Auto-
matic approval was permitted for investments of up to
51 percent equity in 34 industries. In February 2000, the Gov-
ernment took a major decision to place all items under the
automatic route for foreign direct investment except for a small
negative list. This was an important step in dispensing with the
previous case-by-case approval procedure and in imparting
greater transparency to the foreign investment process. Further-
more, subject to sectoral policies and caps, the automatic route
would be made available to all foreign and nonresident Indian
investors who could secure 100 percent foreign investment.

116

The Government had already established the Foreign Invest-
ment Implementation Authority in 1999 to ensure that the
approvals granted for foreign investments actually reached fi-
nancial closure.

Policies relating to investments by foreign institutional
investors and to global depository receipts (GDRs) have under-
gone various changes since 1991. Indian companies were per-
mitted to raise capital through Euromarket issues of GDRs and
foreign currency convertible bonds, and to have access to inter-
national capital markets, in 1992. Also that year, certain foreign
institutional investors, including pension funds, mutual funds,
asset management companies, investment trusts, nominee com-
panies, and incorporated or institutional portfolio managers
were permitted to invest in the Indian capital market. These
investing institutions need to be registered in their home coun-
try or country of origin, and registered with the Securities and
Exchange Board of India. The profits from portfolio investment
can be repatriated freely subject to Indias foreign exchange
regulations. Since February 2000, Indian companies no longer
needed prior approval from the Government to issue GDRs; the
equity ceiling for foreign institutional investors was raised from
30 to 40 percent in the same month.

External commercial borrowings (ECBs) provide an addi-
tional source of funds to Indian companies, allowing them to
augment domestically available resources and to take advantage
of lower international interest rates. From February 2000, ECBs
were permitted within a higher annual ceiling, for example,
three times average annual export earnings for exporters, or
double the previous limit. Other ECB guidelines were relaxed
and several procedures were simplified so as to make it easier
for Indian companies to borrow abroad.

As discussed above, the Government has substantially
liberalized trade-related policies since 1991. However, these
policies have covered mainly intermediate and capital goods in
manufacturing. Agriculture remains least touched by the trade
reforms. Consumer goods imports are also restricted. Although
the Government has reduced average import-weighted tariffs
significantly over the last decade, India’ rates are still among the
highest in the developing world. A reduction in import tariffs
may lead to some loss in revenues, but this is likely to be made
up for when the QRs on consumer goods are dismantled from
April 2001. In the long run, there is an implicit agreement
among policymakers to phase down Indian customs duties to
the 12 percent level of the countries of the Association of South-
east Asian Nations. Trade in services remains another area for
future reform. During the 1990s, increased earnings from
services and other invisibles helped the economy maintain a
strong current account. Opening the services sector to interna-
tional competition is expected to make it more efficient and to
generate additional foreign exchange earnings.
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Maldives

The economy slowed in 2000, partly because of weakness in tourism and fisheries. Sustained economic growth requires fiscal
consolidation, financial market development, and skill enhancement of the labor force.

Recent Trends and Prospects

The economy decelerated to 4.2 percent growth in 2000,
compared with annual average growth of 7-9 percent between
1995 and 1999. The slowdown was general, and affected the
leading sectors of tourism and fisheries. The Government
undertook development and infrastructure projects to supple-
ment aggregate demand but their impact was limited. Per capita
income increased substantially between the early 1990s and
2000. Sound economic management and slower population
growth have been largely responsible for this boost in living
standards.

The tourism sector was weak. Although total tourist arriv-
als in 2000 increased by 8.7 percent, compared with the previ-
ous year, the impact was partly offset by a decrease in the length
of average stay. In addition, the national capacity utilization rate
has declined over the past three years because 13 new resorts
have been opened. This underutilization of bed space resulted
in a competitive reduction in room rates, and therefore the
actual contribution of the sector to the economy was stagnant.
However, the direct contribution of tourism to fiscal revenue
through bed taxes and lease rents increased. The poor perfor-
mance of the fisheries sector was due to a reduction in the fish
catch, which had been exceptionally high in 1998 and 1999.

The fiscal deficit as a proportion of GDP fell marginally
from 4.1 percent in 1999 to 4.0 percent in 2000, due to
government measures to reduce expenditures coupled with
greater than expected revenues from various sources. In recent
years, the fiscal deficit has been monetized through borrowing
from the central bank. Inflation has been kept in check since
sound fiscal management measures were introduced in 1994,
and declined from 3.0 percent in 1999 to show price deflation
of 1.1 percent in 2000. The key items that contributed to
this deflation were food, beverages and tobacco, and clothing
and footwear.

Monetary policy in 2000 aimed at facilitating sustained
economic growth and maintaining government reserves at a
comfortable level. The central bank relied on direct monetary
policy instruments such as interest rate controls, credit limits,
and a reserve ratio to control money supply growth. Total
liquidity increased by 9.1 percent in 2000, but government

117

borrowing crowded out the private sector to a large extent.
Continued borrowing from the central bank drove total govern-
ment debt up to 15.1 percent of GDP in 2000.

In the external sector in 2000, exports rose by 13.2 percent
while imports fell by 1.0 percent. Despite falling international
fish prices, a substantial rise in export volumes of canned and
dried fish generated an increase in exports. Higher world oil
prices in 2000 did not affect imports significantly because of the
slowdown in the economy. The trade deficit fell from 45.1 per-
cent of GDP in 1999 to 39.1 percent in 2000. On the services
account, the increase in tourist arrivals contributed to a surplus.
Correspondingly, the current account deficit decreased from
11.1 percent of GDP in 1999 to 4.6 percent in 2000. The overall
balance also improved, due to a stronger inflow of foreign grants
and loans. Estimates for the end of 2000 indicate that the
Government’s foreign exchange reserves could pay for
4.3 months of imports of goods and services, compared with
4.4 months at the end of the previous year. The total external
debt position improved slightly from 36.6 percent of GDP in
1999 to 36.2 percent in 2000. External debt comprised almost
entirely medium- and long-term debt. The debt-service ratio of
3.7 percent in 1999 deteriorated slightly to 3.8 percent in 2000.

GDP growth for 2001 is projected at 5.7 percent largely on
the back of tourism expansion. Major marketing and promo-
tional campaigns that were conducted in 2000 are expected to
pay off in the next few years. Tourist arrivals in 2001 and 2002
are projected to increase by 8 percent. The excess supply of beds
should fall as demand picks up, raising profit margins. The pro-
posed liberalization of the fisheries sector in 2001, including
the skipjack fishery that accounts for over 85 percent of the total
catch, will encourage competition and enhance efficiency,
thereby increasing earnings from the sector. As part of liberal-
ization moves, the monopoly enjoyed by the government-
owned Maldives Industrial Fishery Company in exporting
canned tuna will be gradually dismantled. These measures are
expected to increase both value added in the sector and export
earnings. However, if world fish prices remain depressed, the
benefits of liberalization will be delayed, perhaps until 2002 or
even later.

Although a balanced budget has been proposed for 2001,
the Government expects to make considerable savings and to
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pay back part of the outstanding debt to the central bank. The
liberalization of the fisheries sector is likely to increase private
sector investment, hence royalty payments to the Government
should rise significantly. Revenues from licenses and fees are
also expected to improve. In addition, measures introduced in
2000 to control expenditures will be strengthened and this
should help minimize pressures on the budget.

Issues in Economic Management

Financial sector reform becomes more critical for sustainable
growth as the Maldives becomes more integrated into the world
economy. The country has experienced several years of continu-
ous economic growth supported by sound economic manage-
ment. However, current macroeconomic indicators suggest that
the country’s future growth performance may be hindered by
limitations in long-term credit required for further expansion.
Understanding this, the Government, to meet short-term credit
needs, is making preparations to issue treasury bills to replace
the system of automatic deficit financing through the central
bank. To enhance long-term savings, it is pursuing the develop-
ment of life insurance companies and pension funds. The estab-
lishment of a capital market would encourage financing of
investment through the issue of long-term bonds and shares.
This will ease the current pressures on financing new businesses
and commercial undertakings, and stimulate the private sector
to take more part in economic development.

Another area that the Government needs to emphasize is
the expansion of its revenue base. At present, about 42 percent
of its revenue is generated by tourism taxes and import duties.
Past deficit financing has increased government debt to unde-
sirable levels. Identifying additional sources of revenue is, there-
fore, critical if the Government’s social and infrastructure
development programs are to continue uninterrupted, as its
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ability to finance future expenditures in excess of revenues is
limited. Several new sources have, in fact, already been identi-
fied, such as new taxes on property rental value and corporate
income to make the revenue system more resilient to external
shocks affecting receipts from tourism taxes and import duties.

Policy and Development Issues

Labor market issues represent a big challenge for the Govern-
ment. An increase in labor demand accompanying the high eco-
nomic growth of the last decade has driven the labor market
tighter. A recent increase in labor demand has been met by
expatriates from neighboring countries, despite more restrictive
government measures on foreign recruitment. Currently, over
27,000 expatriates work in the Maldives, more than 75 percent
of them in sectors such as tourism and construction that require
unskilled and semiskilled workers, where many Maldivians are
reluctant to work. On the other hand, a significant number of
students are expected to enter the job market in the next few
years, and the Government needs to prepare an environment to
accommodate them.

Enhancing the skill level of the labor force is one of the key
components not only for reducing unemployment, but also for
improving economic competitiveness and long-term develop-
ment goals. The Government has taken several initiatives in this
area. To provide cheaper and affordable opportunities for higher
education, it has established the College of Higher Education,
and is making efforts to affiliate it with recognized international
universities in conducting appropriate degree-level programs. It
is also trying to enhance the skill level of the workforce through
vocational training. In addition, it will start the implementation
of a third training and education project to develop human
resources, encouraged by the effectiveness of two previous
projects in this field.
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Nepal

The continued recovery in agricultural production in 2000 boosted the economy’s short-term prospects. However, to sustain
growth, the Government needs to push forward with its broad-based reform agenda, particularly in the areas of governance and
economic reforms. Poverty reduction remains an urgent priority.

Recent Trends and Prospects

R eal GDP growth rose to 6.4 percent in 2000 from 4.4 per-
cent in the previous year, led by agriculture and industry (see
Figure 2.16). A favorable monsoon season and wider use of fer-
tilizer led to a strong agricultural recovery in 2000 of 5.0 per-
cent growth. This met the projections of the Agriculture
Perspective Plan, which details the Government’s agricultural
development strategy for two decades. However, this rate needs
to be sustained, and the annual variation in agricultural perfor-
mance reduced. Production of food grain increased in 2000,
particularly that of rice, which rose by 8.6 percent. The industry
sector grew by 8.7 percent, led by manufacturing, which
expanded by 13.0 percent. Trade with India, and the tourism,
carpet, and garment industries registered strong performance.
However, with no large projects undertaken in 2000, electricity
and construction growth remained slow.

Consistent with an economy dominated by subsistence
agriculture, the labor force participation rate was high and the
unemployment rate low. About 86 percent of the working-age
population (aged 15 and above) were economically active, with
76 percent employed in agriculture. The unemployment rate for
the country as a whole was less than 2 percent, but the rate in
urban areas was higher than 7 percent.

Moderated by declines or only slight rises in food prices,
inflation rose by just 3.5 percent in 2000, compared with
11.4 percent in the previous year. Favorable monsoon condi-
tions led to stability in prices of food grains and vegetables. A
surplus of rice also contributed to lower prices after the main
harvest, and the food and beverages index rose by less than
1 percent. Inflation of nonfood items, however, was 7.0 percent,
up from 5.8 percent in 1999, because of increases in key admin-
istered prices, notably kerosene, electricity, and diesel. High
money growth continued with a 4.1 percent increase in inflows
of foreign assets. Broad money (M2) expanded by about
21.8 percent in 2000, slightly more than 20.9 percent in 1999.

2000 refers to fiscal year 1999/2000, ending 15 July.
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The budget deficit remained stable at 3.9 percent of GDP
in 2000. Domestic revenue collection was lower than budgeted,
with actual revenues of about 11 percent of GDP, roughly the
same as in 1999. The shortfall in revenues was balanced by the
slower than budgeted growth in development expenditures of
17 percent rather than the 48 percent envisaged in the 2000
budget. Even with slower growth, foreign grants and loans
financed about 50 percent of development expenditures, a pro-
portion that has remained largely unchanged since the early
1990s.

Nepal’s current account balance, which registered a surplus
in 1999 of 0.1 percent of GDP, switched to a deficit in 2000 of
1.5 percent of GDP, largely due to strong growth in imports.
Non-aid imports increased in 2000. Loan disbursements from
aid agencies decreased slightly from the 1999 level, but foreign
exchange reserves continued to rise. By the end of the year, such
reserves amounted to $981 million (sufficient to cover more
than six months of imports). External debt as a proportion of
GDP declined slightly in 2000 to 48.0 percent. However, be-
cause of the concessionary nature of this lending, the debt-
service ratio for external debt declined and remained a
manageable 5.3 percent of exports in 2000.

Over the next few years, the economy should remain
stable. The country has potential for growth rates exceeding
5 percent a year, but actual performance is still quite vulnerable
to changes in the weather and the Indian economy; given India’s
dominance as a trading partner and Nepal’s narrow industrial
base. An overall growth rate of 5-5.5 percent, if supported by
appropriate policies, is forecast for 2001 and 2002. Agricultural
growth may decline somewhat to about 4 percent, depending
on weather conditions, but the sector’s recovery is expected to
continue. Growth in the industry sector will moderate slightly
to 7-8 percent, and will be determined by export growth rates.
Growth in the services sector will be similar to the past at about
6 percent, boosted by a recovery in tourism revenues but
moderated by slower growth in community and personal



ASIAN DEVELOPMENT OUTLOOK 2001

services. The transport sector, where growth is linked to export
performance, should perform well.

In the absence of any external shocks to the economy,
inflation is likely to be moderate over the next few years. In
2001, it is projected at 5.5 percent, and is likely to benefit from
favorable monsoon weather throughout South Asia. The price
of rice, which dominates the price index, will probably decline
after the harvest. Nonfood prices, however, are expected to rise.
The Nepalese rupee, depreciating against the dollar, is likely to
make imported manufactures dearer, while the fuel price has
already been raised. The Government can maintain these levels
only as long as India, its main supplier, does not alter its prices.
Electricity tariffs will also need to be put up to maintain that
sector’s viability.

Monetary policy will be geared to supporting the exchange
rate peg with the Indian rupee. As such, interest and inflation
rates need to be kept in line with those in India. Continuing
monetization of the economy will provide some leeway in
monetary policy, but the 20 percent annual money supply
growth rates in recent years cannot continue without fueling
inflation. Given projections for real growth and inflation, targets
for broad money growth need to be in the range of 12-14 per-
cent in the medium term. To support the central banks efforts
to control inflation and maintain the exchange rate peg, further
development of the market for government securities is
required to break the link between budget deficits and mon-
etary expansion. Moreover, the limit of NRs1 billion on the
Government’s overdraft with the central bank needs to be
strictly enforced.

The Government’s ambitious development expenditure
and revenue targets in 2001 will be difficult to achieve, espe-
cially since pay rises and a voluntary early retirement scheme
were introduced for civil servants. Development expenditures
in the 2001 budget are projected to grow by 45 percent. These
will be financed mainly by foreign grants, which are forecast to
increase by 100 percent. Domestic revenue estimates in the
2001 budget are similarly optimistic, with a projected growth
rate of 24 percent. Actual revenue performance will depend on
the effective implementation of the value-added tax. The mini-
mum revenue level for firms covered by the value-added tax
was lowered from NRs4.5 million to NRs2 million, and the
registration of firms was accelerated to widen the tax base. The
number of registrations doubled between 1999 and 2000. As in
previous years, development expenditures will probably bear
any shortfalls in domestic revenues and foreign grants. The fis-
cal deficit for 2001 is projected to reach 4.5 percent of GDP and
rise slightly in 2002.

The current account deficit will rise slightly in 2001 as aid-
related inflows continue to increase, particularly if the Govern-
ment achieves most of its development agenda. Strong
economic growth in India will continue to bolster Nepal’s
exports but probably not to the extent seen in 2000. In exports
to other countries, garments have been strong, but are subject
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to a gradual removal of quotas in the US as part of the World
Trade Organization’s (WTQ) Agreement on Textiles and Cloth-
ing. Another area that is difficult to predict is exports of carpets
and pashmina shawls as the popularity of these products is
based on current fashions. However, business owners are con-
fident of further expansion in the medium term, and estimates
of 12-15 percent export growth mirror this view. Depreciation
of the Nepalese rupee against the dollar should also help sup-
port exports. Imports are expected to grow as rapidly as exports,
with some acceleration over time, as domestic growth lifts de-
mand for foreign products and higher public investment raises
the inflow of aid-related goods, in particular for a water supply
project in Melamchi. Overall, increased aid-related investment
inflows will drive the widening of the current account deficit in
the coming years. The expanding public expenditure program
will lead to higher external debt as a proportion of GDP, but
debt service should remain manageable at about 5.5 percent of
GDP, assuming that export growth stays strong and given the
concessionary nature of the Governments borrowings.

Issues in Economic Management

Nepal still has a predominantly agrarian economy, and the
majority of the country’s poor people live in rural areas. The
Government'’s continued commitment to the Agriculture
Perspective Plan is, therefore, critical, including its ability to
coordinate the various government departments properly and
monitor implementation. Although the completion of the
removal of fertilizer subsidies in mid-2000 was an important
step in fostering private sector involvement in the trade in
agricultural inputs, it is important that the Government does
not reinstate market distortions, but rather, further encourages
private sector participation in the agriculture sector.

Given the economys’ limited access to foreign capital mar-
kets, the savings rate is too low to support the investment
needed for sustainable reductions in poverty. Inefficiencies in
the financial sector, which is dominated by state-owned finan-
cial institutions, hamper the mobilization of domestic
resources. The financial sector is, therefore, another key area
where extensive reforms are needed, in order to strengthen
accounting and auditing standards, deregulate the sector to
increase competition, strengthen the role of the central bank,
and restructure publicly owned banks.

Commercial banking, the largest segment of the financial
sector, is dominated by the state-owned Rastriya Banijya Bank
and the formerly state-owned Nepal Bank Limited, which
together account for more than half of all commercial bank
deposits. However, a recent audit showed them to be technically
insolvent. Under government management, these banks had
developed extensive, but costly, branch networks and staff
resources. For the two banks, reforms are now needed to
achieve the following: (i) enhance the commercial orientation,
as well as the operational autonomy and accountability, of bank
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management; (ii) reduce overheads, including measures for staff
retrenchment and consolidation of bank branches; and
(iii) improve the quality of their portfolios and their loan recov-
ery rates. In addition, the state-owned development banks
(Agriculture Development Bank of Nepal and Nepal Industrial
Development Corporation) need to be included in the financial
sector reform agenda. To do this, independent audits are first
required.

To reduce the economy’s dependence on foreign assistance
for development expenditures, the Government needs to con-
tinue its efforts to mobilize domestic resources. While full
implementation of the value-added tax is one area that may
have an immediate payoff, more broad-based tax reforms are
necessary to integrate the value-added tax with income and
customs tax administration to produce a more buoyant and
responsive tax system. The efficiency of income tax law needs
to be improved, and exemptions on income taxes need to be
rationalized.

To maintain fiscal stability, reforms must also extend to the
expenditure side of the budget. Government expenditure con-
trol and better-targeted spending are needed. Preparation of a
three-year rolling expenditure plan should be expedited to raise
the efficiency of public sector investments.

Nepal has benefited from the quotas on garments imported
by the US, but the quotas will be reduced over time and elimi-
nated by 1 January 2005 as part of the WTO'%s Agreement on
Textiles and Clothing. Sudden removal of the quotas would be
devastating for this nascent industry, as Nepal would then have
to compete directly with garments made in the People’s
Republic of China and India in this important market. The gar-
ment industry must now take steps to be ready for the removal
of this protection in 2005.

Policy and Development Issues

With a per capita GDP of $244, Nepal ranks among the poorest
countries in Asia. Reducing the level of poverty thus remains the
Governments major development challenge. About 42 percent
of the population remain below the poverty line, and this rate
has not changed significantly in over 30 years, partly because of
the high population growth rate in the country (2.4 percent in
recent years). Income distribution is skewed in geographical,
social, and gender terms. The current Ninth Five-Year Plan
(1998-2002) aims to reduce poverty incidence by 10 percent at
the end of the plan period. However, the wide scope of the Plan’s
targets means that the impact on poverty is often lost when the
relevant programs are implemented. The Government recently
prepared an Interim Poverty Reduction Strategy Paper, which
provides a more focused and comprehensive framework for
poverty than the Plan. The Paper emphasizes that the Govern-
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Figure 2.16 Real GDP Growth by Sector,
Nepal, 1994-2000
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Sources: Central Bureau of Statistics; Nepal Rastra Bank.

ment should consider the impact on poverty when it prioritizes
development projects. The Paper will need to be further focused
though, and the resulting priorities incorporated into the Tenth
Five-Year Plan, for which planning begins in 2001. In addition,
improved information for monitoring the impact of specific
projects on poverty is necessary for planning purposes.

The Government has indicated its strong commitment to
introducing meaningful civil service and governance reforms. It
has already reduced the number of ministries, and has indicated
that it will also introduce governance reforms to tackle and re-
duce political interference in the civil service. The Government
in the 2001 budget stated unequivocally that Nepal needs a civil
service that is both results and people oriented. A coherent ap-
proach to improving the performance of the civil service is re-
quired, and one that will give the public a voice in determining
the services desired and how they will be delivered. Success of
this effort will depend both on the degree of consensus that the
political leadership can build, and on its own resolve.
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Pakistan

Economic performance improved in 2000, to the highest rate of GDP growth since 1996. However, large and unsustainable fiscal
deficits and an unstable external situation kept the economy under stress. The medium-term outlook depends on the pace of
structural reforms and an improvement in the balance of payments.

Recent Trends and Prospects

Appreciable improvement in agricultural performance,
together with a modest acceleration in industry and services,
boosted real GDP growth from 3.1 percent in 1999 to 4.8 per-
cent in 2000, the economy’ best performance since 1996. A
bountiful harvest propelled real agricultural value-added
growth from about 2 percent in 1999 to over 7 percent in 2000.
Bumper cotton and wheat harvests more than offset a decline in
the sugarcane harvest with the result that real value added in
crops expanded by 10 percent. Yet the poor sugarcane harvest
contributed to a collapse in sugar production that slowed the
growth of real manufacturing value added. However, this was
more than made up for by a strong recovery in construction and
faster growth in electricity and gas so that industrial growth rose
from 2.5 percent in 1999 to 3.0 percent in 2000. Real services
value-added growth increased to 4.5 percent with stronger
improvements in commerce, transport, communications, and
public administration.

With a prolonged period of relatively poor economic
performance, due in part to political turbulence, the incidence
of poverty is estimated to have risen from below 18 percent in
1988 to over 32 percent in 1999. Low economic growth rates
in Pakistan, compared with elsewhere in South Asia over the
past several years, are linked to rates of savings and investment
that are among the lowest in the subregion. As a proportion of
GDRP, gross investment remained at 15.0 percent in 2000 but
still below the 18.9 percent level achieved in 1996. Gross
domestic savings increased to 14.0 percent of GDP in 2000
from 12.3 percent of GDP in the previous year.

Large fiscal deficits continue to pose a major challenge to
the Government as it strives to lift economic performance. In
2000, total revenues as a share of GDP improved to 17.2 per-
cent from 16.3 percent in 1999. Total expenditures in 2000 rose
marginally to 23.4 percent of GDP from 22.4 percent in 1999.
This moderate rise in expenditures was achieved by reducing

2000 refers to fiscal year 1999/2000, ending 30 June.
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development spending. Current expenditures increased to
20 percent of GDP, their highest share since 1996, primarily
because of a larger interest bill (which now represents 34 per-
cent of total expenditures compared with about 24 percent in
1996). Overall, the consolidated budget deficit rose to
PRs206.3 billion or 6.5 percent of GDP in 2000, from 6.1 per-
cent in 1999. Nearly two thirds of the deficit was financed
domestically. Public debt equaled 92 percent of GDP in 2000.

While growth in the money supply during 2000 was rela-
tively modest, the composition of growth was very different
from that expected. Government borrowing was much higher
than projected while net lending to the nongovernment sector
was reduced sharply during the year, despite an easing in mon-
etary policy as reflected in reductions in the central bank’s dis-
count rate and treasury bond yields. Broad money supply (M2)
grew by 9.4 percent in 2000, faster than the 8.4 percent pace of
nominal GDP growth, but still quite low. This contributed to a
further decline in the inflation rate to 3.6 percent in 2000 from
5.7 percent in 1999. Lower non-oil commaodity prices also
helped keep inflation in check, despite higher fuel prices.

Gross official reserves fell by nearly half from $1.7 billion
in 1999 to $0.9 billion in 2000, or about four weeks of imports
of goods and services, as large capital outflows swamped an
improvement in the current account deficit. The narrowing cur-
rent account deficit (from 3.9 percent of GDP in 1999 to
1.6 percent in 2000) was attributable to a reduction in the trade
deficit and a 35 percent increase in net private transfers. The
trade deficit shrank to 2.3 percent of GDP because exports grew
strongly while imports were contained. Exports, recovering
from a contraction in 1999 and responding to strong external
demand, grew by 8.4 percent in dollar terms. Exports of cotton
manufactures, which account for about 60 percent of the total
value of exports, expanded by over 12 percent. The near dou-
bling of the import bill for petroleum products was offset by
reductions in virtually every other category of imports, in part
because of lower non-oil commodity prices.
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The Governments efforts to maintain the value of the rupee
relative to the dollar in an environment of falling investor
confidence and large-scale private outflows cost the Govern-
ment additional reserves. In real effective terms, the rupee
remained roughly stable on average over the course of 2000.
Total external public and publicly guaranteed debt was about
51 percent of GDP in 2000. External debt service on medium-
and long-term debt rose as a percentage of exports of goods,
nonfactor services, and private transfers, to 30.4 percent in
2000 from 29.4 percent in 1999.

In early 2001, the Government concluded negotiating a
program with the International Monetary Fund (IMF) under
which various reforms were agreed on. Some reforms have
already been implemented, such as the liberalization of the
exchange rate in July 2000. Although these measures are
expected to boost investor confidence and thus private invest-
ment, real GDP growth is forecast to remain sluggish over the
next two years. Manufacturing is likely to exhibit robust growth
as cotton manufactures continue to expand. However, the agri-
culture sector will probably find it difficult to match its 2000
growth rate, particularly with drought conditions in the early
part of the fiscal year and a shortage of irrigation water to
sustain expansion. GDP growth is, therefore, projected to
remain under 5 percent a year in 2001-2002. Nevertheless, as
delayed increases in administered energy prices and the effects

of recent rupee depreciation are passed on to consumers, a
significant increase in inflation to 6.0 percent is expected in
2001. Under the IMF agreement, the Government is committed
to reducing the fiscal deficit to 5.2 percent of GDP in 2001. On
the external front, with recent reforms, particularly the rupee
depreciation, double-digit export growth is expected in the next
two years. Imports are likely to grow at a slower pace than
exports, helping contain the current account deficit.

Issues in Economic Management

The new Government that came to power in October 1999 faces
a comprehensive reform agenda to reverse a decade of economic
malaise, which was due to political instability and which has
resulted in rising poverty and socioeconomic inequality. How-
ever, containing the fiscal and external deficits is an immediate
priority. A prolonged period of budget deficits in excess of
6 percent of GDP has left Pakistan with a huge debt, with debt
service accounting for a large share of the budget. While seeking
debt relief through the Paris Club, the Government undertook
several measures in 2000 to reduce the deficit. These included
revenue measures such as expansion of coverage for the sales
and income taxes, tax amnesty schemes to encourage compli-
ance, and a tax survey and registration program to widen the tax
base. On the expenditure side, it reduced the implicit fuel

Table 2.20 Major Economic Indicators, Pakistan, 1998-2002

(percent)

Item 1998 1999 2000 2001 2002
GDP growth? 4.3 3.1 4.8 3.8 4.7
Gross domestic investment/GDP 17.3 15.0 15.0 155 16.2
Gross domestic savings/GDP 15.4 12.3 14.0 11.6 13.5
Inflation rate (consumer price index) 7.8 5.7 3.6 6.0 4.5
Money supply (M2) growth 14.5 6.2 9.4 11.3 15.0
Fiscal balance/GDP® 7.7 6.1 6.5 5.2 5.0
Merchandise export growth 4.2 -10.7 8.4 14.6 14.1
Merchandise import growth -8.4 -6.7 -0.2 9.3 8.8
Current account balance/GDP -3.0 -3.9 -1.6 -1.7 -1.0
Debt-service ratio 355 29.4 30.4 - -

- Not available.
@ Based on constant factor cost.
b Excludes grants.

Sources: Asian Development Bank, Country Assistance Plan: Pakistan 2001-2003, December 2000; Asian Development Bank, 2001,
“Pakistan: Recent Trends for 1999/2000 and Prospects for 2001 and 2002", unpublished document; Government of Pakistan, Finance Division,
Economic Survey 1999-2000, June 2000; State Bank of Pakistan; staff estimates.
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subsidy by initiating an adjustment program to ensure that local
petroleum product prices reflected actual import prices. To
ensure that the target of reducing the deficit to 5.2 percent of
GDP in 2001 is met, strict implementation of the new revenue
measures is essential, particularly in respect to administration
and collection of taxes in the newly covered areas such as agri-
culture and services. In addition, expenditure controls must
include containment of defense spending as well as targeted
spending cuts if revenue collection lags.

Another major issue concerns the foreign exchange diffi-
culties that led to the IMF standby arrangement in November
2000, and that, therefore, enabled other multilateral develop-
ment banks to resume assistance to Pakistan. Exchange rate
liberalization was a significant reform, particularly in light of the
large fiscal deficits and crumbling investor confidence that
drove reserves down to about $1 billion in September 2000, at
which level they stabilized. However, the economy’s foreign
exchange requirements are still large and further debt relief is
critical. Under the IMF standby arrangement, the Government
will receive $1.5 billion. The Government obtained $1.8 billion
through a second round of debt rescheduling with the Paris
Club in January 2001. But further assistance from IMF, which
is scheduled to be provided in the latter half of 2001 in the form
of a Poverty Reduction and Growth Facility loan (such loans
have an explicit focus on poverty reduction in the context of a
growth-oriented strategy), depends on the progress of the
Governments structural reforms, including trade liberalization
measures to boost foreign exchange earnings. Under the
standby arrangement, for example, the Government has already
eliminated several administrative measures that inhibited
exports and agreed to continue with tariff reductions that were
begun in 2000.

Policy and Development Issues

Longer term, additional reforms to reduce the fiscal deficit or to
increase government capacity to facilitate social development is
essential if the Government is to achieve its development objec-
tives, including faster economic growth and poverty reduction.
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Public expenditure management is weak, partly because it
has tended to be associated with expenditure controls, and
partly because the rules and regulations are frequently
bypassed. Furthermore, interference by political leaders, lack of
transparency in public expenditure management, weak institu-
tional capacity, and weak accountability have plagued public
expenditure management. Expenditure controls are needed to
impose a hard budget constraint, but excessive preoccupation
by provincial finance departments with expenditure controls
may become an obstacle to smooth and efficient government
functioning.

The Government$s use of expenditure controls is perhaps a
consequence of overcentralized state functions and authority.
The Government publicly highlighted the issue of over-
centralization as soon as it came to power and stressed that
devolution would be a cornerstone of its reform program. A
detailed devolution proposal, prepared by the National Recon-
struction Bureau, was finalized in August 2000. On 31 Decem-
ber 2000, elections to local bodies were held in 18 districts. In
certain regards, however, the devolution plan lacks concrete
details, including (i) the fiscal transfer mechanisms between
provincial and local governments, (ii) the local governments’
revenue base, (iii) the implications of devolution for provincial
administrative structures and staffing, and (iv) the details of
local government functional responsibilities for social and
economic services.

The low level of investment stems partly from high govern-
ment borrowing, and partly from low savings rates. If recent
reform efforts in the financial sector are sustained, savings rates
should increase. These efforts include (i) plans for expedited
privatization of state-owned banks, (ii) improving the legal and
judicial process for enforcement of financial contracts, (iii) cen-
tralizing the regulatory authority in the State Bank of Pakistan,
(iv) reducing interest rates on National Savings Schemes, and
(v) improving the environment for prudential regulations and
supervision of financial institutions so as to meet international
standards. At the moment though, the financial sector is weak.
Despite a recent national loan recovery drive, the banks still
carry many nonperforming loans, which need to be reduced.
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Sri Lanka

The recovery of the world economy helped boost national economic performance in 2000. However, the ethnic conflict has been
a heavy burden on fiscal activities and the balance of payments. The Government formulated a poverty reduction strategy, though

a detailed work plan for its implementation is required.
Recent Trends and Prospects

The economy grew by 6.0 percent in 2000, compared with
4.3 percent in 1999. The services sector led the improvement.
Telecommunications, stimulated by private sector investment,
showed strong growth, while wholesale and retail trade recov-
ered, primarily because of greater external trade. Banking and
insurance continued to improve, while the number of buses and
train locomotives increased. Tourism receipts, however, fell
considerably due to the ethnic conflict in the north. The indus-
try sector also showed strong growth, particularly garments and
textiles, which were boosted by the world economic recovery
and domestic currency depreciation. The agriculture sector
slowed, due to (i) record paddy output in 1999 that resulted in
the fall of the paddy price in 2000, (ii) unfavorable weather
conditions, and (iii) the fact that the Government drew back
from its promise to purchase paddy at a reasonable price, which
further discouraged paddy production.

The share of gross domestic investment in GDP increased
from the 1999 level: in the private sector, Sri Lankan Airlines
purchased three aircraft, although public sector investment
declined. The share of gross domestic savings in GDP was lower
in 2000 than in the previous year, reflecting an increase in the
Governments dissaving. As a result, the resource gap widened
in 2000.

The fiscal deficit rose to 9.8 percent of GDP in 2000 from
7.5 percent in 1999 (see Figure 2.17). Expenditure on the con-
flict was the key factor in the higher deficit. Prior to 2000,
defense expenditure had gradually declined from a peak of
6.5 percent of GDP in 1995 to 4.4 percent in 1999. In the initial
budget for 2000, it was expected to be as low as 3.9 percent of
GDP However, the worsening of the conflict reversed the trend
and defense expenditure increased to 5.1 percent of GDP. In
associated measures, the Government raised the national secu-
rity levy and excise taxes on alcohol and tobacco, and reduced
nonessential capital expenditure by about 10 percent.

In order to finance the large fiscal deficit—exacerbated by
the delay in the sale of telecommunications shares—the Gov-
ernment turned to domestic financial institutions. This exerted
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unexpected pressure on credit markets. Consequently, interest
rates rose and the private sector was crowded out of the domes-
tic financial market. Utilization of foreign funds was impaired
by cumbersome procedures in awarding tenders and the lack of
counterpart funds. A decline in public investment and failure to
maintain capital assets over the years have seriously reduced the
production potential of the economy.

The main aims of monetary policy were to maintain stabil-
ity in the financial market and keep inflation down. Other
objectives included stabilizing interest rates, guaranteeing
liquidity in the economy, and preventing volatility in the foreign
exchange market. There was pressure to expand domestic credit
to finance growing businesses and international trade. On the
other hand, the decline in net foreign assets reduced the mon-
etary base and had a contractionary effect on the money supply
(M2). The net effect was an overall increase in the money supply
of 13.0 percent. The repurchase rate was nearly doubled from
9.25 percent at the end of 1999 to 17 percent at the end of 2000
to take some pressure off currency depreciation. Other market
interest rates also increased.

As part of financial sector reform, two state banks were
restructured, including a change of management. The consen-
sus built between employees and employers on this matter was
a positive step, but implementation of the restructuring may
take more time than expected.

Merchandise exports grew by 19.8 percent after a 3.9 per-
cent contraction in 1999. The trend toward diversification of
exports away from garments and textiles stalled, as the export
growth rate of other industrial products such as ceramics,
leather, paper, and other engineering products slowed. Earnings
from tea exports increased due to high prices and renewed
demand from the Commonwealth of Independent States. How-
ever, exports of other agricultural products declined. Merchan-
dise imports surged by 22.4 percent in 2000 after 1.5 percent
growth in 1999. Imports of consumer goods, except rice,
increased. Intermediate goods imports, representing a little
more than 50 percent of total merchandise imports, rose faster
than imports of consumer goods and investment goods (exclud-
ing aircraft). Imports of petroleum went up by 76 percent.
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As a result, the trade deficit widened to 8.7 percent of GDP,
while the current account deficit deteriorated to 6.0 percent.
The capital account also worsened, because foreign direct and
portfolio investment fell and long-term capital flows declined.
Reduced inflows of foreign funds required the central bank to
draw down on its reserves, with the result that by the end of
2000 official reserves were only sufficient to finance 1.5 months
of imports of goods and services.

The level of the exchange rate has been frequently debated
over the last few years. The Government has opposed devalu-
ation on the grounds that it would affect the budget deficit by
increasing interest and debt repayments. However, a widening
of the currency band was a major step toward market orienta-
tion of the exchange rate regime. The practice of making daily
announcements of the buying and selling rates was discontin-
ued. During the year, the domestic currency depreciated by
7.2 percent. The external debt burden increased marginally,
from 57.4 percent of GDP in 1999 to 57.7 percent in 2000.

Inflation increased to 6.2 percent in 2000 from 4.7 percent
in 1999, mainly because of price increases of agricultural prod-
ucts, including food. Unemployment remained on its declining
trend of the last few years, and fell to about 7 percent in 2000.
However, unemployment among new graduates was very high.

GDP is forecast to grow by 4.5 percent in 2001, a lower rate
than in 2000, but it should strengthen to 5.0 percent in 2002.
Any improvement in the agriculture sector will be limited in
2001, largely due to droughts that affected production in some
areas in 2000. Agricultural output should pick up again in
2002, returning to the trend growth rate. Currency devaluation

and increases in the administered prices of diesel, gas, and elec-
tricity will have a large impact on price levels in 2001, and they
are likely to push inflation to about 8 percent in 2001 and to
about 6 percent in 2002.

The rate of investment is likely to fall slightly in 2001. The
previous decline in investment (excluding aircraft) was due
mainly to a lack of investment opportunities and not to high
interest rates or economic uncertainties. Because of this, invest-
ment cannot recover quickly, though some improvement may
be seen in 2002. Domestic savings will likely decline marginally
in 2001. The Government has to take strong action to cut
expenditures to reduce the budget deficit. The projection is for
a slight improvement in the budget deficit in 2001-2002.

It is projected that, in 2001, growth of exports will fall
substantially to just over 3 percent; and that of imports to below
3 percent. The slow expansion of trade is the result of a com-
bination of factors, including slower growth in import demand
of industrial countries for textiles and garments and a downturn
in the import of capital goods. The current account of the
balance of payments is forecast to improve in 2001-2002,
merely because large import volumes are unlikely. Stronger ser-
vices sector earnings and steadily increasing private remittances
are likely to be contributory factors.

Issues in Economic Management
Although the formation of provincial councils was allowed for

by an amendment to the constitution adopted in 1987,
national-provincial fiscal relations are still not clearly defined

Table 2.21 Major Economic Indicators, Sri Lanka, 1998-2002

(percent)
Item 1998 1999 2000 2001 2002
GDP growth 4.7 4.3 6.0 4.5 5.0
Gross domestic investment/GDP 251 27.1 29.0 27.0 27.5
Gross domestic savings/GDP 19.1 19.8 19.0 18.9 19.3
Inflation rate (consumer price index) 9.4 4.7 6.2 8.0 6.0
Money supply (M2) growth 9.7 13.3 13.0 13.5 11.0
Fiscal balance/GDP? -9.2 -7.5 -9.8 -8.5 -8.3
Merchandise export growth 3.4 -3.9 19.8 3.2 4.2
Merchandise import growth 0.4 15 22.4 2.6 1.0
Current account balance/GDP -14 -3.6 -6.0 -3.8 -2.5
Debt-service ratio 13.3 15.2 13.8 13.6 134

2 Excludes grants but includes net lending.
Sources: Central Bank of Sri Lanka; Ministry of Finance and Planning;
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staff estimates.
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due to a lack of understanding about the devolution of powers.
The amendment transferred development and many adminis-
trative functions to the provincial councils. An arrangement
largely mirroring that of the central Government was estab-
lished in the provinces, and the Finance Commission drew up
criteria to allocate funds to the provinces. Nevertheless, some
conflicts arose between the center and the provinces.

Many provincial councils, due to lack of experience in
handling development activities on their own, failed to use the
funds in a rational way, or spent the funds without control on,
e.g., vehicles. Since then, some controls have been introduced
and central government line ministries have taken over devel-
opment activities. Provincial councils have not been allowed to
take part in many of the line ministries’ actions.

Understanding this situation and the weak capacity of the
provincial councils, the Finance Commission began allocating
funds as special grants to provincial councils in 1997, and
issued guidelines for using the funds. However, in the utiliza-
tion of funds, unwarranted political interference and the lack of
commitment to strategic planning were demonstrated again.
Beginning in 2000, funds were allocated based on projects
developed by the provinces; training is now provided to ensure
better implementation. For 2001, the Finance Commission
asked the provincial councils to prepare specific development
plans. However, certain provincial governments prefer block
grants without specifying projects.

Policy and Development Issues

The Government prepared its Framework for Poverty Reduc-
tion after a two-year analytical and consultative process
involving many government agencies, donors, research
institutes, and nongovernment organizations. Based on an
analysis of the poverty situation, the Framework advocates a
strategy of three main thrusts: reducing poverty by creating
opportunities for pro-poor growth, strengthening the social
protection system, and empowering the poor and strengthening
governance.

The first thrust signals a fundamental shift in the role of the
Government with regard to poverty reduction. Its new role is to
create an enabling environment for poverty reduction, not to
attempt to solve poverty directly through public spending. The
Framework provides an array of measures aimed at enhancing
opportunities for the poor to participate in the growth process,
and seven sets of strategic initiatives were defined.

As part of the second thrust, the Framework calls for social
safety net reform to reduce the mistargeting and adverse incen-
tive effects that have characterized past programs, including
better protection for those displaced by the conflict and a shift
from cash grants to social insurance. The third thrust focuses on
the need to transform governance and empower the poor.
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Figure 2.17 Defense Expenditure, Fiscal Deficit,
and Financing, Sri Lanka, 1995-2000
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Sources: Central Bank of Sri Lanka; Ministry of Finance and
Planning.

Institutional governance is to be strengthened by upgrading
management practices in public service. Macroeconomic
governance will be improved by tightening financial account-
ability. Decentralization is to be promoted, while regional fiscal
imbalances are addressed and procedures for local government
public expenditure management are improved. Community-
based initiatives will still be supported, but with greater local
cost sharing and in clear response to initiatives articulated by
the poor. The Framework also proposes asset redistribution
to enable hard-core socially excluded groups to rejoin the
economic mainstream.

Specific approaches are outlined in each of the three main
thrusts. If successfully implemented, these approaches will
greatly improve the impact of the efforts of the Government,
international agencies, and civil society to reduce poverty.
However, the Framework does not include a work plan for
implementing the strategy, nor does it pay enough attention to
the link between the ethnic conflict and poverty reduction.
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Real GDP of the 12 Pacific developing member countries contracted by an average of 1.8 percent in 2000, largely due to political
instability and social unrest in the Fiji Islands and Solomon Islands. Weakening currencies and rising international oil prices
caused average inflation to rise to 11.5 percent in 2000. Most governments maintained macroeconomic stability because of their
generally prudent fiscal and monetary policies. The medium-term outlook for the Pacific is positive, but this depends on a return

to macroeconomic and political stability.

T he momentum of economic recovery in the Pacific, begun in
1999, was not sustained in 2000 due to political instability and
social unrest in the Fiji Islands and Solomon Islands. Further,
growth in the largest economy in the subregion, Papua New
Guinea, slowed significantly. Aggregate real GDP of the 12
Pacific developing member countries (DMCs) declined by
1.8 percent in 2000 compared with 4.1 percent growth in the
previous year. However, this masks improved growth for some
Pacific DMCs, led largely by tourism and construction.

Fiji Islands, Kiribati, Marshall Islands, and Solomon
Islands saw their economies contract. While the contraction in
Solomon Islands was broad based and affected the entire formal
sector of the economy, the nonagriculture sectors, including
tourism and garments, were the worst affected in the Fiji
Islands. Declines in real GDP in Kiribati and the Marshall
Islands were largely due to contractions in the industry sector
and weaker domestic demand. Papua New Guinea’s growth
slowed largely due to a contraction in mining. Cook Islands,
Federated States of Micronesia, Papua New Guinea, Samoa,
Tonga, Tuvalu, and Vanuatu saw growth in real GDP. While
Cook Islands, Tonga, and Vanuatu experienced buoyant growth
in visitor numbers due to their weak currencies, promotion
activities, and unrest in the Fiji Islands, GDP growth was led by
construction activity in Samoa, Tuvalu, and Vanuatu.

Inflation in Cook Islands, Kiribati, Federated States of
Micronesia, Nauru, Papua New Guinea, Tonga, Tuvalu, and
Vanuatu rose in 2000 as a result of weakening currencies and
increasing world oil prices. In contrast, the Marshall Islands —
which uses the US dollar as its medium of exchange—experi-
enced deflation of about 2 percent, caused by US dollar
strength. Inflation in the Fiji Islands and Solomon Islands
declined slightly, largely due to a fall in demand, although it still
remained high in Solomon Islands at 6.6 percent due to short-
ages of local food supplies.

Except for Cook Islands, Marshall Islands, Papua New
Guinea, and Vanuatu, Pacific DMCs’ overall balance-of-pay-
ments positions deteriorated, mainly due to higher oil costs in
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2000. The balance-of-payments positions improved markedly
due to a stronger US dollar in the Marshall Islands, improved
exports in Papua New Guinea, and increased transfers from
international aid agencies in Vanuatu. The external debt posi-
tion improved in 2000 in most Pacific DMCs. However, a few
of them, including the Federated States of Micronesia and
Nauru, still have very high debt-service ratios.

With a gradual return toward normalcy in the Fiji Islands
and Solomon Islands, and the expected response of the Papua
New Guinea economy to the reforms currently under way, the
medium-term growth prospects are solid for Pacific DMCs.
However, subregional macroeconomic stability is fragile, and is
vulnerable to internal and external economic developments.
Securing and maintaining both macroeconomic and political
stability remain crucial for ensuring a strong economic future.

The outlook is for inflation to fall in most Pacific DMCs
during 2001 and 2002 in response to a slowing world economy,
rebounding currencies, and lower oil prices. The exceptions to
this outlook are Fiji Islands, Marshall Islands, and Samoa, with
a buildup of some inflationary pressure in Samoa due to strong
economic growth being a concern.

Pacific DMCs have only limited opportunities to achieve
economies of scale in production due to their small size and
geographic fragmentation. Their production base is also narrow.
As a result, high external trade ratios and vulnerability to exter-
nal economic developments are innate to them. In this sense,
globalization is not a new concept for the Pacific. Because of a
high degree of openness and, in the majority of them, the use
of foreign currency as a medium of exchange, Pacific DMCs
have to maintain macroeconomic parameters within a narrow
range. Over time, these economies have institutionalized
mechanisms to operate the macroeconomy under these
constraints, while maintaining high external economic interac-
tion. Major economic reforms, which were largely supported by
the Asian Development Bank and initiated toward the end of the
1990s, helped the process. Further, despite instabilities caused
by external economic events, the Pacific DMCs have recorded
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Box 2.6 East Timor

Background

East Timor is situated between Australia and Indonesia, and
occupies the eastern part of the island of Timor. The land area
of 14,874 square kilometers is largely mountainous, is prone
to drought, and has a tropical climate with distinct wet and dry
seasons. The economy remains predominantly agricultural,
with coffee the most important export commodity. The popu-
lation is estimated at 780,000, with another 100,000 esti-
mated to be in refugee camps in West Timor.

Following the violence and destruction after the referen-
dum on independence in August 1999, the territory of East
Timor was brought under United Nations supervision. The
United Nations Transitional Administration in East Timor
(UNTAET) was established in accordance with United Nations
Security Council Resolution 1272 (1999) of 25 October 1999.
On 9 December 1999, a Trust Fund for East Timor (TFET) was
established with support from international agencies. TFET
grant projects are formulated and supervised by the Asian
Development Bank (ADB) and the World Bank. In addition,
ADB provided technical assistance grants amounting to
$4.8 million in 2000.

Economy

While East Timor was among the poorest provinces of
Indonesia, its real GDP is estimated to have grown at an annual
average rate of 10 percent during 1994-1996, largely due to
heavy spending on roads and construction. In 1996, its real per
capita GDP was $430. In 1997, real GDP grew by 4 percent,
but contracted by over 2 percent in 1998, largely due to the
Asian financial crisis. This was associated with high inflation
(of 80 percent) and high interest rates (of 38 percent) in 1998.

Early estimates suggested a 40 percent decline in real GDP
in 1999, though the decline is now considered to have been
less. The violence and unrest associated with moves toward
independence shook the entire foundation of the economy,
involving destruction of public and private property, disrup-
tion of the agricultural cycle and trade, and devastation to a
large part of the infrastructure. Most people avoided starvation
through switching to alternative foods such as root crops like
cassava, drawing on past savings, securing support from rela-
tives, and obtaining food from aid agencies. At the macro
level, the economy functioned temporarily on a cash basis
due to the complete breakdown of the banking and payments
system, while the system of government collapsed and collec-
tion of revenue from all sources stopped.

With a gradual return toward normalcy, the economy has
rebounded strongly, albeit from a low base. Real GDP grew by
15 percent in 2000, largely due to initial reconstruction works
and the gradual restoration of commerce and basic services.
Due to favorable weather, output of maize, rice, and coffee
also improved in 2000. Inflation appears to be falling, while
regional disparities in the prices of staple foods are becoming
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less pronounced. Agriculture remains the main employer of
the labor force, and although public employment has been
growing, unemployment remains high, while the high wages
paid by the international aid organizations and the inflexible
wage structure of the East Timor Transitional Administration
(ETTA) are distorting the labor market.

While the main government functions are being carried
out by the ETTA, financial support is also provided by other
agencies such as TFET and bilateral donors. The combined
budget sources of East Timor for fiscal year 2000/01 (July
2000-June 2001) provide for total revenue of $25.1 million
and total expenditure (including net lending) of $183.0 mil-
lion. The overall deficit of $157.9 million (about 55 percent of
GDP) is to be financed largely by external grants.

Early in 2000, the National Consultative Council adopted
the US dollar as legal tender, though the Indonesian rupiah con-
tinues to be widely used. While residents have begun to depo-
sit funds in commercial banks, these banks have not yet started
to make loans to the business community and households.

Exports of coffee were estimated at $8 million in 2000,
significantly below the preconflict level of about $25 million.
Because of large import components associated with official
aid flows, both trade and current accounts deteriorated
sharply. Private imports remain low but are gradually rising. In
2000, the current account deficit was 51.7 percent of GDP,
and is projected to remain at high levels of about 55 percent
and 33 percent of GDP in 2001 and 2002, respectively.

The medium-term outlook for the economy, based on the
maintenance of peace and relative stability, is for general
growth and improvement in social conditions. The economy
is expected to continue its 15 percent growth momentum in
2001 and 2002. Agriculture, construction, and services are
likely to be the main engines of growth. Prices are expected to
stabilize: inflation, measured by the consumer price index in
Dili, is forecast to be 3 percent in both 2001 and 2002.

Policy and Development Issues

While much remains to be done, a basic administrative and
legal framework has been established in East Timor. In terms
of economic institutions, the Central Payments Office has
started to provide basic depository and payment services for
the ETTA. Several regulations for the banking and payments
system have been enacted. The Central Fiscal Authority has
started revenue and budgetary functions.

Setting up the appropriate policy and institutional frame-
work now is a crucial exercise, as this initial framework will
profoundly shape the economic future of East Timor. This,
together with developing an enabling environment for the pri-
vate sector, needs to be assigned a high priority: a commercial
legal framework, land and property rights, labor laws, and a
labor dispute-resolution mechanism need to be established. In
addition, a major effort on human resources development is
needed for both humanitarian and development reasons.
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modest economic growth and improved their human develop-
ment indicators over the last two decades. However, greater
global integration of markets and associated instabilities pose
new challenges for them.

The small Pacific DMCs are subject to high variability in
government revenue due to their vulnerability to external
economic developments, and their heavy reliance on aid,
royalties from natural resources, and other irregular or windfall
forms of revenue. Some Pacific DMCs have introduced trust
funds, or some form of revenue equalization reserve fund, to
assist in smoothing government revenues. Success varies:
Kiribati, Tonga, and Tuvalu have managed to develop quite
substantial funds, though the size of the Marshall Islands fund
is still modest.

The rapid growth of information and communications
technology (ICT) has opened up new opportunities for both
external interaction and internal economic management in the
subregion. Pacific DMC governments and the South Pacific
Forum were quick to spot the importance of ICT, the growth of
which has the potential to solve many problems emanating from
remoteness and geographic fragmentation. Many Pacific DMCs
have adopted specific policies on ICT—for example, Papua
New Guineas Information Technology Board Strategic Plan
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2000—while tele-health facilities are already operating from
Hawaii for the Marshall Islands and the Federated States of
Micronesia, and from New Zealand for the Cook Islands.

Many Pacific DMCs, particularly Papua New Guinea,
Solomon Islands, and Vanuatu, have low human development
and high poverty indices. The cost of living in Pacific DMCs is
high because of steep transportation costs. Pacific DMCs also
face issues related to vulnerability to natural disasters and access
to basic services, particularly in the more remote islands. In
addition, social and economic inequalities are growing, as are
inter-island and rural-urban disparities. In this regard, greater
poverty and rapid environmental degradation, due to increasing
populations and overexploitation of natural resources, are
issues requiring urgent resolution.

Economic reforms initiated near the end of the 1990s were
mainly triggered by fiscal crisis. These reforms focused on fiscal
discipline, government downsizing, private sector develop-
ment, and strengthening good governance institutions. In 2000,
governments increasingly recognized the need to strengthen
public service delivery so as to extend the benefits of reform to
the poor and the vulnerable. Further, they placed more empha-
sis on financial sector development to promote effective mobi-
lization of savings and private sector growth.
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Cook Islands

Real GDP improved by 3.2 percent in 2000, led by growth in tourism. The economy is set to maintain this momentum in the
medium term. The Government’s principal policy issue remains completing the Economic Restructuring Program that began in

1996, and consolidating its achievements.

Recent Trends and Prospects

Real GDP grew by 3.2 percent in 2000 (see Figure 2.18).
Tourism receipts amounted to NZ$71 million, representing an
improvement of 8 percent as visitor numbers reached a record
64,500. This was partly due to more visitors from the northern
hemisphere, reflecting a strong US dollar, and political instabil-
ity in the Fiji Islands that prompted tourists to switch destina-
tion. The black pearl industry and the commercial agriculture
sector also showed moderate growth rates of 6 percent and
4 percent, respectively.

Inflation in 2000 was 2.0 percent, a moderate increase
from the 1999 rate of 1.4 percent. Inflation rose through the
three quarters ending September 2000 to reach 3.5 percent.
Employment expanded strongly in 2000, as a flow-on effect of
the growth in tourism that stimulated buoyant demand in the
retail, commercial agriculture, and restaurant and hotel sectors.

The budget surplus in 2000 was NZ$2.3 million. Tax rev-
enues increased by 15.3 percent, reflecting improved trading
conditions for the private sector and settlement of large tax
assessments. Government expenditure rose by 7.5 percent to
NZ$50 million. Government debt stood at 74.5 percent of GDP
in 2000, an improvement on the 1999 level of 77.2 percent.
While no official figures are released on the level of debt service,
the Government has reported improvements in this regard.

Total merchandise trade for 2000 was equivalent to 65 per-
cent of GDP. It consisted of NZ$9.4 million in exports in a
narrow range of primary products (predominantly black
pearls), and NZ$89 million in imports (principally food and
live animals, machinery, and transport equipment). In compari-
son, merchandise trade in 1999 amounted to 55 percent of
GDP. The trade deficit in 2000 rose to NZ$79.6 million, or
53 percent of GDP, from 47 percent of GDP in 1999. While the
trade balance has deteriorated since 1990, the current account
has consistently been in surplus because tourism has been a
major source of foreign exchange. The current account surplus
for 2000 was NZ$9 million, or 5.9 percent of GDP.

2000 refers to fiscal year 1999/2000, ending 30 June.
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In June 2000, the Cook Islands became party to the Part-
nership Agreement between the African, Caribbean, and Pacific
states, and the EU. This may improve access to the EU’ trade
and tourism market.

The official medium-term forecasts are for GDP growth to
remain at slightly over 3 percent a year in 2001 and 2002. These
do not take account of several large hotel and aid-assisted infra-
structure developments that may occur in the period. Growth may
also be larger than forecast if a commercial long-line fishing ven-
ture comes to fruition. Inflation is projected to decline in 2001 and
2002 to around 1 percent. The budget surplus is projected to fall
to NZ$0.5 million in 2001 from NZ$2.3 million in 2000, largely
reflecting higher government spending on infrastructure to sup-
port the tourism industry. Net government debt is forecast to
decrease slightly to 72.4 percent of GDP by 2002. This is due to
stronger projected real GDP growth. However, the debt burden
will remain high, even if the Government maintains its commit-
ment to observing manageable debt levels (which are expected to
decline to 70 percent of GDP by 2003). The current account
balance is forecast to improve in 2001 and 2002 on the basis of
increased returns from tourism receipts and investment activities
now coming onstream.

Issues in Economic Management

The Government’s principal policy issue is to complete the
Economic Restructuring Program that began in 1996, and to
consolidate its achievements. The numbers of ministries (22)
and public servants (1,200) are still too high for a population
of around 16,000. The recommendations of the 1998 Political
Reform Commission, which included downsizing Parliament,
also need to be acted upon. In respect of improving the eco-
nomic content for the private sector, progress has been made in
tax reform and effective promotion of the Cook Islands as
friendly to foreign investors. Areas still requiring government
attention include tariff reform, privatization (with appropriate
attention to the regulatory framework), and a review of laws and
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Figure 2.18 Real GDP Growth,
Cook Islands, 1995-2000
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Sources: Cook Islands Quarterly Statistical Bulletin; Cook Islands
Half Year Fiscal and Economic Update FY2000/2001; staff estimates.
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regulations affecting the operation of markets for labor and
transport services. Improved environmental management is also
needed if growth is to be sustainable.

Another issue, which the Government has indicated as one
of its key concerns, is maintaining a skilled labor force. There
has been an outward migration of skilled and qualified workers.
Residents of the Cook Islands hold New Zealand citizenship
and can freely access the New Zealand and Australian job mar-
kets as well as those countries’ health, education, and social
security systems. A lack of suitable staff may hold back expan-
sion of the tourism sector. Continued economic growth may;
though, create wage growth and employment demand neces-
sary to encourage Cook Islanders to return home.

Policy and Development Issues

A major issue is devolution, under which outer island councils
are given more responsibility for the delivery of social and
infrastructure services. To facilitate the devolution process, the
Government plans to establish an appropriate legal framework
to empower the outer islands, increase their management
capacity, and develop management mechanisms to ensure the
efficient delivery of goods and services. This important national
policy needs to be carried out in line with the Government's
commitment to public sector reform and fiscal discipline.



A

Fiji Islands

Following strong growth in 1999, the economy contracted by over 9 percent in 2000 due to political instability and widespread
civil disorder. Despite these difficulties, the management of the economy was commendable. However, medium-term prospects
will depend on how the country’s internal and external relations evolve.

Recent Trends and Prospects

The economy contracted by 9.3 percent in 2000 (see Figure
2.19), reflecting the impact of political instability in May 2000
and the associated widespread civil disorder and reactions of
potential investors, tourists, and the international community.
Looting and the destruction of property led to the suspension
of operations by many businesses, particularly in the main cen-
ters of Suva, Lautoka, and Nadi. The international community’s
responses included reduced aid flows, imposition of diplomatic
and trade sanctions, and travel advisories to tourists. Govern-
ment activities were also adversely affected, including basic
services such as power and water, and the operation of govern-
ment departments.

After very rapid growth in 1999 of 9.6 percent, led by the
sugar and tourism sectors, the contraction in 2000 was seen
mainly in the nonagriculture sectors of the economy: manufac-
turing output fell by 12 percent, construction by 25 percent,
and activity in the trade, restaurant, and hotel sector by 15 per-
cent. Tourism shrank by around 30 percent, as arrivals fell from
the record level of 410,000 seen in 1999 to about 280,000 in
2000. Hotel occupancy rates were only 20-30 percent in July
and August compared with around 80 percent in the same
period of the previous year. Several major investment projects,
including new tourism facilities, were postponed. Investment
had long been weak and declined further in 2000 to less than
10 percent of GDP The retail sector suffered from a general
decline in consumer spending associated with the civil disorder,
particularly in Suva; this decline stemmed from high numbers
of redundancies, wage cuts, and fewer tourist arrivals.

The main exception to the drastic downturn was agricul-
ture. A very good sugar crop was harvested, after several poor
crops largely attributable to drought.

Conditions in the labor market deteriorated in 2000: many
people were laid off in the garment, tourism, retail, and con-
struction sectors, while wages fell generally, with pay cuts in the
private sector of 15-50 percent.

Total export earnings for 2000 fell by around 20 percent,
following exceptionally strong growth in 1999. Garment

134

exports were lower due to the imposition of temporary boycotts
by trade unions in Australia and New Zealand, power cuts, and
the uncertainties about preferential arrangements under the
South Pacific Regional Trade and Economic Cooperation Agree-
ment. Imports declined sharply with the contraction in the
economy so that the trade deficit was much lower than normal.
The current account still realized a modest surplus, but at a
somewhat lower level than a year earlier as tourism earnings
declined and outward private transfers increased. The capital
account deficit narrowed slightly, largely as a result of capital
controls put in place after the political developments of May
2000 and the return of a leased aircraft. The net outcome on the
balance of payments was a small deficit.

In response to the sharp fall in revenue following the
political crisis, the new Government implemented an interim
budget in July 2000. This presented a reduction in expenditure
of F$103 million, or 10 percent lower than originally forecast
for 2000. This was to be made up of an across-the-board
12.5 percent cut in government salaries, a 20 percent reduction
in operating grants, a 30 percent reduction in other operating
payments, and a 30 percent reduction in capital expenditure.
The revised deficit target was equivalent to 3.5 percent of GDP
in 2000, an increase from the 1.9 percent originally targeted.

At the time of the interim budget, government revenue in
2000 was expected to decline by about 15 percent, or
F$146 million, from the 1999 level. The fall was forecast
because poor business profits had lowered corporate tax collec-
tion, the decline in employment and pay had reduced personal
income tax payments, and revenue from tariffs and value-added
tax had weakened. In the absence of corrective action, a deficit
of F$250 million, or 9 percent of GDP, was projected, which
would have taken government debt to more than 52 percent of
GDP. However, the interim budget helped contain government
debt to around 42.9 percent of GDP in 2000, compared with
38 percent in 1999.

The 2001 budget was released in November 2000, and pre-
sented a detailed policy response to the crisis. Paralleling some
of the policy responses after the coups in the late 1980s, it
heavily emphasized business tax cuts. Soon after the political
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developments of May 2000, the Reserve Bank of Fiji acted to
protect foreign reserves and the exchange rate. It set a credit
ceiling on commercial banks (to limit lending to levels as of
19 May 2000), put up interest rates (the yield on 91-day
Reserve Bank of Fiji notes rose from 2 to 5 percent), and
imposed selective exchange controls. By the end of November,
reserves had risen slightly to around six months of imports, or
F$800 million, and the exchange rate was fairly stable.

Despite the economic downturn, domestic credit grew by
almost 11 percent in the 12 months to September 2000, led by
lending on real estate. Narrow money and quasi-money grew by
6 percent and 7 percent, respectively, over the same period. The
crisis had little impact on prices, with inflation of 1.1 percent in
2000. Even though monetary policy was tightened on 22 May,
interest rates remained quite low. The interbank rate rose to just
above 7 percent in June, but quickly fell back to below 4 per-
cent. From early September, the Reserve Bank of Fiji relaxed
both monetary policy and some exchange controls. By late
October, the credit ceiling had been removed.

On the assumption that the crisis will not flare up again,
the economy is projected to grow by nearly 5 percent in 2001
and 2002, driven by recoveries in tourism, manufacturing, and
construction. Agriculture, forestry, and fisheries are forecast to
show slow growth. Weak commaodity prices, industrial unrest in
key sectors, trade sanctions, the uncertain future of the garment
industry, and negative tourism-related publicity are all key ele-
ments in these forecasts.

Exports are projected to be weaker in 2001 due to lower
garment exports. Imports are expected to strengthen along with
the growth in the economy, resulting in a substantial increase in
the trade deficit. Higher investment income outflows and larger
outward private transfers are also likely in 2001, leading to a
much smaller current account surplus. However, net direct

investment is forecast to turn strongly positive, in response to
measures announced in the 2001 budget, which should help
generate a surplus on the capital account and an overall
balance-of-payments surplus. Foreign reserves are forecast to
reach 5.5 months of import cover in 2001.

Trade prospects are projected to improve in 2002 and the
trade deficit to be similar to that of 2001. The current account
is expected to improve as tourism receipts grow. Direct invest-
ment is expected to weaken but still remain positive as the
impact of tax incentives diminishes. A modest deficit is
projected on the capital account in 2002. The overall balance of
payments is projected to remain in surplus with foreign reserve
cover slightly lower than in 2001.

Inflation is projected to be in the range of 3—4 percent in
2001 and 2002 due to expansionary policies. Interest rates are
expected to remain at existing levels or to decrease slightly.

Issues in Economic Management

The key issues in the economy include the instability of the
sugar industry due to expiring land leases and the expected ces-
sation of the Lomé Agreement, poor productivity in the sugar
industry, and uncertainty in the garment industry over the
future of preferential trading agreements with Australia.
Although the new Government tightened expenditure in
the interim budget, the cuts in expenditure did not match the
expected shortfall in revenue and the budget deficit was
expected to rise to around 3.5 percent of GDP in 2000. This
fiscal stance is to be maintained over the medium term. The
2001 budget presented a deficit estimate of 4.0 percent of GDP
in 2001 and 3.0 percent in 2002. Government debt is thus
expected to reach 45.0 percent of GDP by 2003. A boost to
aggregate demand is important to help support business activity

Table 2.22 Major Economic Indicators, Fiji Islands, 1998-2002

(percent)

Item 1998 1999 2000 2001 2002
GDP growth 14 9.6 -9.3 4.8 4.8
Inflation rate (consumer price index) 5.7 2.0 1.1 3.5 3.5
Money supply (M2) growth -0.3 14.2 -5.7 - -

Merchandise export growth -24.1 26.4 -20.1 -4.4 9.4
Merchandise import growth -25.0 6.3 -26.8 6.4 7.0
Current account balance/GDP -0.4 1.8 1.6 0.4 1.6
Debt-service ratio 4.1 3.4 2.6 2.2 2.0

- Not available.
Source: Staff estimates.
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and to reduce the adverse social impacts of the crisis, such as
increased unemployment. But government debt is reasonably
high and the budget will soon need to move near balance. This
is necessary to stabilize and possibly reduce the debt burden,
and reduce the crowding-out of private sector activity.

To help rejuvenate economic activity, the 2001 budget out-
lined a comprehensive structural reform program. Measures
included the adoption of full dividend imputation, lower tariff
rates on business inputs, a proposed review of price controls,
improved regulation of the financial sector, the removal of the
quota system for rice imports, and the pursuance of policies
consistent with World Trade Organization guidelines. Another
encouraging sign from the budget is the commitment to the
Financial Management Reform project (essentially a budget
reform program). The budget also emphasizes tax reductions
for the business sector, which the Government sees as impor-
tant for attracting investment. Although the outlook for invest-
ment depends heavily on the success of the reform program,
political and social stability, and healthy external relations,
remain crucial for promoting foreign investment.

Policy and Development Issues

The key to development on a sustained basis is substantially
higher private investment. Investment, particularly private, has
been very low in the Fiji Islands for many years: private invest-
ment averaged only 5 percent of GDP in the 1990s. The 2001
budget noted that a Reserve Bank of Fiji survey identified a lack
of clear policy direction, time-consuming bureaucratic proce-
dures, and land issues as factors having adverse impacts on
investment. Of the three factors, it seems that uncertainty over
property rights and the enforcement of those rights are the
primary structural reason for low investor confidence. The
reforms to public enterprises proposed in the 2001 budget offer
no meaningful strategy to improve their performance on a sus-
tained basis. Consequently, as well as doing more to improve
property rights, the Government needs to mark more progress
with public enterprise reform.
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Figure 2.19 Real GDP Growth,
Fiji Islands, 1996-2000
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Source: Ministry of Finance and National Planning.

Poverty reduction appears to be reliant on growth and
effective government service delivery, especially in health and
education. While such a broad strategy has its advantages, it is
likely to leave some vulnerable groups behind, such as the aged,
female-headed households, and people with disabilities. This
contrasts with the approach—widely adopted during the Asian
financial crisis—of providing social safety net schemes for the
poorest in times of severe hardship, including food and housing
support, and school subsidies.
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Kiribati

In 2000, GDP contracted by 4.0 percent accompanied by an increase in the government budget deficit. However, the Govern-
ment reaffirmed its commitment to reforms through the National Development Strategy 2000-2003. Such reforms and private
sector development remain critical for the economy’s prospects.

Recent Trends and Prospects

Real GDP contracted by 4.0 percent in 2000. This contrasts
with growth of 2.3 percent in 1999 and 7.3 percent in 1998
when copra production was higher than normal. The fishing
license revenue was also unusually high in 1998. With popula-
tion growth estimated at 2.2 percent a year, real per capita GDP
declined to US$469 in 2000, from US$554 in 1999.

The Revenue Equalization Reserve Fund (RERF), which re-
turns investment income equal to around 33 percent of GDP,
continues to underwrite government recurrent expenditure.
Fishing license revenue, seamen’s remittances, and income from
the RERF make up almost half of Kiribati's national income.
Consequently, the economy is open and sensitive to interna-
tional influences.

Current expenditure in 2000 was A$63.8 million, while
A$20.8 million was development expenditure. Revenues ex-
ceeded expectations as income from fishing licenses was consid-
erably higher than budgeted. The budget deficit was 5.7 percent
of GDP. The fiscal deficits in recent years have been financed
from external concessionary loans and accumulated balances in
the Consolidated Fund. However, if budget deficits grow larger,
there is a risk that the real value of the RERF could deteriorate.

The trade deficit deteriorated in 2000 as copra income
declined and imports grew. Exports declined by 10.1 percent,
while imports increased by 0.8 percent as a result of increased
activity in the construction sector. The trade deficit stood at
80.6 percent of GDP while the current account moved to a
deficit of 5.0 percent of GDP from substantial surpluses in the
previous two years (see Figure 2.20). International reserves are
extremely healthy because of the RERF amounting to around
10 years of import cover. External debt was equivalent to a rela-
tively modest 20.4 percent of GDP in 2000, remaining within
manageable levels.

Inflation remained at low levels in 2000, and was broadly
in line with the rate in Australia, the nation’s main trading part-
ner. General retail prices increased by less than 1 percent in
1999, although a slightly larger rise of around 2 percent was
recorded in 2000, mainly as a result of the depreciation of the
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Australian dollar and higher world oil prices. The broad money
supply grew by 5 percent in 2000.

Economic growth in 2001 and 2002 is targeted to return to
a positive 2-3 percent, supported by the implementation of
several significant development projects, including a sanitation,
public health, and environment project of the Asian
Development Bank, a sports complex, and a fisheries integra-
tion project. Income from fishing licenses is expected to remain
low due to continuing normal seasonal conditions and low
world tuna prices. The trade deficit is forecast to widen again in
2001 as a consequence of additional funding for development
projects, while the current account is also expected to remain in
deficit. External debt is set to increase significantly in 2001, but
annual debt servicing will be kept within the medium-term per-
formance target of not more than 1 percent of current revenue.
Inflation is likely to continue tracking the rate in Australia,
which is likely to be around 1.5 percent in 2001.

Issues in Economic Management

In line with the Governments National Development Strategy
for 2000-2003, reforms are focused on the Government’s
provision of core services, and not on competing with the pri-
vate sector. However, implementing the reform program and
divesting public commercial enterprises need to be accelerated
in line with the program of private sector development.

Recent government initiatives to improve the investment
climate include the introduction of measures to speed up the
investment approval process. The Government has indicated
that it will further streamline the investment approval process
and strengthen the investment promotion and support capacity
of the Ministry of Commerce, Industry and Tourism. It also
needs to strengthen the tax and tariff systems to support the
growth and development of the private sector, assist in the
development of a more diversified export sector, and stimulate
foreign and domestic investment.

Macroeconomic management requires better data
collection and analysis, including more timely economic indi-
cators to provide data for the national accounts. Anticipated
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Figure 2.20 Current Account Balance
as Percent of GDP, Kiribati, 1994-2000
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improvements to the collection and compilation of balance-of-
payments aggregates will provide a valuable source of macro-
economic performance data to assist in policy development.

Policy and Development Issues

The Bank of Kiribati is the sole commercial bank and, along
with four other nonbank financial institutions, accounts for the
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bulk of assets in the financial sector. With the recent announce-
ment that Westpac Banking Corporation of Australia intends
withdrawing from its joint venture with the Bank of Kiribati, the
Government is actively considering the options for providing
commercial banking services in the future. The changeover to
a new joint-venture partner will provide the Government with
the opportunity to update its banking and financial sector
legislation.

Growth in private sector credit is constrained by limited
investment opportunities, and by the inability of the Bank of
Kiribati to use customary land as collateral. As a result, more
than three quarters of the assets of the financial sector are
invested overseas. The National Development Strategy is, there-
fore, giving priority to strengthening the banking sector’s capac-
ity to utilize domestic savings for private sector development.
This can be done with the cooperation of the Development
Bank of Kiribati and the Bank of Kiribati.

Underemployment and unemployment levels are high in
Kiribati, especially among the younger age groups. Currently,
less than 20 percent—8,600 people—of the working-age popu-
lation are formally employed. Yet, in both the public and private
sectors, many job openings remain unfilled because individuals
with the appropriate training, education, or experience cannot
be found. In the short run, this could mean an increase in youth
unemployment as the number of school-leavers exceeds the
number of new jobs created. Consequently, the Government has
identified human resources development as one of the key plat-
forms of the National Development Strategy.

Employment creation requires an attractive enabling envi-
ronment for the private sector, which includes attracting foreign
investment. This, however, will require a shift in attitudes about
foreign ownership. The expected reform of foreign investment
regulations will be a first step in this direction.

Outer island development continues to be a priority for the
Government, which pushes technical training as a way to help
people in those areas and to encourage young people to remain
on their home islands rather than seeking employment in
already crowded urban areas.
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Marshall Islands

Due to contractions in trading and transport, primary production, and manufacturing, real GDP declined by about 2 percent in
2000. Along with modest growth prospects in the medium term, the economy faces a major challenge in moving toward greater
self-reliance and providing employment for the growing labor force.

Recent Trends and Prospects

R eal GDP contracted by 2.3 percent in 2000 after growth of
around 0.8 percent in 1999 (see Figure 2.21). Government
expenditure grew marginally, while trading and transport, pri-
mary production, and manufacturing fell. Due to the strength-
ening of the US dollar and low demand, and despite the rise in
world oil prices, price deflation of 1.9 percent was recorded,
compared with inflation of 2.0 percent in 1999.

Exports in 2000 increased by 9.7 percent to $7.9 million,
while imports declined slightly to $58.8 million. The trade defi-
cit in 2000 represented 53 percent of GDP a slight deterioration
from the 1999 deficit. The current account in 2000 showed a
surplus equivalent to 7.6 percent of GDP. On the capital
account, the main item was loan repayments, which absorbed
most of the current account surplus.

The budget surplus in 2000 fell by more than half to
5.2 percent of GDP from 10.5 percent of GDP in 1999. Total
government revenue of $62.1 million in 2000 was lower than
the 1999 figure, mainly due to a reduction in import taxes and
despite a 50 percent increase in income from fishing license
fees. Government expenditure rose slightly.

Total external debt in 2000 dropped significantly to 72 per-
cent of GDP, from the previous years corresponding figure of
90 percent. Debt service in 2000 equaled 22.5 percent of GDP.
External assistance rose to 70 percent of GDP, from 44 percent
of GDP in 1999; the largest component was the payment from
the US under the Compact of Free Association. Taipei,China
made a large grant of $19 million.

The average rate of interest on savings and time deposits in
1999 was 2.8 percent, marking a decline from previous years,
as the banks acquired more deposits than they could lend and
inflation stayed low. Lending rates were at 10-16 percent in
1999. These high real rates and the wide spread between de-
posit and lending rates suggest weak competitive pressure on
the banks to increase lending. These trends continued in 2000.

2000 refers to fiscal year 1999/2000, ending 30 September.
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According to the 1999 census, 69 percent of the labor force
of 14,700 were employed, including those in subsistence
activities. Formal sector employment is estimated to be as low
as 54 percent. Around 31 percent of those employed work in
the public sector.

The 2001 budget incorporates an 8 percent reduction in
expenditure, and a 15 percent increase in revenue, to give an
overall surplus equivalent to 15 percent of GDP. Given that the
public sector, excluding state-owned enterprises, accounts for
about one third of economic activity, it is therefore unlikely that
GDP will grow in 2001.

Issues in Economic Management

For many years, payments of interest and principal (debt-
service costs) on public sector debt, comprising government
and state-owned enterprise bond issues, have run at $25 mil-
lion to $26 million annually, or about 27 percent of GDP. The
biggest of these bond issues will be fully repaid in 2001, reliev-
ing the balance of payments, and providing an opportunity for
financial stabilization. In fact, this will free up $18 million of
annual inflow for the remainder of the first 15-year Compact
period—which ends in September 2001—perhaps allowing for
some easing of fiscal policy. As a result, GDP is projected to
grow at least slightly in 2002. For the past 13 years, the Govern-
ment has had the benefit of annual grants of around $30 million
under the Compact, and its future fiscal position is dependent
on the outcome of negotiations on a second compact.

The Public Sector Reform Program, which began in 1997
with the support of an Asian Development Bank loan, has tar-
geted the main economic management issues. Its objectives are
stabilizing government finances in the short run, ensuring long-
term structural stability, and creating an improved environment
for the private sector. Achievements include reducing the gov-
ernment payroll by 30 percent, privatizing domestic shipping
services, streamlining Foreign Investment Board License
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Figure 2.21 Real GDP Growth,
Marshall Islands, 1995-2000
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applications, and establishing the Marshall Islands
Intergenerational Trust Fund to provide an additional source of
revenue for the government budget.

Despite these measures, several issues remain, including
low levels of efficiency in public service, weak government
financial management, and a slow buildup of funds in the
Intergenerational Trust Fund. The Government is developing a
program for public finance management reform to establish
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systems of annual and medium-term budgeting, financial
control, accounting, internal audit, and reporting to Parliament.
Accounting of the capital account of the balance of payments
also needs significant improvement.

Policy and Development Issues

About 600-700 new jobs a year are required to broadly keep up
with population growth. Thus efforts to attract foreign direct
investment must be stepped up, and existing firms expanded.
Apart from the problems of remoteness and small size, high
local wages make it difficult for firms to compete internationally.

In the last few years, significant positive changes have been
made to the process for approving and licensing foreign direct
investment. The Government has published a statement on
investment policy and amended the law so as to implement
easier and quicker investment procedures. It has reestablished
the Trade and Investment Division with the aims of promoting
investment and trade and supporting small business growth.
However, if the economy is to compete effectively, it has to
overcome three important structural obstacles: the lack of
secure leasehold title to land that can be developed, a complex
tax system, and inadequate levels of education for workers in a
modern economy.

Action is under way to deal with the first of these, with a
draft law being considered to establish registration of “develop-
ment land” that would be available for lease to investors under
government-guaranteed title. The passage of this law and suc-
cessful establishment of the authority to implement it will go a
long way toward removing this first obstacle. Tax reform is cur-
rently on the policy agenda, and moves are afoot to conduct a
review of tax policy in 2001.

At present, nearly half the teachers in the country have only
a secondary school diploma as their highest qualification. The
Ministry of Education, with the College of the Marshall Islands,
is introducing new regulations for teacher certification, and is
encouraging teachers to obtain tertiary degrees. Upgrading the
educational system to expand the skill base is important if
employment is to move into high-technology areas.
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Solomon Islands

Civil unrest and ethnic tension were the major factors in the 14 percent contraction of real GDP in 2000. However, a peace accord
was signed in October, paving the way for reconstruction and rehabilitation. An early return to normalcy and political stability
are vital for reviving the prospects of the near-devastated economy.

Recent Trends and Prospects

Economic and social conditions deteriorated sharply in mid-
1999, following an escalation of civil unrest and ethnic tension.
The deterioration in the economy was further aggravated by
political events in June 2000. As a result of this crisis, the
economy contracted by about 14 percent in real terms in 2000.
A peace agreement signed in October 2000 opened the way for
reconstruction and rehabilitation.

The civil unrest of 1999 resulted in the closure of Solomon
Islands Plantations Ltd., the country’ largest agricultural enter-
prise, in June that year. Exports of palm oil and palm oil prod-
ucts fell from SI$97.9 million in 1998 to SI$65.1 million in
1999 and, subsequently, to an estimated SI$6.5 million in 2000.
Agricultural output dropped by over 50 percent from the begin-
ning of 1999 to the end of 2000.

Gold and silver from the Gold Ridge mine on the main
island of Guadalcanal had begun to make a significant contri-
bution to exports in 1999 and early 2000 before the mine was
closed in June 2000. The closure likewise resulted in the loss
of employment and export income.

Fish export revenue, which suffered as a result of low prices
and civil unrest, sank from SI$195 million in 1999 to
SI$45 million in 2000. The sector’s contribution to GDP fell by
an estimated 42 percent in 2000. Other important sectors in the
economy, such as logs, copra, and cocoa, suffered some down-
turn as a result of the disturbances, although they all continued
to export in 2000. Logs are still the principal export commodity
in US dollar terms, even though prices, at an average of around
US$70 per cubic meter, are low. Copra and cocoa production
declined on Guadalcanal, where most of the unrest occurred,
but was little affected elsewhere. Copra prices, at around
US$300 per ton in late 2000, were down by about 32 percent
from the levels seen at the end of 1999. Finally, tourism fell to
negligible levels as a result of the disorder.

The Government experienced acute cash-flow difficulties
in the second half of 2000 as tax revenues plummeted and most
external assistance was suspended (see Figure 2.26). Its
response was to suspend public investment and ask employees
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to take unpaid leave. Repatriation payments to militants
following the peace agreement further stretched limited
resources. Total government earnings and tax revenues are
estimated to have fallen short of budget estimates for 2000 by
more than 30 percent, while the overall budget balance for the
year is projected to be a deficit equivalent to 4.5 percent of GDP.
The stock of central government debt at the end of 2000
reached about 75 percent of GDP, with about 60 percent of this
in external debt.

Because of lower domestic demand, inflation has been on
a declining trend since the second half of 1999. Over the whole
of 2000, it was 6.6 percent, despite higher world oil prices.
Total domestic credit increased by 12 percent in the nine
months to September 2000; most credit to the private sector
had been extended in the first half of the year. Broad money
grew by 9.5 percent in 2000. Exports and imports both fell in
US dollar terms, by 29.2 percent and 14.8 percent, respectively,
because of disruptions to export production and low demand
for imported goods. External reserves fell sharply immediately
after the June 2000 crisis, but improved subsequently as
receipts from log exports improved. Exchange control measures
also helped. Gross external reserves were about $33.4 million at
the end of 2000, sufficient to cover only about two months of
imports; the external position of the country remains fragile.

While some signs of economic revival appeared after the
peace agreement, major enterprises in mining, fishing, and
agriculture remain closed, and the prospects in the short and
medium term will largely depend on how soon the country
returns to normalcy. Solomon Islands Plantations will require at
least 24 months to resume production once it restarts opera-
tions, while gold and silver production will take six months to
commence after startup of the Gold Ridge mine. An optimistic
scenario might, therefore, suggest growth of about 3 percent in
2001 and 2002. Inflation is likely to decline slightly to 5-6 per-
cent over these two years as the economy begins to recover and
local food supplies reach precrisis levels. Debt service will
continue to be a concern.

Around 8,000 workers, or 15 percent of the total workforce
in the formal sector, were either made redundant or put on
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unpaid leave as a result of the civil unrest. While some of these
workers will be reemployed, employment growth is likely to be
stagnant in 2001 and 2002, with youth unemployment remain-
ing at high levels.

Issues in Economic Management

Faced with significant reconstruction challenges, the country
needs sound macroeconomic management to facilitate external
assistance. In particular, fiscal management that supports price
stability and an adequate level of international reserves needs to
be established. This will require keeping the government deficit
to a level that can be financed by concessionary borrowing. Ad-
ditionally, government expenditure commitments need to be
kept in check so as to avoid further borrowing from the central
bank and limit borrowing from commercial banks. At the same
time, the Government needs to settle remaining arrears urgently,
and avoid falling into arrears with domestic and external credi-
tors and suppliers.

In an effort to stimulate economic recovery, the Govern-
ment has been granting tax exemptions to selected taxpayers on
a discretionary basis. The transparency and efficiency of this
policy require urgent review. As an alternative in the short term,
a reduction in the goods tax deserves examination.

Policy and Development Issues

To achieve a sound fiscal position in the medium term, the
Government needs to raise both expenditure efficiency and rev-
enue, while strengthening customs and tax administration. The
privatization of certain government enterprises, such as
Solomon Printers and Home Finance, would also help improve
the fiscal position, as would introducing a value-added tax to
replace the goods tax.

Reduced individual and business incomes, along with
fewer employment opportunities, are clearly having a major
adverse social impact. Furthermore, the Governments weak-
ened capacity to support health and education services, particu-
larly in more remote areas, has implications for the future of the

151

Figure 2.26 Government Recurrent Revenues
and Expenditures as Percent of GDP,
Solomon Islands, 1995-2000
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dActual to June 2000 and estimate for remainder of the year.
Sources: Central Bank of Solomon Islands; Ministry of Finance.

country. Even prior to the recent disturbances, the Solomon
Islands was one of the poorest nations in the Pacific. The crisis
has exacerbated the social and economic climate. Responses, to
be effective, will require major sustained efforts by the Govern-
ment and its development partners.
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Samoa

The economy expanded by 7.0 percent in 2000, largely reflecting the Government’s reforms and prudent macroeconomic
management. Growth is likely to continue in the medium term, but inflationary pressures and any pause in the momentum of

reforms present risks to the strong growth impetus.

Recent Trends and Prospects

The economy is estimated to have grown by 7.0 percent in
2000 with construction, commerce, and hotels and restaurants
largely accounting for the buoyant growth (see Figure 2.25).
Key projects include the renovation of the Faleolo International
Airport, a road-sealing project, and the renovation and con-
struction of several buildings in Apia. The commerce sector has
grown at an average of 9 percent for the past three years, with
the tariff, tax, and financial liberalization reforms implemented
over that period constituting a major contributing factor. The
overall level of local food supplies and inflows of remittances
increased in 2000. Substantial growth of monetary fishing, as
opposed to subsistence fishing, in recent years is a major new
development.

Merchandise exports and tourism receipts were slightly
lower in 2000 than in the previous year. The main causes of the
weakness in the former were coconut products and fresh fish
exports, the latter of which now constitute about 60 percent of
commodity exports. Annual remittances have been increasing
steadily in recent years and are the single most important source
of income to the economy. Estimates for 2000 suggest some
improvement to the current account. The overall balance of
payments remained healthy in 2000, partly reflecting strong
capital inflows, while foreign reserves were around seven
months of import cover.

The outcome for the fiscal year 2000 (ending 30 June)
budget is estimated to be a deficit of 0.7 percent of GDP, after
a budgeted surplus of 3.0 percent. This will be the first deficit
since fiscal year 1994. Total revenues were lower than budgeted,
mainly due to a fall in nontax revenue, particularly receipts from
the corporatization of Samoa Communications Ltd. In mid-
2000, external government debt fell to around 65 percent of
GDP, maintaining the declining trend of recent years. Debt-
service costs in fiscal year 2000 were around 7 percent of
exports of goods and services, or 6.5 percent of net foreign
assets, reflecting the concessionary terms of external loans.

By December 2000, annual inflation amounted to 0.5 per-
cent. The money supply was 11.4 percent higher in 2000 than
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a year earlier, reflecting a booming economy. Monetary policy
was unchanged through 1999 and 2000. Substantial govern-
ment deposits placed in the banking system over the last few
years, despite a small reduction in 1999, have provided ample
funds for the commercial banks to lend and have been reflected
in relatively strong private sector credit growth since 1996.
Commercial bank lending rates in 2000 were in the range of
10.25-11.50 percent, slightly lower than before rate liberaliza-
tion in January 1998. The commercial banks remain strongly
capitalized in terms of formal capital adequacy requirements
and continue to earn strong profits, with average returns on
shareholder funds of 21 percent in 1999.

The recent strong GDP growth performance is expected to
continue, but at a slower pace through 2001 and 2002. Expan-
sion in this period will be driven mainly by continuing major
infrastructure construction projects. Strong growth is also
expected to resume in the fisheries sector, after the weakness in
2000, with the purchase of six new large fishing vessels by the
private sector. A recovery in taro production—following a long
period when disease had virtually destroyed production—and
continuing growth in coconut cream output are expected to
boost exports. Tourism is likely to show stronger performance
due to better marketing overseas, new hotel development, and
some displacement of tourists from the Fiji Islands and
Solomon Islands. These factors, and the continuing long-term
upward trend of remittances, are expected to support reason-
ably strong growth in 2001 and 2002 of around 4 percent.
Inflation of around 3 percent is forecast, though the outcome
may be slightly higher.

The fiscal year 2001 budget has provided for a deficit of
over 3 percent of GDP, which is to be financed largely by con-
cessionary borrowing. Total government expenditure is bud-
geted at around 37 percent of GDP for fiscal year 2001. Current
expenditure as a share of GDP is forecast at around 22 percent.

Issues in Economic Management

A major driving force in the strong credit growth of recent years
has been financial liberalization, and in particular the easier
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Figure 2.25 Components of Real GDP,
Samoa, 1994-1999
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access of households and firms to credit. In light of this, and the
current expansionary fiscal stance associated with high world
oil prices, the central bank is keeping a close watch on monetary
developments, and may tighten monetary policy to ensure that
inflationary pressures are kept under control.

For 2001, the Government is proposing to consolidate the
tax and tariff reforms, the financial sector reforms, and the ini-
tiatives on privatization and public enterprise reform, which
have been taken in recent years. However, despite all these
measures, there is a perception of less momentum.
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Another important issue relates to appropriate infrastruc-
ture, taxation, and regulation in relation to the rapidly growing
fishing export sector. The sector is now making a major eco-
nomic and social contribution but wharfage, berthing, and
refueling facilities are seriously inadequate. Taxation of the
sector is very limited and consideration needs to be given to
some form of resource rent tax so that the benefits of fishing
expansion are reasonably shared with the whole population.
There are also concerns about the environmental sustainability
of these rapidly growing fishing efforts.

Policy and Development Issues

In 1996, the Government stopped preparing five-year develop-
ment plans and began issuing a series of biennial statements of
economic strategy. The current strategy continues the emphasis
on macroeconomic stability, public sector efficiency, improved
education and health standards, and measures to support a
strong private sector. It also emphasizes agriculture and fisher-
ies, sustainable tourist development, and the importance of a
revitalized village economy. An important feature is the exten-
sive and successful consultation that has taken place with stake-
holders. A major objective of the strategy is to ensure that the
whole community shares in the benefits of the reform program.

Insecure land tenure, inefficient public enterprises, and
regulations that make it difficult to transact domestic and inter-
national business are important constraints to private sector
development. The Government has signaled that it will devise
a strategy to improve both access to customary and public land,
and utilization of customary land as collateral, but this will be
difficult to implement. Similarly, despite the implementation of
corporatization and privatization programs, progress has been
slow. In addition, an independent and adequately resourced
utilities regulator is needed. Other regulatory and administra-
tive requirements that need overhauling include export/import
documentation, quarantine requirements, exit permits for resi-
dents, and work permits for expatriates. Various legal reforms
are also required, including streamlining company and insol-
vency law, repealing price control provisions, and prohibiting
collusion in price fixing.

In education, the priority area is primary education, so as
to increase the number of literate and numerate students. Simi-
larly in health, more emphasis is needed on primary health care
on a sustainable basis, including health promotion programs
aimed at lifestyle-related diseases.
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Solomon Islands

Civil unrest and ethnic tension were the major factors in the 14 percent contraction of real GDP in 2000. However, a peace accord
was signed in October, paving the way for reconstruction and rehabilitation. An early return to normalcy and political stability
are vital for reviving the prospects of the near-devastated economy.

Recent Trends and Prospects

Economic and social conditions deteriorated sharply in mid-
1999, following an escalation of civil unrest and ethnic tension.
The deterioration in the economy was further aggravated by
political events in June 2000. As a result of this crisis, the
economy contracted by about 14 percent in real terms in 2000.
A peace agreement signed in October 2000 opened the way for
reconstruction and rehabilitation.

The civil unrest of 1999 resulted in the closure of Solomon
Islands Plantations Ltd., the country’ largest agricultural enter-
prise, in June that year. Exports of palm oil and palm oil prod-
ucts fell from SI$97.9 million in 1998 to SI$65.1 million in
1999 and, subsequently, to an estimated SI$6.5 million in 2000.
Agricultural output dropped by over 50 percent from the begin-
ning of 1999 to the end of 2000.

Gold and silver from the Gold Ridge mine on the main
island of Guadalcanal had begun to make a significant contri-
bution to exports in 1999 and early 2000 before the mine was
closed in June 2000. The closure likewise resulted in the loss
of employment and export income.

Fish export revenue, which suffered as a result of low prices
and civil unrest, sank from SI$195 million in 1999 to
SI$45 million in 2000. The sector’s contribution to GDP fell by
an estimated 42 percent in 2000. Other important sectors in the
economy, such as logs, copra, and cocoa, suffered some down-
turn as a result of the disturbances, although they all continued
to export in 2000. Logs are still the principal export commodity
in US dollar terms, even though prices, at an average of around
US$70 per cubic meter, are low. Copra and cocoa production
declined on Guadalcanal, where most of the unrest occurred,
but was little affected elsewhere. Copra prices, at around
US$300 per ton in late 2000, were down by about 32 percent
from the levels seen at the end of 1999. Finally, tourism fell to
negligible levels as a result of the disorder.

The Government experienced acute cash-flow difficulties
in the second half of 2000 as tax revenues plummeted and most
external assistance was suspended (see Figure 2.26). Its
response was to suspend public investment and ask employees
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to take unpaid leave. Repatriation payments to militants
following the peace agreement further stretched limited
resources. Total government earnings and tax revenues are
estimated to have fallen short of budget estimates for 2000 by
more than 30 percent, while the overall budget balance for the
year is projected to be a deficit equivalent to 4.5 percent of GDP.
The stock of central government debt at the end of 2000
reached about 75 percent of GDP, with about 60 percent of this
in external debt.

Because of lower domestic demand, inflation has been on
a declining trend since the second half of 1999. Over the whole
of 2000, it was 6.6 percent, despite higher world oil prices.
Total domestic credit increased by 12 percent in the nine
months to September 2000; most credit to the private sector
had been extended in the first half of the year. Broad money
grew by 9.5 percent in 2000. Exports and imports both fell in
US dollar terms, by 29.2 percent and 14.8 percent, respectively,
because of disruptions to export production and low demand
for imported goods. External reserves fell sharply immediately
after the June 2000 crisis, but improved subsequently as
receipts from log exports improved. Exchange control measures
also helped. Gross external reserves were about $33.4 million at
the end of 2000, sufficient to cover only about two months of
imports; the external position of the country remains fragile.

While some signs of economic revival appeared after the
peace agreement, major enterprises in mining, fishing, and
agriculture remain closed, and the prospects in the short and
medium term will largely depend on how soon the country
returns to normalcy. Solomon Islands Plantations will require at
least 24 months to resume production once it restarts opera-
tions, while gold and silver production will take six months to
commence after startup of the Gold Ridge mine. An optimistic
scenario might, therefore, suggest growth of about 3 percent in
2001 and 2002. Inflation is likely to decline slightly to 5-6 per-
cent over these two years as the economy begins to recover and
local food supplies reach precrisis levels. Debt service will
continue to be a concern.

Around 8,000 workers, or 15 percent of the total workforce
in the formal sector, were either made redundant or put on
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unpaid leave as a result of the civil unrest. While some of these
workers will be reemployed, employment growth is likely to be
stagnant in 2001 and 2002, with youth unemployment remain-
ing at high levels.

Issues in Economic Management

Faced with significant reconstruction challenges, the country
needs sound macroeconomic management to facilitate external
assistance. In particular, fiscal management that supports price
stability and an adequate level of international reserves needs to
be established. This will require keeping the government deficit
to a level that can be financed by concessionary borrowing. Ad-
ditionally, government expenditure commitments need to be
kept in check so as to avoid further borrowing from the central
bank and limit borrowing from commercial banks. At the same
time, the Government needs to settle remaining arrears urgently,
and avoid falling into arrears with domestic and external credi-
tors and suppliers.

In an effort to stimulate economic recovery, the Govern-
ment has been granting tax exemptions to selected taxpayers on
a discretionary basis. The transparency and efficiency of this
policy require urgent review. As an alternative in the short term,
a reduction in the goods tax deserves examination.

Policy and Development Issues

To achieve a sound fiscal position in the medium term, the
Government needs to raise both expenditure efficiency and rev-
enue, while strengthening customs and tax administration. The
privatization of certain government enterprises, such as
Solomon Printers and Home Finance, would also help improve
the fiscal position, as would introducing a value-added tax to
replace the goods tax.

Reduced individual and business incomes, along with
fewer employment opportunities, are clearly having a major
adverse social impact. Furthermore, the Governments weak-
ened capacity to support health and education services, particu-
larly in more remote areas, has implications for the future of the
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Figure 2.26 Government Recurrent Revenues
and Expenditures as Percent of GDP,
Solomon Islands, 1995-2000
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Sources: Central Bank of Solomon Islands; Ministry of Finance.

country. Even prior to the recent disturbances, the Solomon
Islands was one of the poorest nations in the Pacific. The crisis
has exacerbated the social and economic climate. Responses, to
be effective, will require major sustained efforts by the Govern-
ment and its development partners.
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Tonga

The economy recorded robust growth of over 5 percent in 2000, led by tourism. However, the medium-term outlook for growth
is modest. Maintenance of an external balance, public enterprise reforms, and support to private sector development are some

of the key factors in the growth outcome.

Recent Trends and Prospects

Economic growth is estimated at 5.3 percent in 2000. It was
led by a large increase in the trade and services sector related to
millennium celebrations, together with the income effect from
increased workers’ remittances. Growth was also supported by
a recovery in agricultural production, which had declined sig-
nificantly in 1999 as a result of cyclone Cora in December 1998.
Inflation rose to 5.3 percent in 2000 due to drought and higher
world prices for the country’s imports.

Following fiscal deficits in recent years, a surplus of
0.8 percent of GDP was recorded in 2000. The improvement
resulted from lower capital expenditure and, to some extent,
increased tax revenues due to higher imports. Wages accounted
for about 53 percent of current expenditures in 2000, equiva-
lent to 14.4 percent of GDP. Foreign trade taxation accounted
for more than 64 percent of tax revenues, or about 50 percent
of total revenues. The Government follows an implicit fiscal rule
that requires recurrent expenditure to equal recurrent revenue.
Consequently, the variation in deficits largely reflects the avail-
ability of foreign financing for capital expenditure. Domestic
bank financing represented only 0.3 percent of GDP in 2000.

Broad money increased by 8.5 percent in 2000, after
15.0 percent growth in 1999. Monetary conditions were tight-
ened in 1999 and 2000 in response to official reserve losses.
The reserve requirement ratio was raised to 15 percent in
September 2000, the minimum lending rate was put up to
12 percent, and the Government formalized the imposition of
a credit ceiling. The tight policy slowed private sector credit
growth to 2 percentin 1999 and 6 percent in 2000 from 18 per-
cent in 1998. Total external debt in 2000 was estimated at
US$62.2 million, or 41 percent of GDP, and consists largely of
concessionary loans. Domestic debt was equivalent to 6 percent
of GDP and is held in the form of bonds, mainly by banks and,
to some extent, by the nonfinancial public and private sector.
The debt-service ratio in 2000 was 12 percent.

2000 refers to fiscal year 1999/2000, ending 30 June.
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The principal exports in 2000 were squash, fish, root
crops, vanilla, and copra, all of which faced increasing interna-
tional competition. Consumer and intermediate goods
accounted for more than 80 percent of imports. Merchandise
imports in 2000 increased faster than the growth of GDP as a
result of a pickup in imports after the millennium celebrations
(see Figure 2.27). A small number of large, one-off imports,
including an electricity generator for Vava'u and two fishing
boats contributed to this rise, leading to a trade deficit of
US$51.7 million for the year. The current account recorded a
deficit equivalent to 6.7 percent of GDP. Net current inward
transfers improved significantly in 2000 due to an increase in
private remittances. Net inward private transfers were recorded
at US$40.4 million, while official transfers were US$1.2 mil-
lion. Outward private transfers also rose, due to increased
remittances to meet the living costs of children studying abroad.
The capital account deteriorated substantially in 2000, mainly
due to declining net private capital inflows. Private capital and
investment outflows increased as a result of a number of Tongan
business operators making offshore investments. The balance of
payments recorded a small deficit. Consequently, foreign
reserves declined from US$21.4 million or 3.5 months of
import cover by mid-1999, to US$15.5 million or 2.5 months
of import cover by mid-2000.

The exchange rate of the pa'anga is pegged to a basket of
currencies comprising the Australian, New Zealand, and US
dollars and the Japanese yen. Since July 2000, the currency has
been allowed to deviate from the rate set by the currency basket
by up to 5 percent.

The economy is expected to grow at quite modest rates of
around 2 percent in 2001 and 2002. Growth will be supported
by continued recovery in agriculture and further expansion of
fishing operations. In line with government policy, the budget
is expected to remain in balance over the next two years, with
small surpluses of around US$0.2 million to US$0.5 million.
Inflation is expected to remain at around 5 percent in 2001,
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Figure 2.27 Trade Balance,
Tonga, 1996-2000
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mainly as a result of increasing world prices and some further
devaluation of the pa'anga. Remittances will continue to make
an important contribution to the economy.

Issues in Economic Management

The public enterprise sector is both large and diverse, with more
than 35 enterprises. However, only four pay dividends to the
Government. No timetable has been set for their privatization or
corporatization, although the Government has signaled its
intention to sell some of them. In the meantime, public enter-
prises need to be more accountable, and this requires the
development and implementation of performance guidelines.
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The returns from fishing grew steadily throughout the
1990s to a value of US$4.1 million in 2000. Currently, fish
exports are mostly high-value products transported by commer-
cial airlines to Japan, Korea, and the US. Although fish exports
are held back by a lack of transport facilities, they have the
potential for significant expansion with further infrastructure
development. The long-line tuna catch can be expanded con-
siderably and still remain an environmentally sustainable indus-
try. However, large investments are required to convert the
potential into reality.

The Government has made significant efforts to develop
manufacturing over the years. The sector grew steadily in the
three years to 2000, but exports reached only US$0.8 million in
value. The prospects for manufacturing are limited because of
the small domestic market, high operating (including labor)
costs, steep duty rates, and shortage of skilled labor.

Policy and Development Issues

While the Government has been promoting tourism and sees it
as a promising industry, both the quality and quantity of accom-
modation are limiting factors to expansion. The prospects for
continued growth in tourism are modest in the short to medium
term, with the sector likely to be dominated by expatriate
Tongans visiting friends and relatives.

Agriculture has also been identified by the Government as
an industry with growth potential. However, exports of agricul-
tural commaodities are modest (squash exports were valued at
US$5.5 million in 2000, with root crop and vanilla exports each
worth US$0.5 million). Demand and prices for squash and
vanilla have been affected by growing international competi-
tion. Root crops rely on sales to Pacific islanders living abroad
and are constrained by transport problems as such crops
constitute high-volume, low-value commodities. While
attempts are being made to diversify into other agricultural
commodities, such as kava for the international pharmaceutical
market, problems with quality and reliability of supply limit
their potential. These commodities may make a useful contribu-
tion to exports but the overall outlook for them as exports is
unexciting.

The reform of public enterprises has not really begun. This
is an important policy issue that the Government should
address, given the likely future pressure on fiscal balances due
to inefficiencies in the public enterprise sector.
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Tuvalu

Real GDP grew by 3 percent in 2000. A windfall payment from the lease of the country’s Internet country domain address and
buoyant returns from the Tuvalu Trust Fund were also realized during the year. However, a possible decline in such revenues
and the growth of complacency pose considerable risk to future growth prospects.

Recent Trends and Prospects

Growth in real GDP in 2000 is estimated at 3 percent (see
Figure 2.28). Public construction was significantly stronger
than in 1999, but expenditure on public administration
changed little. As a result of substantial windfall revenue from
the lease of Tuvalu’s Internet country domain address (*.tv"),
strong growth in returns from the Tuvalu Trust Fund, and stable
revenue from fishing license fees, government revenues totaled
around A$44 million in 2000.

The government budget emphasizes the difference
between core (recurrent) and noncore (infrastructure and other
capital item) revenues and expenditures, with specific alloca-
tions to the Tuvalu Trust Fund so that the benefits can be
enjoyed in the future. Total government revenues were almost
double the budget estimate for 2000 as a result of the lease of
the Internet address. Total government expenditures amounted
to $22 million, an increase of about $5 million, compared with
1999. Expenditures on infrastructure and other capital projects
in 2000 rose to a record A$8.2 million.

In 2000, inflation rose to 5.0 percent from around 1 per-
cent in 1999, partially due to increased costs of imports as a
result of higher transport (mainly air) costs. The trade deficit
remained high, due to the fact that most agricultural production
is consumed domestically, and due to the absence of any signifi-
cant manufacturing activity. However, the external position is
sound overall because of remittances, returns from the Tuvalu
Trust Fund, the Internet lease, and aid agency disbursements.
Unemployment remains high with less than 20 percent of
Tuvaluans employed in salaried positions; over 65 percent of
the population are employed in subsistence activities.

The construction sector will see strong growth in 2001, due
to the largest civil works project undertaken in the country: the
Funafuti roadway will be reconstructed and the airstrip will be
repaired. The large scale of these projects, in the context of
Tuvalu, suggests GDP growth for 2001-2002 of 5-6 percent.
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After a very strong performance in 2000, returns from the
Tuvalu Trust Fund are forecast to decline to around A$3 million
in 2001. This is based on the expectation that the Australian
equities market will experience lower returns associated with an
anticipated global slowdown in economic growth. Inflation is
likely to ease in 2001 and 2002 to around 1-2 percent, reflect-
ing lower inflation in Australia where most imports are sourced,
and lower world fuel prices.

The 2001 budget includes expenditures of A$26.9 million,
comprising noncore expenditures of A$8.6 million and core
expenditures of A$18.3 million. Revenues are expected to be
A$27.2 million, and hence the budget shows a small surplus of
A$0.3 million. Also, the budget provides for additional capital
projects totaling A$16.6 million, subject to the availability of
development funds from aid agencies. Recurrent expenditures
of A$16.9 million in 2001 represent an increase of around
20 percent over the 2000 level, due to the opening of an
embassy in New York, a 100 percent increase in politicians’ sala-
ries, and a 6.8 percent increase in the number of civil servants.

A new policy is being drafted that will lead to the signing
of new licensing agreements for fishing in the countrys fishing
grounds. However, after record revenues in 1999 and 2000
from fishing license fees, these revenues (when translated from
other currencies) may decline if the Australian dollar rebounds.

Two further prospects, both uncertain, may also affect gov-
ernment revenues in 2001 or 2002. First, the Government is a
significant minority shareholder of the company that leases the
Internet country address, with a 20 percent holding of the
company’s common stock. If the company seeks a public listing,
the market value of this holding may well exceed the value of
the Tuvalu Trust Fund. Listing the company is likely in either
2002 or 2003 and would clearly represent another—extremely
large—windfall gain. Second, the Government is in exploratory
talks with an Australian firm on setting up an international
shipping registry in Tuvalu, to register merchant vessels under
the Tuvalu flag. This too could result in substantial revenues.
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Issues in Economic Management

Tuvalu has followed a policy of fiscal restraint in the past, accu-
mulating a series of budget surpluses over the last decade.
Although money is available through annual drawdowns from
the Tuvalu Trust Fund, the Government is reluctant to rely on
it for short-term needs. Each year, the Government reinvests
large amounts in the Fund, so it is now the largest contributor
in cumulative terms. It aims to maintain the real value of the
Fund before distributing returns to the Consolidated Trust
Fund account, which can be used for capital expenditure.

There is, however, some concern that the more comfortable
financial position of the Government over the last few years is
bringing with it a greater tendency for ministries to be less strin-
gent in the application of basic financial management prin-
ciples. There is also evidence that some core expenditure is
being met through the special development expenditure item of
the Tuvalu Trust Fund, despite the fact that this was established
for development (noncore) activities only. Current trends in the
budget are taking the Consolidated Trust Fund account balance
well below the level necessary to guard against revenue shocks.
The balance in 2001 is expected to fall to A$11.4 million, below
the Governments target of A$13.5 million. The Government
needs to restore it to the appropriate level as soon as possible.
Another concern is the timeliness of government financial
reporting. The 1998 and 1999 accounts were prepared only
after long delays, making fiscal management much more diffi-
cult. A regular cash-flow statement is also needed.

Policy and Development Issues

The main development issue is the devolution of administrative
responsibilities to communities on the outer islands, and the
improvement of infrastructure and services there. In 2000, the
Government continued to devolve administrative responsibili-
ties, including some expenditure management, to outer island
councils (Falekaupule). This was in line with the medium-term
development strategy’s focus on ensuring greater equality of
income distribution between the capital island of Funafuti and
the outer islands. The Falekaupule Trust Fund was invested
with professional fund managers in Australia in February 2000
with initial capital of A$11.2 million. The island communities
themselves, the Government, and the first tranche of a loan
from the Asian Development Bank funded it.

As part of a program to improve facilities for outer island
communities, in 2000 the Government purchased three water
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Figure 2.28 Real GDP Growth,
Tuvalu, 1996-2000
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desalinating systems and five solar water pumps. In addition, it
is renovating and expanding the water supply system and
embarking on an electrification program for the outer islands.
A range of issues needs to be resolved, such as the structure of
electricity tariffs and the identity of the organization to manage
the electricity supply. Another pressing issue for outer island
communities is the availability of a regular and reliable freight
service to the capital, and improved cargo handling facilities.
Telecommunications is another essential service that needs
improvement on the outer islands, as some of them have only
a few lines.

Health and education on the outer islands are areas of con-
cern. Island communities receive only infrequent visits from
doctors, while some islands have no permanently posted doc-
tors. Some health clinics also need to be upgraded.



A

Vanuatu

The economy recovered in 2000 with 2.8 percent growth in real GDP, led by tourism and construction. Growth is likely to
continue at about this level in the medium term. However, fiscal discipline and implementation of reforms remain critical for

the economy’s future prospects.

Recent Trends and Prospects

Following a contraction of 3.0 percent in 1999, the economy
recovered in 2000 with estimated growth of 2.8 percent, led by
tourism and construction. Sustained marketing campaigns in
Australia by the National Tourism Office and political instability
in neighboring countries boosted the number of visitors to
Vanuatu. Major construction projects included the Efate ring
road, the expansion of the main airports on Efate and Santo,
rehabilitation works from cyclone Dani, and an urban infra-
structure project. The agriculture sector continued to experi-
ence weakness.

Copra and beef exports weakened but kava exports
strengthened significantly in 2000; imports stayed at around the
previous year’s level. Despite a trade deficit, a small surplus on
the current account is estimated in 2000, compared with a defi-
cit in 1999. However, a sizable deficit of at least 4 percent of
GDP is estimated on the capital account in 2000, largely due to
outflows from commercial banks. At the end of 2000, foreign
reserves were estimated at 5.4 months of import cover, com-
pared with 5.9 months at the end of 1999.

The budgeted deficit in 2000 was 3 percent of GDP, but as
a result of the rollover of development projects from 1999’
budget, it reached around 8 percent. Controls on recurrent
expenditure were very tight during the year and helped contain
further expenditure growth. Total tax revenue for 2000 was only
slightly below the levels forecast in the budget, though value-
added tax collection was in line with forecasts.

External debt service amounted to only 1.3 percent of
exports of goods and services and 5.7 percent of domestic
revenue in 2000. At the end of the third quarter of 2000,
domestic credit and net foreign assets were at similar levels to
those at the end of 1999. The most noticeable monetary devel-
opment in 2000 was a decline in private sector credit of 8 per-
cent by the end of the third quarter and a substantial rise in net
credit to the Government. At the end of the third quarter,
domestic borrowing to finance the deficit was much larger than
expected, mainly reflecting delays in concessionary financing
and a buildup of government commitments to aid projects.
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The main monetary initiative in 2000 was the reintroduc-
tion of foreign exchange guidelines on 23 February 2000, when
foreign reserves fell to less than five months of import cover. In
anticipation both of modest growth and stable inflation, and an
acceptable level of official reserves, the Reserve Bank indicated
in its October 2000 monetary policy statement that there was
no immediate requirement to adjust the monetary policy stance.

The vatu is pegged to a basket of major trading partner
currencies. During the first nine months of 2000, it appreciated
by 7.4 percent against the Australian dollar and by 4.6 percent
against the euro, but depreciated by about 10 percent against
the US dollar and by about 4 percent against the yen. This may
have impacted adversely on the competitiveness of exports,
especially to Europe. Inflation has remained moderate in recent
years; interest rate spreads widened to an average of 9.7 percent
for the first three quarters of 2000. Given the dependence of
Vanuatu on imports from Australia and the exchange rate ar-
rangements between the vatu and the Australian dollar, price
movements in Vanuatu are closely aligned to those in Australia.

The economy is projected to grow at modest rates of
3-3.5 percent a year in 2001 and 2002, helped mainly by a
recovery in agriculture and continued success of tourism. Over
this period, the trade account is forecast to improve as exports
recover. The current account is projected to record a modest
deficit in 2001 followed by a small surplus in 2002. Private
capital outflows are expected to be considerably lower in these
two years, and anticipated aid transfers should help rebuild
reserves. The overall budget deficit is targeted to be no more
than 2 percent of GDP over the next two or three years, with
annual surpluses in the recurrent budget and external conces-
sionary funds financing the overall deficit.

For the 2001 budget, the Government proposes several
new revenue initiatives, along with a higher revenue projection.
In 2001, expenditure is projected to decline as a proportion of
GDP, and a modest budget deficit of 1 percent of GDP is fore-
cast. Debt-service costs are projected to rise to 6.5 percent by
2002 as repayments of recently acquired external debt begin.
Provided the vatu remains stable, inflation is expected to be
around 2 percent in 2001 and 2002.
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Issues in Economic Management

Policy initiatives in the 2001 budget focused on three objec-
tives: stable government, private sector development, and social
equity and sustainability. Relevant measures include balancing
the recurrent budget; implementing the next phase of the
Governments Comprehensive Reform Program (CRP), which
emphasizes outer island development; and establishing impact
monitoring systems for these reforms. Effective implementation
of reforms remains critical to maintaining the forecast rate of
growth.

The interest rate structure in Vanuatu is characterized by
very wide spreads between average lending and deposit rates
(see Figure 2.29). Interest rate spreads widened from an average
of 8.3 percent in 1996 to 10.4 percent in the third quarter of
2000, to give an average of 9.7 percent in the first three quarters
of 2000. Furthermore, certain lending practices greatly widen
the effective spread. For example, borrowers are commonly
required to borrow twice as much as they need and put half
their loan on deposit. The high margins and practices like these
reflect weak competition in the banking sector and lack of
access to overseas funds (because of recent capital controls).

Policy and Development Issues

The CRP was first formulated and implemented in 1998, and is
subject to a process of continual reformulation. It is supported
by a loan from the Asian Development Bank and focuses on
promoting economic growth through a strategy oriented on the
private sector. This strategy entails comprehensive governance
reforms, various nondistortionary measures to improve the eco-
nomic environment for private sector activity, and a range of
social and other reforms to improve economic and social con-
ditions at the village level. Both public expenditure manage-
ment and the utilization of external assistance are expected to
improve as a result of the CRP. The Government now needs to
integrate it into the budget process and the macroeconomic
framework.

Regional and outer island development has been a long-
standing and challenging objective for governments in Vanuatu.
Outside the major towns of Port Vila and Luganville, infrastruc-
ture is poor and government services rarely available. The pro-
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Figure 2.29 Average Lending Rates,
Average Deposit Rates, and Interest Rate Spreads,
Vanuatu, 1996-2000
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posed Quter Island Infrastructure Development Program, an
important component of the CRP, is designed to tackle these
weaknesses. The Program is near the implementation stage and
14 projects have been identified on road, marine, storage, and
airstrip infrastructure. Four of these projects are already being
funded. Important features of the Program are (i) the emphasis
on components to ensure sustainability and (ii) the integration
with planning initiatives in the regions and outer islands to
ensure support there.



Asia’s Globalization Challenge

The inhabitant of London could order by telephone, sipping his morning tea in bed, the various products of the whole earth,
in such quantity as he might see fit, and reasonably expect their early delivery upon his doorstep; he could at the same
moment and by the same means adventure his wealth in the natural resources and new enterprises of any quarter of the
world, and share, without exertion or even trouble, in their prospective fruits and advantages; or he could decide to couple
the security of his fortunes with the good faith of the townspeople of any substantial municipality in any continent that fancy
or information might recommend. .... The internationalisation [of the ordinary course of social and economic life] was nearly

complete in practice.

INTRODUCTION

As we enter a new millennium, the effects of internation-
alization—now known as globalization—are everywhere
apparent. It is an opportune time to take stock of this
process, which has played a major role in sustaining the
economic expansion of the global economy in the second
half of the 20™ century. As the quote from Keynes indicates,
it is not a new phenomenon. Yet in the post-Second World
War era, globalization is seemingly shrinking the planet as
barriers to trade are dismantled, transport and communi-
cations costs fall, and global production systems are
formed and managed by giant multinational corporations.

Globalization can be defined as the ongoing
economic, technological, social, and political integration of
the world that began after the Second World War. There are
several dimensions to this dynamic process, including the
increased internationalization of economic markets as
reflected, for example, in trade and financial capital flows.
However, there are also institutional and social changes
that are taking place within the geographic borders of
nation states, though these are much more difficult to
quantify. Institutional changes include modifications in
policy, in industrial organization, and in the administration
of laws and regulations that govern the behavior of eco-
nomic agents. Globalization is impacting the institutional
framework in both developing and industrial countries; it
is changing the way in which governments view their
developmental role in society.

A brief review of data indicates the extent of globaliza-
tion since the end of the Second World War. Total world
merchandise trade (exports plus imports, by value) surged
from about 23 percent of nominal world gross domestic

J.M. Keynes, The Economic Consequences of the Peace, 1919
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product (GDP) in 1960 to about 39 percent in 1999 (see Table
3.1). Three factors have been behind this explosive growth.
First, the effective rates of protection of artificial barriers to
international trade (built up as a consequence of two world
wars and a depression) such as tariffs and quotas, have fallen by
as much as 80-90 percent after the end of the Second World
War (Mussa 2000). Second, the costs of transportation and
communications have dropped substantially. Ocean shipping
costs have fallen in the last 50 years by as much as 75-80 per-
cent. Communications costs have also been reduced signifi-
cantly, stimulating greater trade in nonfactor services.
Outsourcing has increased, particularly in automobiles and
electronics, and the vertical integration of production has given
way to multiple production platforms in distant locations coor-
dinated from a central hub. Third, as globalization has
expanded market size, international competition among firms
has intensified. In the industrial countries, this accelerated re-
search and development (R&D) expenditures and innovation as
firms competed increasingly on product quality. In developing
countries, particularly in Asia, technology-embodying capital
goods imports increased as firms competed in global markets by
using borrowed technology to produce goods at lower cost.
Parallel to the rising trend of trade in goods and services,
private financial capital inflows to developing countries have
increased rapidly in the past two decades. Developing countries
in Asia and Latin America have received the bulk of these flows
(see Figure 3.1). In Asia, such inflows are mainly to a few of the
developing member countries (DMCs) of the Asian Develop-
ment Bank (ADB) such as the People’s Republic of China (PRC),
Indonesia, and Malaysia. In the years immediately following the
Second World War, most of the foreign direct investment (FDI)
was made by US firms investing in Europe. Later, FDI among
industrial and developing countries began to grow rapidly (see



ASIAN DEVELOPMENT OUTLOOK 2001

Table 3.1 Total Merchandise Trade
(percent of world GDP)

1960 1970 1980 1991
World 23.1 252 419 325
Industrial countries 15.7 18.7 285 232
Developing countries 7.5 6.5 13.4 9.3

Note: Data are based on customs trade statistics.

1992 1993 1994 1995 1996 1997 1998 1999
32.5 31.8 337 364 372 389 38.8 3838
22.9 21.7 228 245 247 255 262 26.2

9.6 10.1 109 119 125 134 126 126

Sources: International Monetary Fund, International Financial Statistics (CD-ROM, March 2001); World Bank, World Development
Indicators (CD-ROM, 2000); World Bank website (www.worldbank.org).

Table 3.2). At its peak, before the Asian financial crisis of 1997/98,
about 40 percent of FDI went to developing countries.

The international flow of portfolio (stocks and bonds) and
other investment funds (including bank lending) also rose as
markets were deregulated and as investors became aware of
profit-making opportunities in other countries. There were two
main surges involving developing countries in this volatile com-
ponent of the capital account. The first, in the late 1970s and
early 1980s, was a surge in short-term bank lending, largely to
Latin America that ended with the second oil shock in 1978.
The second, in the late 1980s and the early 1990s, was larger
and more broad based, involving substantial flows of portfolio
investment and short-term credit to many developing countries
in Asia. Strongly influenced by capital account liberalization,
exchange control dismantling, rapid growth in equity markets,
and low interest rates in industrial countries, this boom began
to fade after the 1995 Mexican peso crisis and collapsed follow-
ing the Asian financial crisis of 1997/98. By the end of 1998,
total capital flows to developing countries were down by about
87 percent from the peak in 1996.

The increased flows of goods, services, and investment
funds across national boundaries appear to be associated
with rising world economic growth. As argued in Asian
Development Outlook 1999 (Part 3), economic development
theory suggests that openness allows an economy to make
better use of its resources through greater specialization in
production of the goods and services that it produces rela-
tively cheaply, which it can trade for goods and services pro-
duced more efficiently abroad. In particular, trade enables
developing countries to import capital and other intermedi-
ate inputs that are critical to long-run growth. These critical
inputs bring with them new technology. A more open trade
regime also encourages competition between local and for-
eign firms, thereby raising the level of efficiency of domestic
firms. There is adequate empirical evidence to support this
view of the positive impact of globalization on national eco-
nomic growth and per capita income—see, for example,
Frankel and Romer (1999). Moreover, as more countries
have been drawn into the global economy, world economic
growth has accelerated.

Table 3.2 Foreign Direct Investment Inflows

($ billion)
1980 1991 1992 1993 1994 1995 1996 1997 1998 1999
World 52.2 154.7 167.2 215.5 238.6 317.3 363.4 448.3 759.1 1,090.1
Industrial countries 46.4 114.1 117.6 144.7 141.6 204.1 224.0 271.2 565.0 878.0
Developing countries 5.8 40.6 49.6 70.8 97.0 113.2 139.5 1771 194.1 212.1
Asia 2.5 19.3 24.6 44.4 54.6 60.9 71.1 75.7 84.6 86.9

Note: Data across countries are not consistent, i.e., the years for which data are available may vary from those shown.
Source: International Monetary Fund, International Financial Statistics (CD-ROM, March 2001).
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Figure 3.1 Capital Inflows to Developing Countries
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Yet accelerated economic growth is only one dimension of
a complex and pervasive phenomenon that invokes debates on
a wide range of issues such as human development, labor, and
environmental standards. In particular, fears have been
expressed that openness may accelerate the degradation of the
environment and may also contribute to the exploitation of
labor. Discussion of these issues is not attempted here but Lukas
(2000) provides a review of the evidence on these points.

The following section, The Asian Growth Experience and
Globalization, analyzes Asian growth performance in the context
of globalization. Two major themes are developed. The first is
that an increasing number of DMCs have capitalized on global-
ization to achieve rapid growth and poverty reduction. Partici-
pation in the global economy strengthened through growth in
international trade and movement of capital and labor. The sec-
ond theme is that policies and institutions were tailored to
facilitate growth based on factor accumulation, particularly in
the early stages of the growth process.

The policies and institutional options that must be devel-
oped and put in place to maximize the benefits of globalization
as well as to minimize its risks are discussed in the subsequent
section, Policies for Adapting to Globalization. Policymakers must
continue to be alert and responsive to both the opportunities
and the challenges of globalization if DMCs are to continue to
capitalize on the process. This section has two major themes.
The first is that development strategies should be modified both
to adapt to a changing global economic environment and to take
advantage of the opportunities that come with globalization.
The Asian development approach, emphasizing rapid technol-
ogy transfer to create export industries was, and is, quite
successful. Yet, as DMCs move closer to the global technology
frontier, certain modalities, such as innovation based on FDI
and R&D, will become more important. Moreover, the revolu-
tion in information and communications technology (ICT) will
continue to create opportunities in goods and services export
markets, but those countries with the appropriate ICT infra-
structure and personnel will best be able to exploit these oppor-
tunities. The second theme is that there are also risks to a
globalization strategy and policies must be formulated to mini-
mize them. Greater volatility is probably the biggest risk that
accompanies globalization. The section discusses ways to
reduce the volatility in economic performance that has been
associated with globalization. These include policies to monitor
and regulate capital flows, develop an appropriate exchange rate
regime, and minimize fluctuations in productivity and invest-
ment. The section ends with a review of social programs that
can minimize the impact of volatility on the poorest groups in
society.

The third section, Institutional Options in a Globalizing
Environment, deals with mechanisms for bringing about institu-
tional change in a globalizing world. Institutional changes are
slow to take root because they are often subject to strong forces
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of inertia. However, a crisis can trigger institutional change. In
this section emphasis is placed on reforming institutions at
different levels of government. Economies must choose a proper
mix of institutions to effect policy change. These may be
national, regional, or global. It is argued that many policy issues
relating to globalization can still be addressed at the national
level even though regional and global institutions have greater
importance as the world’s economies become more integrated.
In the final section, Conclusions—Toward a Framework for
Globalization, the policies suggested in the previous sections are
synthesized against a background of the potential for globaliza-
tion and the remaining impediments to further globalization.

THE ASIAN GROWTH EXPERIENCE AND
GLOBALIZATION

The rapid growth of Asia in the last three decades, particularly
of the newly industrialized economies (NIEs) of Hong Kong,
China; Republic of Korea (Korea); Singapore; and Taipei,China,
as well as the economies of Southeast Asia, has been widely
documented. This rapid progress in economic development
occurred through export-led growth accompanied by high
savings and investment rates, competitive pricing, a supportive
macroeconomic framework, inflows of new technology, and a
dynamic response to the changing pattern of overseas demand.
This was a strategy that was eminently successful in much of
Asia and one that other developing countries began to emulate
(as discussed in Emerging Asia, ADB 1997).

Since that book was published, a regional financial crisis
has changed the course of Asia’s emergence. Nevertheless, the
region remains dynamic and still features many of the policies
that were responsible for this high growth in the past. Not
unexpectedly, Asia’s strong growth performance unleashed a
major debate about the factor inputs that were responsible for
this growth. The general point was that factor inputs of labor
and capital (as opposed to new technology) accounted for much
of the growth in DMCs over the past three decades (see further
discussion on this in Box 3.1).

To the extent that Asian growth was unprecedented in
the history of developing economies, its uniqueness lies in
the arrangements developed to participate in globalization
and to close the technological gap. It has been argued that
the success that it has had in catching up reflects its reliance
on market forces in combination with government guidance
for achieving the requisite allocation of resources (World
Bank 1993). Governments pursued policies and nurtured insti-
tutions to promote savings. Financial systems were organized
around a relatively small number of large banks, which
could be influenced and directed by the authorities. They
funneled these savings into investment. Subsidies were pro-
vided for firms in strategic sectors. Barriers to entry ensured that
these investments were profitable (Rodrik 1995, Cho 1996).
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Box 3.1 Sources of Economic Growth in Developing Member Countries

One way to understand the rapid economic development of
Asia during the past three decades is to review the results of
some of the numerous cross-country studies that use the growth
accounting method to identify sources of economic growth.
These studies estimate the relative contributions to growth in
per capita GDP of increases in physical capital, increases in
labor or human capital, and increases in total factor productiv-
ity (TFP) arising, for example, from changes in technology.

A general consensus on the relative importance of factor
accumulation and increases in TFP in the growth of the NIEs
and Southeast Asia (East Asia) is beginning to emerge, although
the database remains weak and there are numerous method-
ological problems. Over the last 40 years, growth in East Asia
has relied disproportionately on inputs of capital and labor and
less on increases in the efficiency with which those inputs are
used. Young (1992) and Krugman (1994) conclude that there
was essentially no TFP growth in East Asia from the late 1960s
to the late 1980s. Kim and Lau (1994), using a different meth-
odology, find that TFP accounted for about a third of the growth
of real GDP from the 1960s to 1990 in the NIEs. This contrasts
strikingly with the US, where TFP accounted for fully 80 per-
cent of the growth of real GDP between 1948 and 1990.

Apparently, East Asia achieved its high-growth “miracle”
primarily by boosting and sustaining investment rates while
absorbing excess agricultural labor into industry. Increases in
TFP, while not negligible, made a relatively small contribution
to overall output growth. This is particularly true for the period
until the late 1980s. This conclusion, however, should be inter-
preted in the context of the speed of development. While the
share of TFP in output growth was somewhat lower in DMCs
than in the Organisation for Economic Co-operation and Devel-
opment (OECD) member countries, TFP growth was not neces-
sarily low. Sarel (1996), for example, calculates that, in the
NIEs, TFP growth as a percent of output per capita growth was
comparable to that of the US during 1975-1990. Thus, TFP
growth was not unusually low in DMCs but it did not explain
high rates of economic growth; factor accumulation did.

There is less agreement on the meaning of this overall pat-
tern of growth, stressing capital accumulation in achieving very
high rates of growth. Is it evidence of East Asia’s singular success
at promoting savings and investment? Is this pattern normal for
economies at East Asia’s stage of economic development? Or
does it reflect a distinctive Asian growth model and the region’s
pursuit of a unique development strategy?

To address these questions, one can place the East Asian
experience in an international context. Hayami (1998) con-
cludes that the relative contribution of increases in TFP growth
to GDP growth is higher, while the relative contribution of
factor accumulation is lower, in all the advanced industrial
countries. The closer an economy is to the technological
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frontier (measured by relative per capita output in the
nonprimary sector and epitomized by the US in the 20" cen-
tury), the larger the relative contribution of productivity growth
appears to be. Thus, for the postwar period as a whole, France,
Germany, and UK were closer to the US than to Japan, and so
depended more heavily on TFP growth than Japan. Japan, in
turn, was closer to France, Germany, and UK than to the NIEs,
and so was relatively more reliant on TFP growth than the NIEs.

Thus, growth depends disproportionately on factor accumu-
lation—capital accumulation in particular—in its initial stages
is emphasized in the 19" century context by Gerschenkron
(1962). When the late-developing economy becomes able to
utilize modern industrial technologies, the equilibrium capital/
labor ratio shifts up. During this transition, the economy exhib-
its a relatively high level of investment and a correspondingly
high rate of growth, subject to the availability of savings. The
foreign technologies developed by previous industrialists are
embodied in this capital equipment. Absolute, as well as rela-
tive, rates of TFP growth may be low at this early stage of eco-
nomic development either because the capacity to innovate is
particularly late to develop or because the processes of
importing technology and of innovating at home compete for
the same limited domestic resources.

If this interpretation is correct, then similar patterns should
emerge in the history of the industrial economies. There are
suggestions of such patterns in Japan and Europe in the postwar
period, since these economies were then far behind the US in
terms of technical efficiency, and productive capital stocks were
significantly below equilibrium levels due to wartime destruc-
tion. They could grow quickly and close much of the gap with
the technological leader simply by sustaining high levels of
investment in capital that embodied the backlog of technolo-
gies available in the US. Indeed, the US itself looked remarkably
like the high-growth Asian economies of today when it began
catching up with the technological leader (in that case, the UK)
in the 19" century." The share of output growth accounted for
by the growth of TFP was little more than a third. As the US
closed the gap and assumed technological leadership after
1890 (Nelson and Wright 1992), the relative contribution of TFP
growth to the growth of GDP rose.

To conclude, there is a hint of a distinctive Asian model, one
that results in higher growth in GDP and higher rates of capital
accumulation.? But, in broad terms, Asian growth is not unique,
however different it looks from that of many high-income coun-
tries in the 1990s. Factor accumulation has mattered more, the
growth of TFP less, because the region was relatively late devel-
oping. And as DMCs approach the technological frontier, they
will find it harder to sustain rapid growth with high investment,
since they will already have in place many of the technologies
embodied in new capital equipment.
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Interest-rate controls made it more difficult for firms not
favored by the authorities to bid for scarce finance. Land re-
form, public spending on rural infrastructure, deliberative
councils, and tripartism—coordinated negotiations over wages
and other determinants of industrial development involving
labor, management, and government—provided the neces-
sary reassurance that the returns to these high levels of sav-
ings and investment would be widely shared (Campos and
Root 1996).

These policies and institutions were tailored to facilitate
growth that was based on factor accumulation rather than on
increases in total factor productivity (TFP), and they were suc-
cessful. (TFP—or changes therein—attempts to measure output
growth that can be accounted for by the growth of labor and
capital inputs.)

As DMCs continue to close the gap with the technologi-
cal leaders, however, they will have to “graduate” from a
growth model based on accumulation to one based on inno-
vation.” They will have to adapt their institutions accord-
ingly. And they will have to do so in a manner consistent
with the opportunities and constraints of globalization.

This need for knowledge, learning, and policy adjust-
ment in the context of globalization is explored in the next
section, Policies for Adapting to Globalization. Now we turn
briefly to a discussion of Asian patterns of globalization.

Globalization Trends

After the Second World War, on gaining independence, many
Asian countries began exporting primary products to the indus-
trial countries. In the 1960s, the NIEs began to export labor-
intensive manufactured products to Europe, Japan, and the US.
Subsequently, Southeast Asian countries (Indonesia, Malaysia,
Philippines, and Thailand—the ASEAN 4) and the PRC joined
them as exporters of labor-intensive manufactured goods. With
time, these economies gradually moved into higher value-
added, and skill- and capital-intensive exports. As a result of
these trends, the share of manufactured exports increased
dramatically in many DMCs (Table 3.3).

Asian exporters increased their market share in traditional
manufactured exports through improved quality and competi-
tive prices. They also moved into those markets where the
income elasticity of demand for imports in the industrial coun-
tries was high, thereby guaranteeing rapid export growth. These
included a range of skill- and technology-intensive industries
such as electronics, computers, and pharmaceuticals.

Much of the impetus for strengthening international
economic ties came from Japan and the US following the Korean
War. The US made substantial infrastructure investments in
both Taipei,China and Korea and supported land reform. Both
these Asian economies enjoyed technology transfers from joint

Table 3.3 Share of Manufactured Exports to Total Exports of Selected DMCs, Selected Years

(percent)
Economy 1975 1980 1985 1990 1995 1999
Hong Kong, China 97.9 97.8 98.1 98.6 99.3 99.6
Korea 81.9 90.5 91.8 94.1 94.3 92.9
Singapore 50.2 51.9 539 73.6 86.4 88.5
Taipei,China 81.4 88.2 90.7 93.6 94.1 96.6
People’s Republic of China — 49.7 49.4 74.4 85.6 89.8
Indonesia — 4.0 13.9 38.4 52.2 58.3
Malaysia 31.4 28.4 32.1 55.8 77.0 82.2
Philippines 22.1 39.7 62.2 72.6 82.7 93.8
Thailand 23.8 39.8 42.7 64.8 74.2 78.0
India 50.9 59.0 58.3 74.7 76.4 —
Pakistan 52.1 50.3 67.4 77.3 84.7 83.8
Sri Lanka 1.1 18.6 33.8 62.0 — 76.1

— Not available.
Source: Staff estimates.
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ventures with Japanese companies, adopting aspects of Japanese
industrial policy, methods of production, inventory control, and
distribution. In the mid-1980s, FDI began to flow into labor-
intensive industries. These “sunset” industries were no longer
viable in Japan because of high wages and a strong yen. This
flow of FDI from Japan helped develop further manufacturing
industries across the region, accelerating growth and technol-
ogy transfer. The above description does not, however, capture
the economic development style of some other Asian countries
that adopted globalization after experimenting with other
approaches for quite some time.

The cases of the two economic giants of Asia—the PRC and
India—are thus worth a more detailed look. These economies
did not begin the transition to globalization until much later.
Until 1978, the PRC remained virtually isolated from market
economies, trading almost exclusively with other centrally
planned economies. In the 1980s, however, it undertook a
series of liberalization measures that began to open up the
economy. In India, self-imposed near isolation lasted until the
early 1990s. The trade-to-GDP ratio actually declined between
1950 and 1990. However, in the 1990s, several parts of the
economy were liberalized and international trade increased.

People’s Republic of China. Having observed the initial
success of the NIEs, the PRC embarked on a wide-ranging series
of socioeconomic reforms in the late 1970s that eventually pro-
pelled it from an inwardly focused, highly centralized economy
to one of the most important manufacturing and trading nations
in the world. The first reforms were in the rural economy. In the
household responsibility system, which replaced the commune
system, communes leased plots to individual households for 15
years (later 30 years). The household delivered a fixed quota of
production to the village and kept the balance to consume or to
sell in private markets that quickly developed. The results were
remarkable. From 1978 to 1986, the value of farm output at
current prices nearly tripled. Rising rural incomes created a
demand for consumer goods, which were increasingly supplied
by town and village enterprises (TVEs)—collectively owned
firms formed by local governments that took advantage of in-
creased rural savings and the pool of available labor created by
increased farming efficiency. Industrial production in the coun-
tryside accelerated, growing at an average of 30 percent per
annum during the 1980s (Kennedy and Vietor 2001). The
TVESs' share of industrial output rose quickly from almost noth-
ing to more than a third of total industrial output.

As industrial output rose, trade and investment reforms
were quickly transforming an isolated country that had no FDI
inflows and a ratio of total trade to GDP of only 10 percent in
the mid-1970s, compared with more than 30 percent in many
NIEs and Southeast Asian economies. Three related sets of
reforms facilitated this transformation. The first was trade
reform undertaken on a piecemeal basis from the late 1970s
through the 1980s. Local governments licensed new foreign
trade corporations (FTCs) to bypass the 12 FTCs authorized by
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the central Government. By the end of the 1980s, the number
of FTCs had mushroomed to over 5,000 and the number of
domestic firms with trading rights had increased to over
10,000. This liberalization of the trading environment at the
firm level was accompanied by a gradual liberalization of the
tariff regime.

The second policy initiative was liberalization of FDI. This
was much more radical because it overturned a policy of careful
monitoring of foreign activities in the country, even though the
initial reforms were confined to a few coastal areas in the south-
ern part of the country. The PRC was able to attract enormous
inflows of FDI, so that by the mid-1990s it was the largest
recipient of FDI among developing countries. Three coastal
cities (Shenzen, Shantou, and Xiamen) and a province (Hainan)
were designated as “special economic zones” in 1980, and this
was expanded to 14 coastal cities in 1984. These regions have
grown at double-digit rates ever since.

The third set of reforms involved the exchange rate. The
currency was devalued in real terms over the 1980s and early
1990s and foreign currency transactions were gradually deregu-
lated. The current account (though not the capital account) was
made fully convertible in the late 1990s. The special economic
zones generally enjoyed a greater level of external sector liber-
alization.

These reforms led to a dramatic transformation of the PRC’s
links with the outside world. Exports grew very fast for two
decades, in absolute terms, from $10 billion in 1978 to
$195 billion in 1999 and as a percent of GDP from less than
7 percent to about 20 percent over the same period. The re-
sponse of FDI was slower at first, but increased rapidly by the
end of the 1990s. From $57 million in 1980, it grew to over $40
billion by the mid-1990s, an increase of 700 percent in less than
20 years. The special economic zones were the focal point for
both exports and FDI, particularly in the 1990s: by the end of
that decade, enterprises with foreign investments accounted for
over 40 percent of total exports.

To take advantage of the spread of the “new economy,” the
PRC has recently made rapid strides in the development and
spread of fiber optic technology to increase telecommunications
capacity. Both fixed and mobile line capacity has ballooned in
the past decade from virtually nothing to about 15 lines per 100
inhabitants, higher than in any DMC apart from the NIEs and
Malaysia.

India. The country followed a strategy of growth controlled
and directed by the Government for most of the period from
independence in 1947 until the beginning of the 1990s. This
strategy focused on control of the economy through four
complementary policies: extensive regulation of international
trade and investment, control of key sectors of production,
central control of domestic investment, and an elaborate system
of licensing and regulation.

In pursuit of an import-substitution strategy, the Govern-
ment introduced regulations to control foreign exchange trans-
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actions and imports, with the former allocated according to a
priority list. Debt repayments received the highest priority, fol-
lowed by capital goods, raw materials, and lastly, consumer
goods, which were rarely approved. Policies toward foreign
investment depended upon the ability to earn foreign exchange
and the Governments attitude to the role that the foreign invest-
ment could play. Between 1957 and 1970, joint ventures were
encouraged but the first oil shock and a balance-of-payments
crisis resulted in a reversal of policy. After the second oil price
shock of the late 1970s, the policy was reversed again.

To control key sectors of the economy, the Government
nationalized several industries including commercial banks, life
insurance companies, and large firms in processing and manu-
facturing fertilizer, mining, chemicals, steel, and oil. By the
1980s, the Government owned nearly half the country’s indus-
trial assets. The returns were low and efficiency poor. Because
the financial sector was owned by the state and foreign capital
investment was controlled, the Government had a virtual lock
on how investment was allocated in the economy.

The Government controlled virtually all business activity
(both entry and exit) through licenses as well as many prices.
This regulatory control extended to all private firms as well as
the public sector. The control of production capacity was intro-
duced to prevent duplication and reduce “unnecessary compe-
tition,” but tended to protect inefficient firms.

Industrial policy throughout this period pushed develop-
ment toward more capital-intensive industries and away from
the economy’s comparative advantage in labor-intensive prod-
ucts, even though many incentives for small businesses were on
the books. The end result of this bureaucratic network of
subsidies, taxes, prohibitions, and controls was a highly ineffi-
cient and cumbersome economic system that grew slowly at
3 percent per annum, without much competition or new
technology. Isolated from the global economy, India produced
the same products year after year at high costs. By the beginning
of the 1990s, India had been left far behind in nearly every
respect by the NIEs and the countries of Southeast Asia.

In the 1990s, the worsening balance-of-payments crisis
forced the Indian Government to reconsider its policy
stance. Considerable progress was made in overhauling for-
eign trade and investment regulations, in reducing state
control of industry, in liberalizing the financial sector, in
freeing up investment decisions, and in eliminating many
regulations on capacity creation and import licensing. The
rupee was devalued and made fully convertible on the cur-
rent account in 1991. Most import licenses were eliminated
and tariffs were lowered and simplified. The rules for approv-
ing FDI were revamped and the ceiling on foreign ownership
removed. The Government also made a concerted effort to re-
duce the role of the public sector in the economy, including
opening up some sectors to the private sector, selling govern-
ment assets, and closing loss-incurring businesses. Capacity li-
censing was significantly reduced and the banking system
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was opened up to foreign ownership and entry. Interest rates
were partially deregulated.

There was, and continues to be, debate about the nature of
reforms and, in some political quarters, there is opposition to
them. Despite these difficulties, the ongoing reforms have had
a significant effect on those sectors of the economy where open-
ness and competition have been most apparent. Economic
growth accelerated, particularly since 1996, to 7 percent by the
end of the 1990s. FDI has flowed in, total trade as a proportion
of GDP has increased to nearly 20 percent, the economy is more
open, and portfolio investment has increased. Finally, the ICT
sector, especially software exports, has become a showpiece for
the reform effort as many new companies have been listed on
stock exchanges both at home and abroad.

Many areas remain where the reforms have been less effec-
tive or have not been implemented at all. Disputes have arisen
regarding FDI, including the validity of contracts and property
rights. Approval procedures have kept FDI from flowing into
smaller and potentially more dynamic enterprises. Neverthe-
less, India has made significant strides toward opening up the
economy.

International Trade Trends

As more DMC’s adopted an export-oriented growth strategy,
world trade accelerated as did trade among DMCs. Figure 3.2
compares the shares of exports to DMCs from selected countries
in 1985 and 1999. In both Hong Kong, China and
Taipei,China, trade with the PRC increased while the PRC’s
trade with the region fell as OECD markets became more im-
portant. Korea began to export more manufactured goods such
as automobiles to the rest of Asia. For Singapore, trade with
Indonesia and Malaysia, particularly in electrical products be-
came increasingly important. In India, the opening up of the
economy in the 1990s helped the country integrate more with
its Asian neighbors. In Indonesia, the increased trade within the
region has been in exports of primary materials—particularly
oil—and of labor-intensive manufactures.

Interestingly, at the same time that trade among DMCs was
increasing, with few exceptions the share of exports to Japan
decreased, sometimes quite substantially (see Figure 3.3). For
Indonesia and Malaysia, this represents a decline in primary
exports such as oil, rubber, and palm oil. For the PRC, Korea,
and Philippines, it probably reflects the fact that during the
1990s the Japanese economy, and hence its demand for
imports, grew more slowly than the US economy, which became
a more important export market for many DMCs during the
long US expansion of the 1990s.

Capital Movements

As they adopted more liberal trade policies, many DMCs
opened their economies to financial capital flows. Referring to
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Figure 3.2 Export Share of Selected Developing Member Countries to All
Developing Member Countries, 1985 and 1999
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Figure 3.1, inflows accelerated throughout the first part of the
1990s, nearly tripling between 1990 and 1997. Between 1997
and 1999, however, there was a sharp reversal in capital inflows
to Asia as a result of the financial crisis—from inflows of
$188 billion in 1996 to outflows of $125 billion in 1998 as
portfolio and other investment inflows turned sharply negative.
Only FDI inflows remained positive in 1998, continuing to
grow, particularly to the NIEs.

Until the financial crisis, the PRC managed to attract the
bulk of FDI to the Asian region. Total FDI inflows to the PRC
surged more than 10-fold between 1990 and 1998 and its share
of total regional FDI inflows rose from 20 percent to over
50 percent. However, other countries were also able to build up
FDI quite rapidly. FDI inflows nearly doubled in the NIEs and
more than doubled in Southeast Asia between 1990 and 1997.
FDI inflows increased quite rapidly in South Asia, albeit from a
low base. Portfolio and other investment was much more vola-
tile than FDI, reacting more dramatically to the financial crisis.
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Other investment, mostly bank loans, reversed from an inflow
of $37 billion in 1996 in Southeast Asia to an outflow of
$19 billion in 1997 and further to an outflow of $28 billion in
1998. In the NIEs, the reversal came a year later, from inflows
of $40 billion in 1997 to outflows of nearly $30 billion in 1998.
In the PRC, the reversal was more modest—{rom an inflow of
about $20 billion to an outflow of $9 billion between 1997 and
1998.

Overall, within Asia there has been greater financial
integration over time while the pattern of financial integra-
tion has followed the pattern of trade. Generally, dollar-
denominated asset markets have shown significant growth,
particularly in Hong Kong, China; and Singapore, while
financial integration has grown among PRC; Hong Kong,
China; and Taipei,China. Furthermore, with greater finan-
cial liberalization, many more international and regional
banks and financial institutions are competing for business
throughout Asia.
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Figure 3.3 Export Share of Selected Developing Member Countries to Japan, 1985 and 1999
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Labor Movements

DMCs have experienced a trend toward integration on many
levels, including labor markets. Although migration trends are
harder to gauge, since labor movements are often unrecorded,
the broad pattern is clear.

Richer Asian countries that grew rapidly in the 1980s and
1990s now have low levels of unemployment and are experi-
encing a growing need for a variety of skills that are in short
supply among the domestic labor force. While the movement of
unskilled labor has received wide publicity, there is also a strong
flow of immigrants in some skilled and professional occupa-
tions. The main recipients of this new wave of migration have
been Japan; Singapore; and Taipei,China; and more recently,
Malaysia and Thailand. Japan and Taipei,China have attracted
labor from all over Asia while Singapore has experienced a large
volume of migration from Malaysia.
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Some countries have been both significant importers and
exporters of labor. For a few years before the Asian financial
crisis, Thailand was importing labor from Myanmar, Viet Nam,
and to a lesser extent Cambodia and the Lao PDR. Yet it also
sent many migrants to the Middle East. Malaysia has been
importing labor from Indonesia and sending migrants to
Singapore.

Cambodia, Indonesia, Lao PDR, Philippines, and Viet Nam
have higher levels of unemployment and somewhat lower stan-
dards of living than the NIEs and the rest of Southeast Asia.
Thus, these countries have been the major suppliers of migrants
to the rest of the region. In the case of the Philippines, facility
with the English language has allowed migrants to move to
many different countries.

Recently, with the advent and spread of the Internet and the
new economy, it is jobs that are beginning to move in search of
labor rather than the reverse. Using advanced telecommunica-
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Figure 3.4 Trade Openness and Growth in Per Capita GNP in
Selected Developing Member Countries, 1970-98
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tions technology, many tasks can be easily and efficiently
outsourced to developing countries. Some examples include
data entry, software programming and development, Internet
website development, computer help lines, and some
accounting functions. This has resulted in an increase in
services income to Asia.

The Pacific DMCs have witnessed substantial migration to
New Zealand and Australia from some of the closer islands
including the Cook Islands and Tonga, and to the US from
Samoa, Marshall Islands, and Federated States of Micronesia.
This migration is general in nature and is the result of slow
growth in job opportunities in the domestic market and of pres-
sure from rapid population growth.

Globalization and Poverty

In this section, we have discussed Asia’s growth experience and
globalization. Economic theory and evidence support the
proposition that a strategy of openness leads to high rates of
economic growth and poverty reduction. It is posited that a
reduction of barriers to trade tends to increase the demand for
relatively abundant factors of production. In the case of Asia,
these have been initially unskilled and semiskilled laborers,
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i.e., those most likely to be poor. Evidence to support this
proposition—that openness generally reduces poverty—is pre-
sented in two stages. As Figure 3.4 demonstrates for selected
DMCs, countries that are more open to trade tend to enjoy
higher rates of growth. Numerous studies support this result,
including Sachs and Warner (1995), OECD (1998), and
Gwartney and Lawson (2000). Next, as Figure 3.5 shows, there
is a strong negative relationship between growth in the inci-
dence of poverty and the rate of long-run economic growth.
This relationship is exemplified by the NIEs and Southeast
Asian countries, where the development of outward-looking,
export-oriented industries resulted in rapid income growth and
a reduction in poverty during the 1980s and 1990s. In these
two groups of economies, incomes grew at an average rate of
over 6 percent between 1987 and 1998 while the poverty rate
(the percent of the population with an income below $1 per
day) declined from 23 percent to 9.6 percent over the same
period (World Bank 2001, IMF 2000). The implication is that
globalization, when accompanied by appropriate domestic poli-
cies, can promote poverty reduction. However, as will be
discussed in the section Policies for Adapting to Globalization,
globalization can increase economic volatility, to which the poor
are more vulnerable.
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Figure 3.5 Relationship Between Economic Growth and Poverty Reduction in
Selected Developing Member Countries, 1970-92
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POLICIES FOR ADAPTING TO GLOBALIZATION

The preceding section showed how some Asian countries
achieved substantial progress in economic development and
poverty reduction with variants of the basic strategy of
external sector liberalization, high savings and investment
rates, and technology transfer from industrial countries.
However, even as some Asian countries approach the world
technological frontier, a new economy is emerging. More-
over, national policymakers are increasingly concerned
about the possible risks of globalization. Indeed, they must
continue to improve their understanding and appreciation
of the potential benefits as well as the challenges that global-
ization presents.

This section first looks at how policymakers can maximize
the benefits of globalization through dynamic management of
the national system of economic learning and by adapting to the
economic realities of the new economy. Next, it considers how
to minimize risks by managing the volatility that results from a
more integrated global economy, and by protecting the most
vulnerable groups of society from them.
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Maximizing Benefits
Managing Economic Learning

Each country, either implicitly or explicitly, has a network of
policies and institutions in place to manage innovation or eco-
nomic learning.* This network is the public and private institu-
tional framework used to support R&D-led and
market-mediated efforts to create, absorb, and adapt new tech-
nology for commercial use. International comparisons empha-
size the diversity of such networks even within Asia (see e.g.,
Mowery and Oxley 1995). There are, however, sufficient simi-
larities among the systems within the region to justify consid-
ering an “Asian approach” to development, innovation, and
economic learning.

This Asian approach, in its early stages of development,
was designed to bring in technologies from outside the region
(emulation or imitation) rather than develop new technologies
(innovation). This made sense for Asian economies that were
relatively late to develop and could take rapid strides simply by
importing and assimilating foreign technologies. Thus many
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countries emulated the 1950s Japanese Ministry of Economy,
Trade and Industry “METI-model” of industry creation. Gov-
ernments sought to promote—through techniques such as
initial subsidies and cooperative industrial policies—industries
thought to have export potential based on production cost
advantages and the adaptability of foreign technology. There
was no need to create technologies from scratch when technolo-
gies used abroad could be acquired and profitably exploited
more quickly. Box 3.2 describes the stages of the development
process through which these latecomers to particular industries
that were already established in industrial countries overcame
the technological barriers to entry.

But the longer the Asian rates of growth have continued to
outstrip those in the US, Europe, and Japan, the closer DMCs
have drawn to the technological frontier. This has important
implications. As the frontier is approached, the opportunities
for rapid progress through emulation diminish and the ability to
innovate becomes increasingly important (Krugman 1985). Put
another way, as convergence proceeds, growth responds less to

capital formation and more to R&D and other sources of
productivity advance. Yet the ability to adapt distant technolo-
gies to produce goods for distant markets on its own will not
necessarily facilitate the transformation to innovative systems.
The production of new technologies tends to take place close to
a firm’s home base (Freeman 1995, Patel 1995) and technologi-
cal spillovers, particularly from new ideas, weaken with
distance (Keller 2000), perhaps because this new knowledge is
not yet standardized or widely understood. Thus there is an
apparent need to redesign the Asian approach to encourage inno-
vation rather than emulation as countries close in on the techno-
logical frontier. Indeed, the Asian approach is already evolving in
this direction. Yet because institutions inevitably exhibit inertia,
Asian economic systems remain less well suited to nurturing the
radical innovations needed if they are to remain near the frontier
in a dynamic, global economy. This will become more apparent
through a brief review of traditional channels for technology
acquisition and government policies used to support the Asian
modality of economic learning and export promotion.

Box 3.2 Stages of Innovation

In the industrial countries, a new industry is usually born
through a major technological innovation, and passes through
a turbulent period of standardization and growth before it
matures, perhaps even dying out as it is supplanted by a new
technology. The process by which Japan, the NIEs, and some of
the Southeast Asian countries such as Malaysia and Thailand
initiated industrial development is a variation of this life cycle.
Several authors have stylized this process. Matthews and Cho
(2000) describe four stages:

Preparation. The first stage is preparation, when a skill base
of engineers and scientists is developed. This can be achieved
through domestic or overseas education, and may involve
specialized training. Foreign experts can temporarily augment
the domestic skill base while the Government initiates training
programs. This stage also involves the establishment of a local
R&D base (perhaps regional) including local institute and over-
seas research links, to create technical absorptive capacity. For
example, in Korea, the Advanced Institute of Science and
Technology and other government-funded institutes recruited
scientists and engineers trained overseas to facilitate technology
transfer and to promote local R&D.

Seeding. Seeding involves the initial acquisition of technol-
ogy through a variety of channels, including technological
licensing and associated training, joint ventures, technological
consortia, subcontracting, collaborative R&D, and mergers with
technology-based smaller firms. Most Asian economies adopted
several of these methods. For example, in Taipei,China, licens-
ing was more prevalent while in Singapore joint ventures with
multinationals were more popular.

173

Propagation. In this stage, a group of successful exporters
arises. Appropriate infrastructure has to be developed to support
these firms so that they can compete internationally. This in-
cludes physical infrastructure to transport raw materials and
finished products and telecommunications hardware and soft-
ware. It often also involves public sector research agencies,
trade associations, and regulatory authorities. In the electronics
industry these include the Taiwan Semiconductor Industry
Association in Taipei,China and the Institute of Microelectron-
ics Centre for Wireless Communications in Singapore. Thus, a
dynamic industrial complex is created that can survive and
prosper in an ever-changing and challenging international com-
petitive environment.

Sustainability. To achieve sustainability in international
markets, firms have had the support of the Government and of
each other through trade associations and the development of
linkages with overseas firms for marketing and distribution. This
includes possible assistance in product development, under-
writing of R&D, helping to develop domestic subcontracting,
guidance on moves into own-brand production based on for-
eign technology, and assisting in product development. In the
case of Korea, the Government prodded the semiconductor
industry after it had become well established in conventional
semiconductor technology. In the case of Taipei,China, the
authorities helped develop new products and processes and
then improved and adapted these technologies and diffused
them to the private sector, in some cases by even creating their
own company.

Source: Matthews and Cho (2000, pp. 91-92).
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Channels. Channels for the acquisition of technology
include capital goods imports, licensing arrangements, joint
ventures, FDI, and outsourcing. Of these, capital goods
imports, licensing, and joint ventures have long been the staples
of the Asian approach. New technologies are usually embodied
in new capital goods, and importing such equipment allows a
country to immediately benefit from foreign technological
advances and also opens up opportunities for learning through
reverse engineering. The use of this mode of technology acqui-
sition is evident from the fact that the NIEs have historically had
a higher propensity to import capital goods in comparison to
other developing economies.

The scattered data available on licensing arrangements
suggest substantial reliance on this channel in some countries as
a complement to the import of capital goods. OECD (1992) re-
ports that Korean spending on licenses for technology grew 10-
fold between 1982 and 1991. In developing national industries,
Asian governments, with the notable exception of Singapore,
historically preferred licensing or joint ventures that involve
local management over standalone foreign operations, based on
the belief that the former options offer greater scope for technol-
ogy transfer while the latter allows the multinational corpora-
tion too much control.” However, relative to capital goods
imports and licensing, FDI has the advantage that it is a channel
for transferring managerial and technical expertise, which
comes bundled with foreign plant and equipment as well as
marketing and distribution networks. Such expertise is particu-
larly valuable when the importing country is attempting to
implement relatively sophisticated foreign technologies with a
high knowledge component. The technologies transferred
through wholly owned foreign projects tend to be newer and
closer to the technological frontier than those associated with
joint ventures and licensing agreements.

Finally, in sectors where economies of scale are smaller and
foreign managerial and technical expertise is less essential,
multinational corporations frequently outsource elements of the
production process and local firms can thus acquire foreign
technologies via contract manufacturing and assembly opera-
tions. Such operations are a source of “learning by doing”. They
become increasingly attractive relative to inviting in multina-
tional corporations in a world where ICT allows domestic
production to be networked with foreign production.® Most of
the economies in Southeast Asia, as well as PRC; Hong Kong,
China; and Taipei,China have become part of such production
networks in the past decade.

Table 3.4 shows the evolution of these different sources in
the Korean case. The special importance of capital goods
imports as a source of technology transfer to Korea is apparent
throughout the period. Also evident, however, is the economy’s
reliance on FDI in the early to mid-1970s. Thereafter, however,
the importance of FDI declines relative to total flows, as policy
sought to emphasize different channels for technology transfer
and to protect indigenous producers from multilateral compe-
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tition. In its place, licensing as a source of technology transfer
was promoted. Comparable figures for Taipei,China would
highlight that economy’s greater reliance on licensing, while
those for Malaysia and Singapore would show the importance
of FDI by multinationals.

Policies. Policies have been used to foster each of these
channels of technology transfer. In addition to the application of
uniform tariff rates that do not discriminate against capital
goods, Asian governments have pursued policies designed to
maximize the knowledge spillovers associated with licensing,
FDI, capital goods imports, and outsourcing, and have often
required licensing agreements as a condition for foreign multi-
nationals to establish operations locally. This encouraged
domestic firms to bundle imports of heavy electronic machinery
with licenses to produce copies of the equipment, and
supported entry by domestic producers into the production of
this equipment (Ozawa 1985). Thus, Korea both protected
domestic producers and placed pressure on foreign joint
venture partners in the 1970s to withdraw and leave the field to
indigenous firms (Matthews and Cho 2000).

Macroeconomic, financial, and trade policies can also be
regarded as an important part of the Asian approach. Stable
monetary and fiscal policies, complemented by favorable demo-
graphics, supported high and rising savings rates. Much of these
savings were channeled through government-controlled
banking (and postal savings) systems that provided concession-
ary credit to firms in technologically progressive sectors. More
controversially, controls on financial capital exports were used
by Japan; Korea; and Taipei,China early on to ensure that
domestic savings, once mobilized, supported domestic capital
formation, while the PRC continues to do so.” Where econo-
mies of scale were important, and where multidivisional struc-
ture was seen as necessary to capture technological spillovers,
the Korean Government provided preferential credit for the
growth of chaebol. Large economies of scale (falling unit costs as
the scale of production increases) or dynamic economies of
scale (falling unit costs as the firm gains experience through
learning by doing) characterize leading-edge technologies (e.g.,
integrated steel production in the 1970s and 1980s, semicon-
ductor manufacture in the 1990s). Export promotion thus pro-
vided the dual benefits of allowing firms to overcome the
constraints imposed by limited domestic markets, while expos-
ing them to the discipline of foreign competition. The signifi-
cance of all these policies is that they helped the small
economies turn globalization to their advantage.

Asian countries are not the only ones to pursue policies
to encourage the transfer of advanced technologies from
abroad and to facilitate their dissemination, though some
(particularly the PRC, the NIEs, and Southeast Asia) have
arguably had more success in globalizing their economies
than countries in other late-developing regions. Nelson
(1992) and Matthews and Cho (2000) attribute the superior



ASIA’S GLOBALIZATION CHALLENGE

Table 3.4 Channels of Technology Leverage in All Industries in Korea, 1962-91

($ million)
1962-66 1967-71 1972-76 1977-81 1982-86 1987-91
Foreign direct investment 47 219 879 721 1,768 5,636
Licensing 1 16 97 451 1,185 4,359
Technology consultants 0 17 18 55 332 1,348
Capital goods imports 316 2,541 8,841 27,928 44,705 52,188
Total 364 2,793 9,835 29,205 47,990 63,498

Source: Based on Hong (1994), Table 7.

performance of the Asian model of economic learning to
three factors.

First, the more successful Asian economies emphasized the
importance of having the skilled labor force needed to under-
stand the principles underlying foreign technologies, which
facilitates the adoption of foreign techniques by domestic pro-
ducers and allows substitutes for foreign capital goods to be
produced at home with a relatively short lag.® Hong Kong,
China; Singapore; and Taipei,China have larger shares of post-
secondary students enrolled in scientific and engineering fields
than most other developing economies and encourage their best
students to acquire advanced training abroad. One of
Singapore’s first initiatives to support its efforts to attract foreign
high-technology firms was to train a cadre of “knowledge work-
ers” (Matthews and Cho 2000). Korea and Taipei,China estab-
lished publicly funded advanced research institutes staffed by
scientists and engineers trained in foreign universities, encour-
aging them to establish links with commercial firms. Such
initiatives have likely enhanced domestic absorptive capacity
for adopting and adapting foreign technology.

Second, Nelson, as well as Matthews and Cho, argue that
the Asian model was successful because it was combined with
an emphasis on export promotion. This meant that domestic
firms were subject to relatively intense competition and this
applied pressure on them to emulate best practice, specifically
the best-practice techniques of their competitors—namely, for-
eign-owned and operated firms.

The third argument is that the Asian approach was success-
ful because restraints on entry and other policy interventions
were guided by well-defined rules and because technocrats
enjoyed the bureaucratic autonomy necessary to avoid “cap-
ture” by domestic industry (World Bank 1993). Bureaucrats are
protected by civil service systems that ensure adequate compen-
sation, recruitment, and promotion based on merit (i.e.,
exams), and strictly enforced dismissal policies. Japan, Korea,
and Singapore are the paradigmatic cases. In some cases, early
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land reform and support for small and medium-scale industries
were similarly important for preventing the emergence of large
interest groups positioned to capture the policy-making process.

The second and third points are widely debated. The inten-
sity of domestic competition to which producers in Asia’s rap-
idly industrializing economies were exposed is debatable.
Incumbent firms that enjoyed protection from both foreign
competitors and potential domestic entrants may have, in some
instances, devoted more energy to lobbying the Government
against granting licenses to new entrants than to raising produc-
tivity. Moreover, domestic firms producing nontraded goods
were not subject to as much competition as firms producing for
export. The third argument became controversial as a result of
the Asian financial crisis. Commentators, who once wrote
approvingly of “bureaucratic autonomy,” now decry “crony
capitalism.” Possibly, problems of capture have intensified with
time. The longer industrial targeting policies are pursued, the
more intimate the connections between the policymakers and
the policy beneficiaries. In addition, as the economy becomes
more technically sophisticated, monitoring the performance of
the enterprises receiving preferential treatment becomes more
difficult for the bureaucrats

Adapting to Globalization. Adapting to globalization is an
ongoing process. The argument that the policies of bureaucratic
direction that worked well at an earlier stage of Asia’s techno-
logical development will work less well today is a specific illus-
tration of a more general point: economic learning is
dynamic—its structure and operation vary over time. In their
early stages of industrial development, Asian economies, par-
ticularly the NIEs, relied heavily on arm’s-length transactions—
technology licensing and purchase of foreign capital
goods—and less on FDI, joint ventures, and outsourcing.

Adopting licensed technologies arguably requires more
limited adaptations of domestic economic structure than FDI
and joint ventures, which will be attractive to foreign firms only
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if the economy is comprehensively restructured. Licensing also
tends to be a source of less sophisticated technologies.” Thus, as
economies approach the technological frontier, they increas-
ingly rely on FDI as a source of foreign technology. It is notable
that Southeast Asia has rejected the arm’s-length approach and
welcomed FDI in the 1990s. Because joint ventures also tend to
transfer older and less sophisticated technologies than other
forms of FDI (Smarzynska 1999), there is a similar tendency to
move away from them as a country approaches the technologi-
cal frontier. Economic evolution is also reflected in the growing
R&D intensity of domestic firms and thus the gradual shift from
emulation to innovation.

Although economic systems tend to evolve as economies
mature, the policies and institutions developed for and appro-
priate to earlier stages of economic development tend to get
locked in, posing obstacles to further development. Thus, if
small firms are disproportionately responsible for the develop-
ment of new technologies as numerous studies suggest (Acs and
Audretsch 1987, 1990), industrial policies conducive to the
growth of large conglomerates, such as those of Korea, will
eventually become obstacles to innovation. If the development
of new technologies requires venture capital allocated through
securities markets, then the earlier forms of capital allocation—
through intimate banking relationships that extend funding in
large chunks to preferred customers with established technolo-
gies—will inhibit innovation.

Moreover, as globalization proceeds, economic learning
and evolution as described may no longer be available to late-
comers. The multinational corporations that are the sources of
advanced technologies are inclined to license latecomers only
when prevented from setting up their own operations in foreign
markets. As more developing-country markets are thrown open
to FDI, it becomes harder for individual governments to insist
on licensing as an alternative. This is evident in the greater ten-
dency for Singapore and Hong Kong, China and the countries
of Southeast Asia to rely on FDI and to fit into modularized
production networks involving a variety of outsourcing
arrangements. Insofar as firms can outsource the production of
components internationally, governments will find it more
difficult to promote the transfer of advanced technologies by
requiring the entire production process to be undertaken in
their country.

Globalization makes it more difficult for Asian economies
to approach the technological frontier by importing capital
goods, luring FDI, and licensing foreign technologies. If it is
correct that these economies, as they reach more advanced
stages of technical development, must in any case rely more
heavily on indigenous technical change, then the priority
system of incentives will have to be reordered. More flexible,
smaller firms and outsourcing arrangements will have to be
further developed. Securities markets will have to grow.
Governments’ command over resources and technocrats’ efforts
to control their allocation will have to be reduced.
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This is not to say that the Asian approach will become
indistinguishable from that of its counterparts elsewhere. On
the contrary, certain features of the Asian approach such as
sound macroeconomic management, fiscal discipline, and
maintenance of a low-inflation environment, are eminently well
suited to a globalized, technically fluid world. These are
strengths on which the Asian approach in the 21* century can
build. Export orientation and the emphasis on export competi-
tiveness remain admirable characteristics of economic systems
faced with rapidly changing technologies and the globalization
of production. Governments should still encourage and actively
support collaboration between universities, technical institutes,
and private-sector firms, as well as promote the commercializa-
tion of new technologies.

That said, the Asian approach has to be reoriented and
those who do this quickly will be the first to reap the benefits.
This will require the same concerted efforts that Asian econo-
mies employed to initiate industrialization and technology
transfer from the West after the Second World War. The role of
government in this process also needs to be reconsidered, given
the desirability of a flexible and responsive private sector: this
role will likely be to support the development of human
resources, including engineers, scientists, and ICT and financial
sector professionals.

Exploiting the New Economy

In the past 20 years, as the Asian approach allowed economic
convergence of DMCs toward the economic structures prevailing
in industrial countries, these industrial economies—and, indeed,
the world economy—underwent a rapid transformation. The
previous section Asian Growth and Globalization Experience
reviewed evidence of the strong trend toward globalization:
increased international trade in final products, intermediate and
capital goods, and services; larger flows of financial capital,
including commercial loans, FDI, and portfolio investment;
and, to a lesser extent because substantial barriers to migration
still exist, greater labor mobility.

An indication of the scope of this transformation is that
economists estimate that more than half the world’s total output
of goods and services is now contestable (meaning that producers
must keep prices competitive to avoid losing market share to
potential entrants). This process of globalization, itself un-
leashed by policies of economic liberalization and technological
breakthroughs in ICT, is reinforcing the huge impact of those
ICT forces reshaping the economic landscape into the new
economy, (which is also known as the “information economy,”
or the “knowledge-based economy”). This section reviews in
more detail the characteristics of the ICT revolution, its impact
on economic performance, and the implications for DMCs.

ICT Revolution. The ICT revolution is multifaceted. One
aspect is the rapid development of computing hardware and
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software, including much greater power, smaller size, and lower
prices. This triggered the rapid spread of powerful computers to
offices and to nonpoor households around the world (although
not to the poor, giving rise to the term “digital divide”). A sec-
ond aspect is the development of high-speed transmission of
information by relay stations, satellite, and fiber optic cables.
This spurred massive public and private investment to upgrade
information systems. A third aspect is the digitization of infor-
mation—not only words and data but sound and video as well,
generating new business applications such as computer-aided
design (CAD) or practices such as teleworking. These techno-
logical advances resulted in an explosion in the use of fax
machines, cellular phones, and the Internet, creating a services
sector specializing in the provision and analysis of information
that is growing much faster than the rest of the economy.

The US is the leading exponent of these trends, as can be
seen in labor-force and value-added statistics. The high-tech-
nology share of industrial value added in manufacturing in the
US rose to over 25 percent in the late 1990s from 18 percent in
1970, while its share in GDP also increased. The services sector
has grown at the expense of manufacturing as computer pro-
grammers, managers, and office workers have replaced, for
example, riveters, forklift operators, and other manufacturing
workers. Managerial and professional jobs have risen as a share
of total employment (22 percent of the workforce in 1979 com-
pared with nearly 30 percent in 2000), while the number of
people employed in occupations requiring lower skills has
fallen. In 1960, there were fewer than 5,000 computer pro-
grammers, 0.1 percent of the workforce; by 2000, their number
had grown to over 1.3 million, almost 1.0 percent of the
workforce.

The growth of ICT, computers, and the Internet has trans-
formed the face of the US economy and its relationship to other
economies. Housing and automobiles were the driving force
behind economic growth for many years. Slowly they are being
supplanted by ICT, which now accounts for about one third of
total US GDP growth each year. Because of enormous gains in
productivity in computers, the costs of ICT (adjusted for qual-
ity) have fallen significantly. This contributed to price stability,
despite the fact that until recently the US economy has been in
the longest peacetime expansion in its history. Some economic
historians equate this trend with the technological break-
throughs that fueled the development of the railroads in the 19"
century or of the automobile in the 20™ century.

In that sense, ICT is a technology that transcends its own
particular industry, spilling over into the entire economy,
increasing productivity, and changing the way businesses oper-
ate. The new economy has brought with it a dramatic accelera-
tion in innovation, an explosion of new products, shorter
product cycles, greater competition, and improved business
efficiency. There are more new firms being set up and more old
firms going out of business. As part of the revolution in ICT, the
world computer microchip market has grown at double digits
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for many years and its share in GDP has also increased, even
though chip prices have fallen substantially. This is particularly
true in several DMCs for which semiconductors are an impor-
tant export.

Combined with the growth of the Internet, ICT has the
potential to reduce costs and increase efficiency (through
Internet-based transactions) to such an extent that levels of sus-
tainable growth may increase substantially. Retailing over the
Internet, known as business to consumer (B2C) selling is slowly
taking hold. Such firms as amazon.com, a large Internet book
retailer, pioneered this retailing method, but many large tradi-
tional retailers now have websites.

B2C transactions are expected eventually to be dwarfed by
business to business (B2B) Internet transactions, which should
reduce the search costs for firms seeking least-cost and high-
quality suppliers. However, despite such examples of earlier
adoption, such as the agreement between General Motors and
Ford to develop a joint parts network, firms have been slow to
switch to reliance on the Internet for B2B transactions because
of uncertainty over reliability. Relations with suppliers are
often nurtured over long periods. Currently, only a small
fraction of all B2B transactions takes place over the Internet.
Nevertheless, the potential cost savings are tremendous
even if only a few percent of B2B transactions shift to the
Internet in the next few years.

ICT and Economic Performance. The impact of the ICT revo-
lution on economic performance is difficult to quantify. Measur-
ing the impact of ICT, computers, and the Internet is
complicated because these three components are interrelated
and because long time series to analyze the data are lacking.
Since 1996, a sharp acceleration in the rate of growth in labor
productivity has been seen in the US. In manufacturing, for
example, the annual growth rate of labor productivity, as mea-
sured by output per hour, has steadily increased, ranging from
2.81 percent in 1996 to 6.14 percent in 1999. This is unusual.
Historically, labor productivity tends to fall in recession and
accelerate in the initial stages of recovery. The current surge in
productivity is the first time in the postwar period that the surge
has come when the economy has been in a sustained upswing
in output growth. Some experts have suggested that the ICT
revolution is responsible for this.

There is some controversy about these results. The Interna-
tional Monetary Fund (IMF), for example, suggests that the
productivity surge is the result of a rebound from lower produc-
tivity earlier in the 1990s and that estimates of TFP do not show
a significant increase in recent years. IMF also argues that the
improved trade-off between inflation and unemployment may
be the result of demographic shifts that have moved more of the
workforce into middle age where unemployment is low, while
the proportion of teenagers in the labor force, where unemploy-
ment is high, has shrunk (IMF 1999a). Other economists have
confined their study to the direct impact of computers on



ASIAN DEVELOPMENT OUTLOOK 2001

output in sectors where they have been heavily utilized, such as
ICT, banking, and some parts of manufacturing. While the
impact of computers on productivity in these industries is
estimated to be large, the contribution to total productivity is
relatively small, both because these sectors are still quite small
(though growing rapidly), and because productivity enhance-
ment is less apparent in other sectors of the economy. Neverthe-
less, it is clear that the ICT revolution is having a significant
impact on the pace and character of world development,
creating a new economic development paradigm for DMCs.

DMCs and the New Economy. The extent to which DMCs are
integrated into the new economy varies across countries. In the
US, electronic data processing and interchange (the first stage of
the information revolution) have penetrated all levels of the
economy and the use of ICT in banking and finance as well as
industry is widespread. More recently, the use of the Internet
has blossomed and is being used for retail sales (B2C),
purchases by businesses (B2B), and inventory and management
purposes. The success of auction sites demonstrates the possi-
bility of consumer to consumer (C2C) transactions. In Europe,
the use of the Internet is not as widespread as in the US, but
Europe is similarly well developed in the use of ICT for banking
and finance and for certain accounting and management func-
tions. Some DMCs are at par with the US and Europe in certain
areas, such as Singapore and Hong Kong, China; and perhaps
Taipei,China; and Korea.

In varying degrees, the NIEs, PRC, India, and the
ASEAN-4 countries have experience in production of electron-
ics exports in which the new economy best business practices
of outsourcing and flexible production systems are already
highly developed. These economies might be relatively well
placed to take advantage of unfolding opportunities in the new
economy, provided they can adapt their economic systems (as
discussed in the previous section). Several possible trends can
be identified.

First, growth of trade will create additional opportunities to
develop export markets. The volume of world trade has grown
faster than GDP for several decades as barriers to trade have
fallen. More openness in trade and the flow of capital should
facilitate the spread of the new economy to DMCs, particularly
those where international trade has played a significant role in
economic development.

Second, the ICT revolution could create opportunities for
DMCs to export skill-intensive services. India, Philippines, and
Singapore have already developed substantial software and data
entry platforms in the past decade. In the future, this expertise
could be extended to help bring these economies into a position
where they can enter the knowledge and information aspects of
the new economy more fully.

Third, growth of the Internet may create a more level
playing field. The capacity of poorer countries to market retail
products and to bid for subcontracting jobs in industrial
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countries may be enhanced by the spread of the Internet. How-
ever, the extent of this penetration will depend to a large extent
on whether these countries can compete in this market by sup-
plying quality products or inputs in a timely manner. The
Internet has the capacity to cut search costs and improve eco-
nomic efficiency, but only if it is embraced throughout the
economy. If this occurs, successful new Internet-based compa-
nies will be able to take advantage of economies of scale in a
globalized market.

Fourth, DMCs will receive greater payoffs from improving
education and skills. The returns to education are generally
thought to be quite high. The emphasis in the past has been on
returns to women’s education and the synergies that these
investments have with health, fertility, population growth, and
infant mortality. In the future there will also be high returns to
investment in vocational and tertiary education in the fields of
computer science (from data entry to advanced programming),
software development, and the Internet. Already, private sector
training in these occupations has expanded rapidly in India,
Malaysia, Philippines, Singapore, and Thailand. This should be
preferred to public education to minimize the waste of public
resources since foreign companies often recruit ICT specialists,
contributing further to an economy’s brain drain. Yet it should
be noted that the ICT revolution might reduce the tendency for
highly skilled labor to emigrate. Since many ICT applications
are not bound geographically, labor services can be provided
from separate locations. Moreover, numerous ICT professionals
have emigrated and then returned to their home countries to
start up new companies, particularly in India.

Fifth, more opportunities to develop niche markets
through foreign partnerships, outsourcing, and strategic alli-
ances will appear as the ICT revolution allows increased
modularization of product delivery. Internet B2B transactions
should improve the efficiency of existing supply chains, lead to
more outsourcing opportunities, and increase the importance of
strategic alliances such as those developed in small and
medium-sized enterprises in Taipei,China that allowed them to
compete internationally. These enterprises have been able to
take advantage of their marketing and distribution networks
worldwide even while they have offloaded production lines in
which they have lost comparative advantage to other econo-
mies, particularly the PRC where labor costs are cheaper. Hong
Kong, China; and Singapore, in which the traditional entrepot
businesses are booming because of the increase in world trade,
have been aggressively expanding their ICT infrastructure to
improve their ability to take advantage of the Internet and
globalization.

ICT Infrastructure. ICT infrastructure will be increasingly
critical, in all the DMCs, to an economy’ ability to capitalize on
globalization. A case can be made for looking at the ICT (and
related) sectors of the economy as an important special case for
developing national policies with a sectoral focus. The sector is
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growing rapidly, provides an important linkage to the global
economy and, from the experience of the US, has the potential
to be a source of rapid productivity gains.

For the ICT sector in DMCs to flourish, several prerequi-
sites must be met. First, ICT has to be supported by a vibrant
telecommunications sector. This will require large expenditures
in Southeast Asia and South Asia, to bring these subregions to
par with the NIEs. It will also need a partnership between the
public and private sectors as well as appropriate technological
transfer from industrial countries and perhaps the NIEs. Educa-
tion is also essential and it too involves a marriage between the
public and private sectors. The public sector should be respon-
sible for basic education and for the acquisition of computer
literacy on a widespread basis, as well as upgrading science and
mathematics training. The growth of the private sector is nec-
essary to provide easy and economical access for students and
others to ICT as well as to computer education. Policy support
for private sector ICT development, including standards for
assuring the compatibility of systems (hardware and software)
is justified by the positive spillovers of ICT to the rest of the
economy. Finally, intellectual property rights have to be safe-
guarded by strengthened laws on copyright and patent rights.

Minimizing the Risks
Volatility in a Globalizing World

Recent Asian experience suggests that globalization can be a
source of macroeconomic volatility, which generally reduces
economic welfare. The view holds that, as DMCs integrate into
the global economy, they are increasingly exposed to external
disturbances. For example, the slump in global semiconductor
prices, an instance of an adverse terms-of-trade shock, is
blamed for undermining the Korean economy and other coun-
tries in Southeast Asia in the run-up to the 1997/98 crisis
(Goldstein 1998). And as markets become more globalized,
economies become increasingly susceptible to contagious
spillovers from national, regional, and global financial shocks.
As an example of the size of these shocks, in the six quarters
prior to the onset of the Asian financial crisis in July 1997,
capital inflows into Indonesia, Korea, Philippines, and Thailand
totaled $86.8 billion while in the subsequent six quarters there
was an outflow of $77.9 billion.

That the PRC did not succumb to the financial crisis has
been ascribed to the fact that it retained capital controls and
consequently was not deeply integrated into global financial
markets. More generally, Eichengreen et al. (1995) have shown
that countries are more likely to be able to contain speculative
pressure when they are not yet integrated into these markets.
This is not to suggest that the costs of globalization swamp the
benefits, but to emphasize the importance of developing insti-
tutions and pursuing policies aimed at limiting volatility and
minimizing its adverse social consequences.
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General Effects of Volatility. There is now ample evidence of
the costs of macroeconomic volatility. Ramey and Ramey (1995)
estimate that a unit increase in the standard deviation of the
“innovation” in GDP reduces the rate of per capita GDP growth
by one fifth of 1 percent per annum.'® Easterly and Kraay
(1999) produce similar results. Upon controlling for other
determinants of the rate of GDP growth, the Inter-American
Development Bank (IDB) (1995) finds that growth is negatively
influenced by volatility in the terms of trade, the real exchange
rate, monetary policy, and fiscal policy. Using data ending in
1992, IDB estimates that real GDP (measured in growth rates)
was half again as volatile in the NIEs, Southeast Asia, and South
Asia as in the advanced industrial countries, primarily because
of volatility in domestic macroeconomic policies. However,
IDB5 estimates imply that this volatility reduced growth in the
NIEs and Southeast Asia over the period 1960-1985 by only
about a tenth of 1 percent a year, suggesting that the volatility
was not particularly damaging to overall economic growth.
There is also evidence that the variability of international capital
flows played a prominent role in increasing volatility in Asian
economies during the 1990s.

Effects of Volatility on Productivity and Investment. The nega-
tive association of volatility with growth reflects adverse impacts
on productivity and investment. Productivity will suffer if
unpredictable changes in relative prices lead firms to choose
sub-optimal technologies. Countries where volatility is high
also display relatively low investment rates, reflecting the reluc-
tance of entrepreneurs to commit to projects when prices and
macroeconomic conditions change unpredictably. While invest-
ment rates in the NIEs and Southeast Asia are quite high by
international standards, recent empirical work suggests that
they would have been still higher (by an additional two to
three percentage points of GDP) if volatility had been as low as
in the US, Europe, and Japan (see IDB 1995, Goldberg 1993,
Kenen and Rodrik 1986).

The most damaging forms of volatility are financial crises.
These crises are incompatible with growth: they lead to stop-go
policies, interfere with the operation of the domestic financial
system, cause distress to the corporate sector, and force govern-
ments to curtail public investment. According to Bordo and
Eichengreen (2000), the typical post-1972 crisis cost the coun-
try in which it occurred a cumulative 9 percent of GDP—that
is, more than one year’s growth for several Asian countries that
were growing at between 7 and 10 percent during the late 1980s
and early 1990s. Different types of crises have different output
effects: the estimates of these authors suggest output costs rang-
ing from 3 percent for banking crises, to 7 percent for currency
crises, to 15 percent for “twin” crises (i.e., those with both
banking and currency components).

Crises have multiple causes, but one unquestionably
important cause is financial fragility, which becomes increas-
ingly important as capital flows increase. Because creditors will
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rationally hesitate to tie up their funds in a volatile macroeco-
nomic environment, volatility encourages reliance on short-
term debt, which heightens the fragility of financial systems.
Creditors will similarly hesitate to invest in assets denominated
in domestic currency when exchange rates are volatile. This is
a “double mismatch problem”. The balance sheets of domestic
financial and nonfinancial firms display either a maturity mis-
match (a combination of long-term assets and short-term liabili-
ties) or a currency mismatch (a combination of assets
denominated in domestic currency and liabilities denominated
in foreign currency). This leaves domestic markets vulnerable to
destabilization by sudden changes in financial conditions, such
as the loss of investor confidence (as seen in the Asian financial
crisis).

Effects of Volatility on Poverty and Social Indicators. Ample
evidence now shows that volatility has undesirable conse-
quences for the distribution of income, poverty, and educational
attainment. The poor, unskilled, and uneducated are least able
to protect themselves by hedging their incomes and diversifying
their investments; it is not surprising that they should suffer dis-
proportionately from volatility. Gavin and Hausmann (1995)
find, in a cross-sectional study of countries, that the volatility of
real GDP has a strong negative effect on the equality of income
distribution. Other studies (e.g., Guitan 1995) have similarly
found that countries with more volatile rates of inflation display
higher levels of income inequality. Moreover, some evidence
suggests that crises and the policy adjustments they entail are
particularly bad for income distribution and that their
unequalizing effects are especially pronounced in middle-
income countries (the category into which many Asian econo-
mies fall—see Bourguignon et al. 1991).

Similar results are found for poverty rates. The poor and
near poor tend to be employed in sectors and activities that
suffer from volatility; and cuts in social spending in times of
crisis fall disproportionately on their shoulders (Morley 1994).
As noted above, households near the poverty line have the least
savings, the worst collateral, and the most tenuous access to
credit and insurance. Moreover, volatility aggravates poverty
through its negative impact on growth. Ravallion (1997) esti-
mates that the elasticity of poverty, as measured by the propor-
tion of the population falling below the poverty line with
respect to the growth of per capita income, lies between -1.5
and -3.5. Dollar (2000) obtains similar results for a larger
sample of countries. Crises are an extreme case in point, in that
the elasticity of poverty with respect to income rises sharply in
crisis periods. In Indonesia in 1997/98, the rate of increase of
poverty is estimated to have been 10 times the rate of decline
in income and consumption. Poverty increased by 47.8 per-
cent in Indonesia and by 13 percent in Thailand. In Korea,
where most people live in cities, poverty rates doubled in ur-
ban areas. A simulation in Malaysia suggested a 36 percent rise
in poverty.
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The sharp increase in poverty in Korea is consistent with
the surge in unemployment in that country. Korean labor
markets are more formalized than those in the other crisis-
affected Asian countries and wages are consequently less flex-
ible. Whereas sharp falls in wages and the ability of the informal
sector to absorb the unemployed softened the blow to employ-
ment in some of the other countries, in Korea more of the labor
market adjustment occurred on the employment side. As a
result, unemployment rose from 2.0 percent to 6.8 percent.
Another contributing factor was the much smaller share of
smallholder agriculture in Korea. Korean agriculture was conse-
quently less capable of absorbing many of those who were
displaced in the urban sector. This should be compared with In-
donesia where real wages fell by 34 percent (against 12.5 percent
in Korea) and where unemployment increased from 4.9 percent to
only 5.5 percent. However, both the Korean and Indonesian fig-
ures hide considerable rises in underemployment. The increase
in unemployment in Malaysia was also relatively moderate
(2.5 percent to 3.2 percent), but primarily because Malaysia
relies quite heavily on foreign workers who bore the brunt of
the crisis. Many were retrenched and left the country.

There were further differences in changes in labor force
participation rates across countries. People were discouraged
from seeking work in Korea and Malaysia and participation
rates fell. In Thailand, participation rates remained constant. In
sharp contrast, participation rates in Indonesia increased
substantially. Indonesia is the poorest of these countries, and
the very poor have little option but to generate work for them-
selves and to search for work if traditional markets dry up or
if they are made redundant. The increase in participation was
much greater among women than men. In 1996, 55 percent of
women over 25 years of age were in the labor force. This share
had increased to 72 percent by 1998. Indonesian women are
working longer hours for lower rates of pay than they were
before the crisis.

Cutler et al. (2000), in a study of several successive Mexi-
can crises, find that crisis-related volatility worsens health out-
comes. In the 1995/96 crisis, mortality rates were 5—7 percent
higher than in the immediate precrisis years. The
greatest percentage increase was among the elderly. This effect
seems to operate mainly by reducing incomes and placing a
heavier burden on the medical sector, rather than by forcing less
healthy members of the population into the labor force or by
compelling primary caregivers to go to work.

Finally, volatility is associated with low levels of educa-
tional attainment. It affects education partly through its impact
on inequality. In economies that are volatile, the poor, who are
already on the margin of subsistence, may be forced periodi-
cally to withdraw their children from school so that they can
contribute to household income, and this interruption of atten-
dance hinders educational attainment. Governments, forced by
crises to cut social services, may be unable to sustain adequate
levels of spending on schooling and retain capable teachers.
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Where volatility hinders the development of financial mar-
kets, families find it particularly difficult to insure against all
these risks, forcing them to rely on their children for relatively
inefficient insurance. These effects are likely to be most pro-
nounced in poorer countries suffering larger shocks: thus
school enrollment rates fell in Indonesia but not in Korea or
Thailand in 1998 (Frankenberg et al. 1999).

Managing Volatility in a Globalizing World

If globalization can increase volatility and volatility—particu-
larly in the case of crises—can slow growth and exacerbate pov-
erty, then it is important to adopt policies and develop
institutions to limit such volatility and minimize its impact on
society’s most vulnerable groups. Although there is less than
universal agreement on how to limit volatility and safeguard
against crises, there appears to be a broad consensus in favor of
the following.

First, although the positive impact on the growth of mer-
chandise trade and FDI is now widely recognized, the benefits
of portfolio capital flows continue to be questioned. In prin-
ciple, the portfolio investment permitted by capital account
liberalization should relax financial constraints on growth,
deepen domestic financial markets, and make direct investment
more attractive by facilitating the hedging of exposures and the
repatriation of profits. Yet, some commentators are concerned
that the interaction of portfolio capital flows with preexisting
distortions can heighten volatility and create crisis risk. The
results of Klein and Olivei (1999) can be interpreted in this
light. The authors find that portfolio capital flows stimulate
financial deepening and, by inference, growth in relatively high-
income countries, where policy and market distortions are least;
but if anything, such flows have a perverse effect on financial
development in low-income non-OECD countries.

Second, however, as globalization proceeds, statutory re-
strictions on transactions on the capital account will become
increasingly difficult to operate without disrupting other forms
of economic activity. FDI and multinational production will
lead to a growing volume of cross-border transactions by finan-
cially sophisticated agents attempting to circumvent controls.
As small firms penetrate export markets, they will gain the
ability to evade controls through leads and lags and over- and
underinvoicing. The spread of information and communica-
tions technology will open up avenues for evasion by house-
holds—by facilitating international financial transactions via
the Internet, for example. Thus, the effective operation of capi-
tal controls will require increasingly comprehensive and inva-
sive restrictions on economic behavior, extending to domains
well beyond the financial. This is something that individuals are
unlikely to welcome and something that they can effectively
oppose in an age of democratization.

In the final analysis, capital account liberalization is likely
to become increasingly difficult to resist as economic and finan-
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cial globalization proceeds. This heightens the importance of
coordinating international financial liberalization with the
elimination of distortions that would otherwise cause such
liberalization to heighten volatility and crisis risk. In concrete
terms, this means that the following actions should be taken.!!

Strengthening the Financial Sector. Capital account liberaliza-
tion should follow rather than precede recapitalization of the
banking sector, the reinforcement of prudential supervision and
regulation, and the removal of blanket guarantees. If bank capi-
talization is inadequate, managers will be inclined to excessive
risk taking, and the offshore funding available through the capi-
tal account will permit them to leverage these risks. If bank
liabilities are guaranteed on the grounds that widespread bank
failures would be devastating to a financial system dominated
by banks, foreign investors will not hesitate to provide the
requisite funding. A simple explanation of why the resolution
costs of banking crises have been larger in the 1980s and 1990s
than earlier decades, and larger in emerging than advanced
economies, is the coincidence of these domestic financial weak-
nesses with premature capital account opening.

The removal of interest rate controls is necessary to avoid
potential disintermediation when capital accounts are liberal-
ized and depositors have overseas alternatives. Yet Hellman et
al. (2000) have questioned whether deposit rate decontrol is
desirable on the grounds that forcing banks to compete for
deposits erodes franchise value and thereby encourages exces-
sive risk taking when a financial safety net exists. However,
reviewing evidence from the 1980s when deposit rate controls
were prevalent, McKinnon and Mathieson (1981) and Edwards
(1984) emphasize the risk of disintermediation if interest rate
controls are maintained. Once the capital account is opened, the
retention of deposit rate controls will no longer be feasible.
Thus, it is essential to intensify prudential supervision and
eliminate implicit guarantees to prevent financial institutions
protected by the official safety net from taking on excessive risk.

The corollary is that capital account restrictions should
remain in place until prudential supervision is strengthened and
implicit guarantees are removed. Unfortunately, maintaining
barriers to capital flows and foreign financial competition may
diminish the pressure for restructuring; developing countries
may never achieve the state where their domestic financial
system has been strengthened enough to allow the capital
account to be liberalized. This suggests using capital account
liberalization to force the issue. But recent experience in Asia
and elsewhere casts doubt on the notion that external liberaliza-
tion that increases the urgency of complementary financial
reforms will necessarily deliver the needed reforms before crisis
strikes. The lesson from the Asian financial crisis is that the process
of financial sector reform should proceed quickly, yet prudently.

Liberalizing FDI. FDI is the form of foreign investment that
is most likely to come packaged with managerial and techno-
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logical expertise. It is also the form least likely to aggravate
weaknesses in the domestic banking system, or be associated
with capital flight and creditor panic. This suggests liberalizing
inward foreign investment as the first stage of financial-side
opening. This advice would seem obvious but for the many gov-
ernments that have failed to heed it. As of 1996, 144 of 184
countries surveyed by IMF still maintained some controls on
FDI. One element of the Korean crisis was the Government’s
reluctance to allow inward FDI and its readiness, in the face of
foreign pressure, instead to open other components of the capi-
tal account.’

Some authors such as Dooley (1997) and Kraay (1998) ques-
tion whether FDI is more stable than other capital flows. In fact,
data on the volatility of flows do not generally suggest a strong
contrast between direct investment and portfolio capital. But, as
noted above, FDI was much more stable than portfolio flows
during the Asian financial crisis. Moreover, there is an obvious
sense in which a foreign direct investor cannot easily unbolt
machines from the factory floor to take part in a creditor panic.”

Internationalizing the Banking System. The case for liber-
alizing FDI early in the process of external financial opening
extends to the banking system. Entry by foreign banks is a low-
cost way of upgrading the banking sector’s risk-management
capacity. The knowledge spillovers that figure prominently in
discussions of other forms of FDI also apply to the financial
sector. Moreover, insofar as their home-country regulators over-
see foreign banks, opening the banking sector to foreign invest-
ment should raise the average quality of prudential supervision.
And insofar as foreign banks are better capitalized, they are less
likely to engage in excessive risk taking. For all these reasons,
entry by foreign banks can accelerate the upgrading of domestic
financial arrangements that is a prerequisite for further capital
account liberalization (Demirgtic-Kunt et al. 1998).

Two caveats should be noted here. First, foreign entry tends
to squeeze margins, reduce franchise values, and intensify pres-
sure on weak intermediaries. Hence, the stabilizing impact of
opening the banking system may take some time to work. The
first-best solution is to strengthen the domestic financial system
early in the process of capital account opening (as emphasized
above). Failing that, it may be desirable to phase in competition
from foreign banks (rather than throwing the domestic market
open to foreign entry all at once). This is the method that several
Asian economies have chosen.

Second, entry by foreign banks will undermine the effec-
tiveness of measures designed to limit portfolio flows. Interna-
tional banks with local branches and ongoing relationships with
domestic broker-dealers will find it easier than other interna-
tional investors to purchase the domestic securities needed to
short the currency, whether controls are in place or not. It
follows that banks should be permitted to fund themselves off-
shore only late in the process. This is a lesson of the financial
crisis, particularly in Korea, and is seen in the literature on
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sequencing capital account liberalization. Equally, it is important
to avoid creating artificial incentives for bank-to-bank lending.
Thailand opened other components of the capital account
before giving banks access to offshore funds. But it then created
the Bangkok International Banking Facility, under which Thai
banks borrowing offshore (and loaning the proceeds in domestic
currency) received favorable tax and licensing treatment. In part
this policy can be understood as an attempt to develop Bangkok
as an international financial center; in part it reflects the
Government’s tendency to use banks as an instrument of indus-
trial policy. Either way, it is indicative of policies that are incom-
patible with the goal of limiting volatility.

Regulating Foreign Exposure. The preceding discussion
might be taken as encouragement for governments to micro-
manage the process of liberalization. But efforts to fine-tune the
capital account carry their own dangers. They threaten to create
a heavy administrative bureaucracy prone to rent seeking and
capture. Financial development makes it progressively easier for
participants to evade the authorities” efforts by relabeling posi-
tions and repackaging obligations. Interventions that rely on
markets rather than on bureaucrats minimize these risks. This
is the attraction of the Chilean approach to capital-import taxes.
The Chileans required a noninterest-bearing deposit of one
years duration from investors seeking to import capital from
abroad. The tax was initially set at 20 percent in 1991, raised to
30 percent in 1992, reduced to 10 percent in June 1998, and
set to zero in October that year, while the scope of capital flows
to which it was applied was progressively widened. Investors
could opt to pay the central bank a sum equivalent to the for-
gone interest without actually placing the deposit with the
bank, and some investors chose to do this.

Since the deposit had to be maintained for a year, the im-
plicit tax fell more heavily on investors with short horizons than
on those prepared to stay for the long term. It was transparent
and insulated from administrative discretion. It also offered less
scope for evasion than other taxes designed to fall on some
foreign investments but not others. However, the effectiveness of
these measures has been highly debated (Ulan 2000).

Developing Stock and Bond Markets. The sudden withdrawal
of foreign deposits can jeopardize the stability of the banking
system. In contrast, when investors liquidate their positions in
stock and bond markets, securities’ prices adjust, which is less
destabilizing to the financial system. Certainly, a stock or bond
market crash can damage the balance sheet position of banks
that hold stocks and bonds. It can make life difficult for enti-
ties, including the government, with funding needs and for
which the prices of their liabilities are an important signal of
creditworthiness.

When banks and firms can fund themselves by floating
bonds as well as by issuing short-term debt, the destabilizing
impact on their balance sheets of sharp changes in market
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interest rates will be reduced. And when they can fund them-
selves by issuing bonds denominated in domestic and foreign
currency, the destabilizing financial impact of sharp changes in
exchange rates will be reduced. This suggests developing bond
markets as a way of diversifying the sources of corporate debt,
and stock markets as a way of avoiding excessive reliance on
debt in general. It also suggests liberalizing foreign access to
domestic stock and bond markets before freeing banks to fund
themselves offshore.

Stock and bond markets tend to develop only after bank
finance is well established. In part, this is due to the additional
information requirements of these markets. Moreover, bond
markets tend to develop only once a reliable market has arisen
in a benchmark asset, typically treasury bonds, involving trans-
actions that provide liquidity and minimum efficient scale and
whose prices provide a reference point for other issues. And the
development of a deep and liquid treasury bond market in turn
requires a government with a record of sound and stable mac-
roeconomic and financial policies. Otherwise, banks become
the captive customers for government bond placements (which
is not good for their balance sheets) in return for which they
receive other favors (such as guarantees) that give rise to finan-
cial sector problems.

Firms in countries where equity finance is available are
likely to enjoy additional advantages in a globalized world. In
terms of managing volatility, firms in countries with well-devel-
oped equity markets will be less dependent on short-term
finance and less susceptible to liquidity crises. Such firms will
also be less highly leveraged than those in countries (such as in
Asia) where debt finance is the norm, which makes their
balance sheets less sensitive to the changes in interest rates that
exposure to globalized financial markets can bring. Compared
with countries where debt is denominated in foreign currency,
they will suffer less damage from exchange rate changes. And in
a technologically dynamic world, where firms are forced to
choose between as yet unproven competing technologies,
equity finance has advantages in terms of competitiveness and
innovation.

In the absence of financial disclosure following recognized
auditing and accounting practices, firms will find outsiders
reluctant to purchase their securities for fear of market manipu-
lation by insiders; hence, stock market capitalization and turn-
over will be low. With inadequate contract enforcement and
equitable bankruptcy procedures, investors will be reluctant to
invest for fear that issuers will walk away from their obligations.
And when adequate mechanisms for corporate control are lack-
ing, investors will be reluctant to purchase minority stakes in
publicly traded enterprises for fear of being expropriated by
majority stakeholders. This is why significant stock market
capitalization and turnover tend to be observed relatively late in
the process of financial development. It is why many countries,
and developing countries in particular, rely on banks for inter-
mediation services—banks having a comparative advantage
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through long-term relationships with their clients in assembling
information and enforcing contracts.

Creating active stock and bond markets thus requires put-
ting in place a regulatory framework mandating the disclosure
of accurate and up-to-date financial information, the use of
recognized auditing and accounting standards, penalties for
insider trading and market manipulation, and statutes protect-
ing the rights of minority shareholders. In the US, putting these
prerequisites in place took several decades (Bordo et al. 1999).
Late-developing economies in Asia and elsewhere can expedite
this process by importing proven regulatory processes.'* Still,
developing deep and active stock and bond markets is a long
and challenging process. Success will not be achieved overnight
and it is a relatively expensive undertaking.

Accumulating Reserves. The response of many Asian coun-
tries to the volatility of 1997/98 has been to accumulate a cush-
ion of international reserves. The strategy has met with support
from academics and officials. Feldstein (1999) has encouraged
emerging markets to accumulate reserves as insurance against
the disruptive domestic financial effects of abrupt capital out-
flows. Guidotti (1999) and Greenspan (1999) have similarly
suggested that countries hold foreign exchange reserves equal to
all the short-term debt scheduled to fall due over the next 12
months. They point to the success of economies with substan-
tial reserves (Taipei,China for example) in withstanding the
financial crisis. An IMF study (Bussiere and Mulder 1999) sug-
gests that countries may want to hold even larger reserves, per-
haps as much as twice that suggested by Messrs. Guidotti and
Greenspan. Countries that run chronic current account deficits
should hold still larger reserves, as should those seeking to limit
exchange rate variability.

This advice can be questioned. First, even large foreign
exchange reserves such as Taipei,China’s are small relative to the
liquidity of the markets. A confidence crisis can cause investors
to try to transfer abroad not only short-term foreign liabilities
but also domestic assets. Converting these claims into foreign
currency is likely to be impossibly expensive for a government
or central bank seeking to support a currency peg. Moreover,
large reserves can create greater volatility in bank-to-bank lend-
ing. Normally, interest rates are lower in the major money cen-
ters than in an emerging market that has recently stabilized and
opened its capital account, encouraging foreign investors to
funnel money into the country. The larger the reserves are, the
more confident investors will be that they will be able to take
out their investment without suffering losses when sentiment
turns and the banking system comes under pressure. Hence,
bank-to-bank lending will be greater, and the costs of a banking
crisis will be higher.

Moreover, holding reserves against short-term external
liabilities is expensive, since US treasury bonds bear lower
interest rates than Thai or Korean bank deposits. The implica-
tion is straightforward: if short-term foreign borrowing comes
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with risks that are expensive to insure against, is it not better to
avoid it in the first place? Clearly, countries seeking protection
from volatility should accumulate a cushion of reserves. But this
must be balanced against the costs.

Arranging Commercial Credits. The other approach to ensur-
ing the availability of adequate liquidity in an emergency is to
negotiate commercial credit lines in advance. From the stand-
point of the borrowing countries, these lines would provide
additional resources to insure against shocks to investor confi-
dence. If foreign investors refuse to renew their maturing loans,
the authorities can draw on their credit lines to finance the
lender of last resort operations appropriate for dealing with a
liquidity crisis.

Argentina, Mexico, and Indonesia negotiated facilities with
international banks that, in return for a commitment fee,
allowed them to draw on hard currency credits. These facilities
typically omit the clause on no adverse material change that
permits banks to back out of an agreement in the event of a
crisis. Indonesia made two drawings on its standby facilities,
totaling $1.5 billion.

That these credits are a form of insurance again raises the
issue of how adverse selection is overcome. The success of
Argentina, Mexico, and Indonesia in purchasing this insurance
suggests that the problem of asymmetric information that might
otherwise cause the market to break down can be overcome at
least partially by posting collateral. These countries’ success in
negotiating these arrangements suggests that at least some other
countries, which can show evidence of institutional reform and
a record of strong policies, could do likewise. However, com-
mercial credit lines are likely to be available only to countries
with relatively strong policies.

Insurance unavoidably creates the danger of moral hazard.
Moreover, these arrangements are essentially unconditional; in
contrast to IMF loans, access is not contingent on the country
agreeing to specific adjustment measures. Consequently, access
to additional funds may encourage some governments to
engage in additional risk taking and put off adjustment. The
“penalty rate” they pay to draw on these lines may be some
deterrent, but the question remains whether it is enough.

A further weakness of these arrangements is that the interna-
tional banks will be able to hedge their exposures. At the same
time that they provide additional credits, they can draw down on
their other exposure to the country or sell short government bills
and bonds. The sell-off in the Mexican bond market that occurred
when the Government drew on its lines in the Fall of 1998 may
have been an instance of this effect. Thus, countries relying on this
technique may have less insurance than they think.

Strengthening Monetary and Fiscal Institutions. Limiting vola-
tility in a financially globalized world requires building credible
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policy-making institutions. The greater the credibility of the
individuals and institutions responsible for monetary policy, the
less the danger that a shock will incite an investor panic and a
self-fulfilling crisis. As a matter of fact, if policymakers have
accumulated sufficient credibility, the markets will do much of
the stabilizing work for them. If inflation accelerates, for
example, pushing up interest rates and depressing the prices of
short-term interest-bearing assets, investors anticipating that
the acceleration of inflation is only temporary will buy into
temporarily depressed fixed-income markets, thereby stabiliz-
ing asset prices and interest rates. If the currency depreciates,
investors will similarly purchase assets denominated in domes-
tic currency at their temporarily depressed prices, providing
capital inflows that work to strengthen the exchange rate.

Similarly, the more credible fiscal policy is, the greater will
be the fiscal authorities’ capacity to pursue countercyclically
stabilizing budgetary policies. If they are committed to running
budgets that are balanced over the cycle, they will be able to
borrow and run deficits in recessions. If, on the other hand,
their intentions are suspect, they will have to cut spending and/
or raise taxes in recessions, rendering fiscal policy pro-cyclical
and aggravating rather than limiting volatility. One possible
option that enhances credibility and provides a degree of flex-
ibility for dealing with volatility is to give the authorities a
mandate and the independence to pursue it. For monetary
policy this is the well-known formula of independence for the
central bank and a mandate to pursue price stability. For fiscal
policy there is an analogous argument for creating an indepen-
dent fiscal authority responsible for setting a ceiling for the
budget deficit and a set of rules for cutting expenditure in the
event that the fiscal authorities overrun it (Eichengreen et al.
1999).

This is only one of a variety of possible formulas for
enhancing the credibility of policy-making institutions. An
increasingly popular approach in many parts of the world is
inflation targeting. Here a regime in which the central bank is
given a mandate to pursue an explicit target for inflation may
share with the public its forecasts and its model of the links
from monetary policy to inflation, and it is held accountable for
missing that target. Its advantages are greater flexibility than a
rigid monetary rule but it has the same stabilizing impact on
market expectations. Its principal limitation is that it can make
policy credible only when the central bank has the indepen-
dence required to pursue it. Not only must the central bank
enjoy statutory independence, but it must also have political
support for its independent status to limit the prospect that its
autonomy will be compromised if it pursues policies that are
not congenial to the government. Moreover, its mandate to
pursue low inflation must be supported by a broadly compat-
ible government economic policy stance. In particular, if the
fiscal authorities are prone to chronic deficits, monetary policy
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may have to be used to fill the fiscal gap (the “fiscal domi-
nance” problem), in which case the stated objective of pur-
suing policies of low inflation will lack credibility.

In the case of fiscal policy, alternatives to rigid rules in-
clude delegating more agenda-setting and vetoing power to
a single agent—typically, the finance minister or the prime
minister. They may have more of an incentive to internalize
the externalities associated with excessive deficits, and to
adopt more centralized and hierarchical budgetary proce-
dures (von Hagen and Harden 1994, Alesina and Perotti
1994). Still other means of building credibility are conceiv-
able. But, whatever the solution, policy credibility is essen-
tial to sustain the confidence of investors in a globalized
world.

Managing Exchange Rates. One of the most difficult chal-
lenges posed by globalization, recent experience suggests, is
how to manage the national currency in a financially
interlinked world. Since the fixed rate system established at
Bretton Woods was abandoned in 1972, countries have been
free to establish their own exchange rate system. There are three
possibilities. First is the hard peg where a currency is fixed using
a currency board or where the currency of another country has
been adopted. Second is a series of arrangements often referred
to as a “soft peg” where the currency is tied to another currency
or a basket of currencies either through a peg, a crawling peg,
or bands around a reference rate. Finally is the free float, where
the value of the currency is either allowed to fluctuate freely or
where there is a managed float. In the managed float no central
rate is specified but the central bank may intervene to influence
the exchange rate.

In the past decade there has been a movement toward the
first and last solutions (see Figure 3.6). There are several reasons
for this. Each of the major financial crises in the past few years
has involved countries with a soft peg.”” Large and liquid inter-
national capital markets make it more difficult for national
authorities to support a shaky currency peg, since the resources
of the markets far outstrip the reserves of even the best-armed
central banks and governments. Effective defense of the
exchange rate requires raising interest rates and restricting
domestic credit, something that will have significant costs
unless the economy is strong.' If the markets detect a chink
in the country’s armor—high unemployment, a heavy load
of short-term debt, or a weak banking system—that could
render the authorities reluctant to raise interest rates to
defend the currency, then they will pounce, exposing the
authorities’ weakness.

Maintaining an exchange rate peg or band in open capital
markets can be especially difficult for emerging market econo-
mies. Many of these depend on exports of a few primary
commodities, rendering them vulnerable to terms-of-trade
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Figure 3.6 Exchange Rate Regimes in
Emerging Markets, 1991 and 1999
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Source: Fischer, S. "Exchange Rate Regimes: Is the Bipolar
View Correct?" American Economic Association, March 2001.

shocks. Their financial systems are small in comparison with
world markets, even with the assets of a handful of hedge funds
and investment banks. Their fragile banking systems are
incapable of withstanding sharp hikes in interest rates, while
their political systems cannot deliver a broad-based consensus
in favor of exchange rate stabilization over and above all other
economic and social goals.

Moreover, while the devaluation of a previously pegged
currency can enhance international competitiveness and even
stimulate growth, the Mexican and Asian crises suggest that
currency devaluations in developing countries can be strongly
contractionary. When developing countries borrow in foreign
currency, depreciation increases the burden of debt service
and worsens the financial condition of domestic banks and
firms. Because those banks and firms do not hedge their
foreign exposures, they are hard hit when the currency band
collapses.

Indonesia illustrates the consequences. For some time
prior to the outbreak of the Asian financial crisis, the country
had been operating a crawling band, allowing for fluctuations of
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plus or minus 4 percent against a basket of currencies. Typical
of many emerging economies, it had relatively high interest
rates, which made it attractive to international investors. These
large capital inflows worked to push the rupiah toward the
strong end of its band. Because the authorities were committed
to limiting exchange rate fluctuations (and because the strength
of the currency lent credibility to that commitment), domestic
banks, and more particularly corporations, accumulated
unhedged foreign exposures.

When the Thai baht depreciated, capital flows in Indonesia
reversed direction. In one day, 13 August 1997, the rupiah went
from the strong edge of the band (which had been widened to
6 percent) to the weak edge. This 12 percent depreciation was
a sharp shock to Indonesian corporations with unhedged expo-
sures, whose solvency was now cast into doubt. Now openly
questioning the stability of the economy, investors scrambled
out of the rupiah. Further interest rate increases to defend the
currency were out of the question, given the financial
distress in the corporate sector and the banking system.
Instead, the authorities abandoned the band, allowing the
exchange rate to drop further. With the damage already
done to the economy, it dropped precipitously, falling by as
much as 10 percent a day.

This synopsis makes an essential point about the fragility
of currency bands and the high costs of their collapse. With
hindsight, it did not really matter whether Indonesia had a
currency band or not. All the Asian currencies were tied in one
way or other to the US dollar and many of them collapsed
because of the size of the unhedged short-term capital that had
flowed in during the 1993 to 1996 boom and that then flowed
out in 1997 and 1998.

For which extreme should Asian economies opt—a hard
peg along Hong Kong, China lines or a free float in the Korean
style? The choice is typically framed in terms of the trade-off
between credibility and flexibility. With the adoption of a hard
peg, domestic monetary policy is dictated by the central bank
of the country whose currency provides the external anchor,
and the peg automatically acquires all the credibility accumu-
lated by the issuer of the anchor currency. The commitment to
the currency peg is enshrined in the adoption of a constitutional
amendment or requires a super-majority vote in the parliament
or congress mandating the central bank or government to de-
fend the rate. By ensuring greater exchange rate stability, the
economy’s access to foreign capital is enhanced.

Floating rates, in contrast, maximize the flexibility with
which the authorities can use monetary policy for economic
stabilization. They leave the central bank free to intervene as
a lender of last resort to financial markets. However, some
commentators dispute the stabilizing value of exchange rate
changes when shocks are real rather than monetary and a
country’s external obligations are denominated in foreign
currency. They similarly question the capacity of the central
bank to act as an effective lender of last resort when
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domestic banks and firms incur debts denominated in foreign
currency.'’

Which approach will be more attractive to most DMCs?
Again, the diversity of economic structures and different stages
of economic and financial development in the region hinders
any attempt to generalize. But insofar as most DMCs are quite
open, standard arguments on optimum currency areas favor
hard pegs. At the same time, the diversification of DMC exports
across markets—and the tendency of exporters in the region to
sell to the Japanese and US markets simultaneously—makes a
hard peg to any single currency less attractive. Because DMCs
have relatively underdeveloped domestic bond markets, they
borrow long term mainly in foreign currency, and sharp
exchange rate changes can then wreak havoc with the domestic
currency cost of external debt servicing. In other words, a flex-
ible exchange rate will make obtaining foreign funding difficult.
But because savings rates in Asia are so high, foreign funding is
less essential: banks and firms seeking external finance can
obtain it at home via the banking system and supplier credits.
To the extent that the real side of many DMCs is relatively flex-
ible, the value of monetary autonomy is less. But insofar as
policies and policy-making institutions are relatively credible by
international standards, the capacity to exploit the advantages
of such credibility is greater.

The existence of so many cross-cutting considerations
suggests that not all DMCs will prefer the same exchange rate
arrangement. Currently only PRC; Hong Kong, China; and
Malaysia have adopted pegs and the rest are floating. The float
is generally free but some DMCs seem to be returning to soft
pegs. Along these lines, a recent study by Calvo and Reinhart
(2000) shows that many countries that are categorized as hav-
ing floating currencies are, in effect, holding loose pegs. They
found a high correlation between exchange rates and central
bank reserves that suggest significant central bank intervention.
This interventionist tendency has accelerated in recent
months—in the immediate aftermath of the financial crisis,
exchange rates were much more flexible (see Table 3.5)—and
one possible reason for this is the expectation that loose pegging
will have the same effect as a free float but with less volatility.

Policies to Minimize Risks to the Poor

Globalization will be accepted most readily if its benefits are
widely shared. The fact that economies that are more deeply
integrated into global markets tend to have larger public sectors
can be understood as providing social protection for those who
cannot protect themselves from the volatility and pressures of
globalization (Rodrik 1998). Such protection helps support the
broad-based political coalition needed to sustain a commitment
to openness. In addition, it facilitates the quick policy adjust-
ments needed to absorb globalization-related shocks, since
people will see that the immediate costs of adjustment, like the
benefits, are being equitably shared.'
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For countries seeking to capitalize on globalization, two
policies may help in minimizing the risks to the poor of global-
ization. For the short term, insurance against shocks is needed.
For the long term, measures are required to foster the accumu-
lation of forms of human capital that are useful in an economi-
cally globalized world, specifically among socioeconomic
groups that have not traditionally possessed them.

In the context of globalization, risks can range from sharp
changes in relative prices on world markets to full-blown eco-
nomic and financial crises. Building an effective social safety
net and ramping up programs in response to a crisis can be
inefficient and time-consuming, and is therefore difficult. This
makes it important to put in place lasting social infrastructure
protection. Whereas general principles underlying social safety
nets are well documented, specific programs need to be designed
in light of particular financial and country-specific conditions."

The short-term safety net should provide employment for
those able to work. Public works programs providing jobs for
the poor, often referred to as workfare, have been shown to be
a relatively efficient way of providing immediate relief, espe-
cially where local input is used in selecting projects and where
the workers are the beneficiaries of the public works (see
Ravallion 1999). Workers can be offered public employment at
a wage equal to, say, 90 percent of the wage for unskilled agri-
cultural labor. Workfare designed in this way will protect the
poorest workers against the loss of income without drawing
other workers away from private employment or encouraging
welfare dependency.

South Asia has been a pioneer among developing countries
in the development of workfare programs. The Indian state of

Maharashtra is known for its Employment Guarantee Scheme,
which targets the poor.”® Bangladesh has experimented with
similar programs, though these have been limited by the avail-
ability of donor resources to finance them. Sri Lanka’s
Janasaviya Program makes entitlement to food coupons condi-
tional on a household supplying 24 days of labor monthly to
rural public works projects; it enjoys dedicated budgetary fund-
ing. These programs are not free of shortcomings: women
receive only a small proportion of the benefits that a man
receives, many of the assets created are of poor quality,
maintenance of the assets is inadequate, and wages are often
too high to provide efficient self-targeting (Subbarao et al.
1995). Still, they are an obvious element of the social safety net
that societies need to build to protect their poorest members
(see Box 3.3).

Aside from crisis management what difference, if any, does
globalization make to the poverty agenda? The standard
agenda for poor countries like those of South Asia is land re-
form, education, the abolition of pricing policies that discrimi-
nate against agriculture, and the creation of stable
macroeconomic and legal frameworks. A relatively equal distri-
bution of land encourages family farmers to adopt economi-
cally and organizationally efficient modes of cultivation.
Education is associated with the adoption of relatively innova-
tive agricultural technologies, which—perhaps more impor-
tantly from the point of view of income distribution and
poverty reduction—facilitates the movement of labor to jobs
that are often higher paid. Market liberalization and stable
macroeconomic and legal frameworks stimulate growth, which
benefits the poor. These points are well known. So what differ-

Table 3.5 Exchange Rate Flexibility

Precrisis
January 1995 to

Currency July 1997
Baht (Thailand) 0.07
Won (Korea) 0.12
Singapore dollar (Singapore) 0.09
Rupiah (Indonesia) 0.01
Ringgit (Malaysia) 0.22
Peso (Philippines) 0.02
New Taiwan dollar (Taipei,China) 0.07

Healing/Normalization
January 1999 to
October 2000

Crisis
August 1997 to
December 1998

0.18 0.17
0.24 0.13
0.70 0.20
0.41 0.32
0.21 0.00
0.21 0.12
0.38 0.16

Note: Estimates of index of exchange rate flexibility where 0 = completely inflexible, 1T = completely flexible. The index is computed as
SDFX(SDFX+SDRES) where SDFX is the standard deviation of log changes of dollar exchange rates and SDRES the standard deviation of
change in central bank reserves divided by the lagged stock of the monetary base (i.e., the portion of potential FX volatility that has been
neutralized by central bank intervention). The underlying notion is that for a currency to be deemed flexible, its variability must increase

relative to underlying market pressures.

Source: Merrill Lynch, Global Economic Trends, December 2000, p. 11.
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Box 3.3 Social Safety Nets

A safety net should have three major characteristics. First, it
should provide targeted transfers for those unable to work.
Workfare should be supplemented with cash transfers targeted
at subgroups, such as the elderly and pregnant women. Effective
targeting maximizes budgetary efficiency. Yet, making targeting
effective is a perennial problem in such programs, since politi-
cally powerful groups seem to be able to insist on a share of the
spoils. India’s public distribution system has long been criticized
for failing to target its benefits to the poor.?' Bangladesh’s public
food distribution scheme is said to cost six times the value of the
transfers received by the targeted households. The Philippines’
generalized food subsidy system costs the government three
pesos for every peso transferred to households; in addition, the
households in question are not generally the poorest.??

Second, the safety net should provide microcredit for those
affected by the fallout from financial crises. Crisis conditions
can force poor households into distress sales of productive
assets, which depress their postcrisis income and productivity.
Disruptions in financial markets can interrupt access to trade
and producer credit needed to obtain essential inputs and prod-
ucts. Limited amounts of microcredit extended in response to
these disruptions should therefore minimize the adverse conse-
quences for poor households.

Here, too, Asia has considerable experience with such pro-
grams, providing a foundation on which to build. India’s
Integrated Rural Development Program provides credit to
means-tested households for purchase of nonland assets.
Bangladesh’s Grameen Bank has developed a scheme to pro-
vide microcredit to the poor. Under this scheme, loans are
extended to groups of five to eight self-selected persons who
agree to form a group in order to monitor one another. Rates of
repayment and economic impacts have been impressive. Credit
has been effectively channeled to the ultrapoor, including
women. Studies suggest that participants’ incomes rose by more
than 50 percent relative to those of the control groups
(Khandker et al. 1994).

ence, if at all, does globalization make to the antipoverty
agenda?

Because globalization exposes national economies to external
shocks, it requires workers as well as firms to act quickly. The
implication is that educational spending should impart general
knowledge rather than technical training and sector-specific
skills. The literature on this subject (e.g., Heckman 2000)
shows that such general knowledge is imparted most efficiently
in the early stages of the education process. This suggests target-
ing educational subsidies at primary education and ensuring
that the poorest (especially females) are included. The first
point feeds into an obvious Asian strength: the high-performing
Asian economies have long allocated a substantial share of edu-
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Third, in the event of a crisis, the existing safety net programs
should be used as the basis for poverty reduction measures.
Scaling up existing workfare, microcredit, and targeted transfer
programs in response to a crisis is easier than creating new
programs from scratch. Additional support can be built on the
existing administrative infrastructure and distributed through
existing channels. While South Asia has much experience in the
administration of such programs, the limited success of the
poverty reduction efforts in the NIEs and Southeast Asia in
1997/98 can be understood in terms of the absence of preex-
isting safety net programs that could have been quickly
strengthened.

The proportionate increase in spending on such programs
was largest in Korea, where it rose from negligible levels prior
to the financial crisis to nearly 5 percent of the budget, and in
Indonesia, where the budgetary share rose from extremely low
levels to 3.6 percent. However, in both cases only a fraction of
the poor were covered. In Korea, safety net programs covered
only a third of the poor prior to the crisis, and this share fell to
17 percent in 1998 despite rapid increases in spending. As of
June 1998, only 7 percent of the 1.5 million unemployed had
received unemployment benefits. The number of those partici-
pating in the Korean Government’s newly created workfare
scheme reached 200,000 at the beginning of 1999, but there
were more than 700,000 applicants for these positions (despite
the fact that they paid submarket wages), again indicating the
partial nature of coverage. Indonesia, for its part, introduced a
public works scheme and a rice distribution program. Estimates
suggest that no more than a third of poor Indonesian households
have participated in some form or other (see World Bank 2000).
Birdsall and Haggard (2000) argue that well-organized rural
lobbies prevented these programs from being extended to the
urban poor. While the rice distribution scheme made available
to targeted households 10 kilograms of medium-grade rice each
month at subsidized prices, this was equivalent to only a small
fraction of the income of a household living at the poverty line.

cational spending to basic as opposed to higher education.” In
contrast, the second observation points to the need to reorient the
approach to educational planning in Asia, which has traditionally
focused on vocational training of sorts that are likely to be less
easily transferred in a rapidly changing high-tech world.

Recent contributions to the development literature (e.g.,
Lopez et al. 1998) suggest that more equal access to education
has a positive impact on average per capita income. The
obstacle to more equal distribution of education, according to
much of the development literature, is the poverty trap—the
fact that the extra income from child labor, which is indispens-
able to poor families, comes at the expense of the child’s longer-
term prospects of escaping poverty through education.?
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Insofar as openness leads poor countries to specialize in
the production and export of labor-intensive goods, there is
the danger that globalization may draw poor children out of
school. Targeted subsidies for school attendance are the
obvious policy response. Bangladesh’s Food-for-Education
Program, which offers a stipend to selected participants (some-
what more than the equivalent of 13 percent of monthly earn-
ings for boys and 20 percent for girls) has demonstrated an
ability to ensure nearly full school attendance by those who
participate.

Early evidence similarly suggests that Indonesia’s Stay-in-
School Program, which provides grants to the poorest schools
and transfers to the poorest students, has been similarly effec-
tive (see Birdsall and Haggard 2000). Such programs have the
additional advantage that local schools are important stakehold-
ers, leading them to become actively involved in monitoring
and administering their operations.

INSTITUTIONAL OPTIONS IN A GLOBALIZING
ENVIRONMENT

As Asian economies integrate further into the global economic
system they face a number of challenges and opportunities. In
many cases these can be addressed by the private sector.
However, in some instances governments will have to be
involved. Because of the nature of the globalization process,
they will have to adopt new approaches and be willing to
develop new institutions and policies to address the issues
presented by continued globalization. Governments will no
longer be able to rely solely on national initiatives, although
these will still be important. They must go further in developing
relationships and participate with other countries in institution
building to deal with global issues at both the regional and
global levels. In this section, the focus is on the macroeconomic
landscape, eschewing more detailed microeconomic and sector
policy issues. Particular attention is paid to the dynamics of
institution building as it relates to globalization.

Establishing an Institutional Framework

Economists tend to assume the existence of appropriate institu-
tions. Put another way, if a certain set of institutions were to be
efficient, economists assume that they will develop in response
to latent demand (Davis and North 1971). Thus, if new tech-
nologies generated by start-up firms are the motor for growth,
and if supporting their development requires financial markets
capable of providing venture capital, then a market-based finan-
cial system will spring up in response to the profit incentives
perceived by aspiring venture capitalists. And if, to attract FDI,
countries must adopt demanding corporate disclosure stan-
dards and legal systems affording strong protection for creditor
rights, then they will do so in order to prevent FDI from being
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diverted to jurisdictions that are quicker to respond. It is impor-
tant to understand why this may not occur in an orderly fashion.

Institutions can be understood as coordinating mecha-
nisms—as coordinating the actions of different economic and
social agents.”” They do so by providing standards for socially
constructive behavior. Because they function as standards, they
are a source of network externalities.*® And like any technology
that throws off network externalities, once established they tend
to become locked in. As David (1993) has put it, institutions,
by virtue of their inertial character, become the “carriers of
history.”

Because institutions have an inertial character, radical insti-
tutional change is the exception, not the rule. Wholesale change
requires the political and economic system to be displaced from
its equilibrium. It follows that radical change often occurs in
response to major shocks—crises, for example. (A model of the
linkage is provided by Drazen and Grilli 1993.) By definition,
crises disrupt the operation of existing institutions. That disrup-
tion creates a vacuum in which new arrangements can develop.
This is the story told in Olson (1982) of institutional change in
the wake of war and crisis. More generally, the suboptimal per-
formance of existing institutions that has been made clear by a
crisis can foster the consensus needed for agreement on changes
in prevailing arrangements. Thus, the political and economic
crises of the 1940s and 1950s are commonly credited with
creating a hothouse environment conducive to the growth of the
institutions that served Asia so well in its period of rapid
economic growth. Economies like Korea and Taipei,China
emerged from the Second World War and the Asian conflicts
that erupted in its wake in a parlous economic state. In Korea,
for example, years of foreign occupation and civil war had left
the population on the margin of subsistence. The political
disputes and the fact that the NIEs and Southeast Asia were a
principal battleground of the Cold War created a crisis of
national survival in countries across the region. This crisis in
turn cultivated the political support for the institutional
changes needed to strengthen the state and the economy. Land
reform was carried out in Korea and Taipei,China which
allowed the benefits of rising agricultural productivity to be
widely shared and created a rural middle class. Korea;
Singapore; and Taipei,China developed effective tripartism.
Powerful urban interests were induced to acquiesce to govern-
ment programs that were designed to develop the rural infra-
structure necessary for balanced growth. Regime leaders had
the political autonomy to develop independent technocracies
and performance-based civil service systems. These institu-
tional ingredients of Asia’s “miracle” are by now well under-
stood. The point here is that their development should be seen
as a social response to this crisis of national survival.

In the wake of the Asian financial crisis of 1997/98, it is
again clear that a crisis can catalyze reform.*” This is particularly
evident in the steps taken by DMCs to update and strengthen
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their financial institutions, with the aim of restoring investor
confidence, and the long-run goal of equipping themselves with
the institutional prerequisites for navigating a world of global
finance. Prudential supervision and regulation have been
strengthened, and new rules have been adopted to encourage
arm’s-length dealing between financial institutions and their
customers. Governments have encouraged the development of
bond markets that were long suppressed in favor of bank-based
intermediation. Foreign investment has been liberalized in
nearly all countries in the region. Thailand replaced its Alien
Business Law with new provisions allowing foreign firms to
hold up to 100 percent equity in Thai banks, and 39 sectors
have been opened to increased foreign participation. Korea,
meanwhile, opened real estate, securities dealing, and other
financing business to foreign investors and granted foreigners
the right to purchase 100 percent of the equity of domestic
firms. The NIEs and Southeast Asia have taken comprehensive
action to facilitate mergers and acquisitions, both domestic and
international. However, Indonesia and Malaysia appear to be
exceptions: the Indonesian system does not favor mergers and
acquisitions, while Malaysia appears to favor domestic but not
international mergers and acquisitions.

Indonesia and Thailand have adopted significant legislative
changes to their bankruptcy systems. In the second half of
1998, Indonesia created a specialized commercial court with
jurisdiction over bankruptcy-related matters and adopted an
automatic stay provision similar to that provided for under the
US bankruptcy code. In Thailand, new bankruptcy legislation
pushed through over political opposition had a positive impact
on the equity valuation of financial and nonfinancial companies
(Foley 1999). Such reforms can be seen as prerequisites for
growth and stability in a financially globalized world. While
financial reform has long been on Asia’s agenda, it is hard to
imagine such rapid progress in the absence of the crisis. How-
ever, while crisis can breed reform, reform without crisis is to
be preferred. The question is how this is best achieved.

Global Initiatives

The process of achieving reform without crisis can be organized
at the global level. Thus IMF, the World Bank, and the Financial
Stability Forum, with impetus from the governments of the
Group of Seven leading industrial nations, have launched a
multi-pronged effort to encourage industrial and developing
countries to upgrade their financial practices and institutions.
The focus of this effort is on institutional arrangements in areas
like data dissemination,; fiscal, monetary, and financial policy
transparency; banking regulation and supervision; securities
and insurance regulation; accounting, auditing, and bank-
ruptey; and corporate governance. The mechanism is the pro-
mulgation of international standards for acceptable practice in
these areas that all countries, including Asian countries, must
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meet, and efforts to encourage compliance through a combina-
tion of IMF surveillance, peer pressure, and market discipline.*®
In other areas such as product and process standards and
classification mechanisms such as International Organization
for Standardization classifications, the important role of global
agencies is clear.

The case for these global initiatives is straightforward. If
markets are global, so must be their regulation and the institu-
tions through which that regulation takes place. In a world of
systemic risk, economic and financial institutions take on the
character of a global public good. Institutional arrangements
affecting, among other things, prudential supervision and the
conduct of monetary-cum-exchange-rate policies are of critical
interest not just to the initiating country but also to the rest of
the world. Global initiatives to influence national practices are
justified as a way of internalizing these externalities.

The danger is that these global initiatives will subject coun-
tries to blueprint formulas, denying them the opportunity to
design regulatory institutions responsive to their distinctive
traditions. This is where standards come in. Standards, which
define criteria that all countries should meet but allow them to
meet them in different ways, offer a way of reconciling the
common imperatives created by participation in international
markets with the diversity of economic systems. The complaint
that IMF’s structural interventions are arbitrary and capricious
at least partly explains the backlash that they have provoked;
with the promulgation of standards, objective criteria will exist
to which IMF can refer when it demands structural reforms.

At the same time, such an approach raises compelling
objections. The official donor community as a whole does not
possess the resources to design and monitor compliance with
detailed international standards in all the relevant areas. In its
early country reports on the observance of standards and codes,
IMF has been forced to rely on self-evaluations by the subject
countries, a practice that threatens the objectivity of the process.
For IMF to carry out this function in a satisfactory way would
require a very significant increase in its staff and a radical
change in expertise, both of which are unlikely for the foresee-
able future (see IMF 1999b).

Moreover, reservations have been voiced about how much
can be accomplished through the promulgation of international
standards. The definition of acceptable standards causes
disagreement—as seen in the dispute between the US and the
European Union over accounting standards or the wide varia-
tion among advanced industrial countries in the provisions of
bankruptcy and insolvency codes. The danger is that an inter-
national standard broad enough to encompass these variations
will tend toward a lowest common denominator. Moreover,
standards, by defining the minimum acceptable threshold, may
weaken the incentive for countries to do better. What will
prevent governments from taking steps to meet the letter of the
requirement without in fact satisfying its spirit?
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Such qualms are reinforced by experience with the most
important experiment in standards setting to date, the Interna-
tional Convergence of Capital Measurement and Capital
Standards, or the 1988 Basle Capital Accord (the Basle Accord).
The Basle Accord established an 8 percent minimum (weighted)
capital adequacy standard for international banks. It deserves
some credit for steps taken subsequently, by countries repre-
sented on the Basle Committee on Banking Supervision and
others, to bring capital adequacy up to this minimum. Reassur-
ingly, the existence of the Basle Accord has not prevented coun-
tries like Argentina from doing better. But, at the same time, the
Basle Accord has been subject to evasion. The gap between the
reported and actual capital of countries with banking crises is a
case in point. The Basle Accord did nothing to head off these
crises or resolve them.

Banks have discovered ways of shifting assets subject to
high capital charges off their balance sheets through
securitization and the use of derivative securities without modi-
fying the underlying risks. This should serve as a warning of the
danger that the standards setters will always be one step behind
the markets. Finally, experience with the Basle Accord demon-
strates that poorly designed standards, or standards that lag
behind circumstances, can create perverse incentives. One need
only recall the incentive in the Basle Accord to engage in short-
term lending to non-OECD countries. While lending to OECD
banks was given a risk weight of 20 percent irrespective of the
term of the loan, lending to non-OECD banks carried this
reduced weight only for loans of less than a year, whereas loans
of longer maturity carried the full 100 percent risk weight. This
led to a shift toward short-term portfolio asset holdings that
were easily liquidated during the Asian financial crisis.

In hindsight, the perverse incentives conferred by the Basle
Accord on international banks are clear. But there is a more
fundamental point. If institutional arrangements at the global
level are to be appropriate for a wide variety of experiences, they
must be carefully developed and drafted only after intensive
policy discussions with all the relevant parties. Economists
disagree among themselves over the design of an efficient bank-
ruptey law, over the stabilizing or destabilizing effects of addi-
tional data disclosure, and over the merits of fixed versus
flexible exchange rates. In addition, the high-income countries
themselves continue to show a diversity of institutional arrange-
ments. Therefore, global initiatives to change national institu-
tions and practices in a particular way must be considered very
carefully to ensure that they will indeed reduce risk and increase
financial stability.

The Regional Option
To some extent, the external shocks associated with the forces

of globalization can be moderated by regional initiatives. The
coordination of policies and institutions between countries can
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be addressed at the regional level, while the need for continued
diversity of policies and institutions can be satisfied by differ-
ences in these practices between regions. Insofar as the cross-
border externalities associated with national policies are felt
mainly by countries within a region, this creates an argument
for coordination at the regional level. In addition, arguments
can be made for coordinating exchange rate and R&D policies
at the regional rather than the global level. Some evidence
suggests that the spread of currency crises was mainly a regional
phenomenon (Glick and Rose 1999) and perhaps a better coor-
dinated regional response, such as the Chiang Mai initiative to
expand swap lines among Asian currencies, could have been
less disruptive. Eaton et al. (1998) similarly show that R&D
spillovers are primarily concentrated in the region in which
R&D takes place and that their magnitude diminishes with
physical distance.

Frameworks for addressing such problems at the regional
level have developed in other parts of the world, providing
precedents that DMCs could follow. The European Monetary
System, the precursor to European Economic and Monetary
Union, illustrates the scope for regional cooperation in the
monetary-cum-exchange rate domain. The Consultative Group
on International Agricultural Research, which encourages its
participating centers to share the fruits of their agricultural
research and which is primarily funded by multilateral institu-
tions, is an example of similar arrangements for R&D.

While regional associations like ASEAN and the South
Asian Association for Regional Cooperation (SAARC) already
exist, they have mainly been concerned with trade issues (see
also Box 3.4). There is a growing belief that Asia needs a broad-
based regional free trade zone to interact more effectively with
countries of the North American Free Trade Agreement and the
European Union.

Interest in the regional option has attracted new attention
in Asia in the wake of the 1997/98 financial crisis. This was a
reflection of the perception that the advice and conditionality of
the international financial institutions were inadequately
tailored to the particulars of the crisis and that these institutions
failed to capture the distinctive features of the Asian approach
to growth and economic learning. This experience has given rise
to discussions for the establishment of an Asian Monetary Fund.
Similarly, the Chiang Mai initiative can be seen as a way of
addressing regional financial pressures. Discussions of the case
for a common basket peg for Asian countries (Williamson
1999) are seen as responding to the dilemma of having to
choose between a hard peg and a floating exchange rate. Asian
countries can avoid this difficult choice by agreeing to a collec-
tive peg and supporting one another in its maintenance. In
Europe—where it has promoted cooperation—this style of
institution building encouraged the harmonization of policies
and institutions, created a zone of monetary and financial sta-
bility, and led to a measure of political integration. In Asia,
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Box 3.4 Regional Cooperation in the Asian and Pacific Region

Globally, there has been a growing trend toward greater politi-
cal, economic, and social integration among countries, both
interregionally and intraregionally. Among DMCs, economic
integration has increased significantly over the past decades as
evidenced by the significant rise of regional cooperation
schemes. This may be attributed to various factors including
(i) growing trade interdependence, (ii) rapid expansion of in-
vestment flows, (iii) fundamental shifts toward market-based
open policy, (iv) economic liberalization, and (v) international-
ization of capital and production networks.

Recognizing the potential for greater regional cooperation
for development, there has been an array of regional coopera-
tion initiatives. The more popular and larger regional coopera-
tion initiatives include the Asia-Pacific Economic Cooperation
(APEC) forum, the Association of Southeast Asian Nations
(ASEAN), the ASEAN Free Trade Area (AFTA), and the South
Asian Association for Regional Cooperation (SAARC).

Regional cooperation has provided a mechanism for par-
ticipating countries to enter into a process of dialogue that has

however, the motivations for regional cooperation are different
from Europe’s and are in their infancy. DMCs have less interest
in a regional trade arrangement since much of their trade is with
the US, and regional preferences could antagonize powerful
political bodies and jeopardize extra-Asian market access.
Moreover, Asia has shown virtually no desire for political
integration, given the various political tensions since the Second
World War, often exacerbated by outside influences. Rather, the
impetus for monetary cooperation reflects the desire to create a
zone of financial stability. The fear created by the financial crisis
is that small currencies and large financial markets are incom-
patible. Asian central banks, on their own, lack the resources to
cope with global financial flows, even with the position-taking
ability of a few highly leveraged institutions. Confronted with
the vast liquidity of global capital markets, unilateral floats and
unilateral pegs are subject, in this view, to speculative manipu-
lation, and both are therefore equally uncomfortable for the
government attempting to operate them. The solution is the
pooling of reserves designed to marshal sufficient resources for
the authorities to counter speculative pressures and, ideally,
maintain the stability of intra-Asian rates. Whether desire for
such financial cooperation proves strong enough to support
wider regional cooperation will only be known in time.
Multilateral liberalization is another area where a regional
focus may be an appropriate catalyzing force. DMCs need to
concentrate on their own priorities during the next round of
World Trade Organization (WTO) multilateral trade negotia-
tions, the so-called Millennium Round. Coordination among
DMCs could be effective in putting forward an agenda of pro-
posals that would benefit the entire region. General tariff reduc-
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contributed to maintaining peace, goodwill and mutual trust. It
has also provided an opportunity for cooperation in areas that
transcend trade and investment, such as social sectors, capac-
ity building, and governance.

Initial discussions have been held on the establishment of
an Asian regional institution equivalent to the Bank for Interna-
tional Settlements that would develop guidelines for banks and
provide supervisory advice. In the wake of the Asian financial
crisis, proposals were made for currency swapping arrange-
ments between central banks outside the framework of IMF and
the World Bank. Ideas about an Asian Economic Community
have also been brought forward. However, none of these ar-
rangements has yet been implemented.

From a social perspective, the key challenges for DMC gov-
ernments joining regional cooperation groupings are to ensure
that the benefits of cooperation are evenly distributed, espe-
cially to the poor and disadvantaged, and to try to compensate
for the negative impacts of globalization in the cultural, social,
and environmental dimensions of development.

tion, reduction of agricultural subsidies in industrial countries,
elimination of preferential tariffs in regional arrangements, and
antidumping safeguards are some of the areas where DMCs
could develop a set of their own proposals.

National Initiatives

If one accepts the argument for diversity of national practices,
a uniform mode of governance across countries cannot be
optimal. Nonetheless, scholars seeking to go further distinguish
three forms of governance: the strong state, the decentralized
state, and the participatory state. The strong state model vests
responsibility for designing and implementing institutional ar-
rangements with an authoritarian government and its bureau-
cratic arm. Korea and Singapore prior to the 1990s are
representative of this model. The decentralized state encourages
experimentalism and competition among local jurisdictions, on
the same grounds that the national approach encourages experi-
mentation and competition among countries. Thus, federal
systems generally encourage competition among their states
and this has led to some successes. Policies of devolution in the
PRC, which led to the emergence of town and village enter-
prises, can be seen in a similar light.

The participatory approach, in a world of globalized mar-
kets, may have advantages, according to Rodrik (1999). He
argues that democratic governance facilitates the development
of institutions that produce greater short-term stability, ease
adjustment to adverse shocks, and deliver superior distribu-
tional outcomes. The implication is that these characteristics
will be particularly advantageous in a globalized world where



ASIA’S GLOBALIZATION CHALLENGE

volatility is pervasive, small states are susceptible to adverse
shocks emanating from international markets, and income
distribution is under strain.

Sah (1991) observes that democracies empower a wider
range of decision makers and argues that this diversification
implies less risk in an environment of imperfect information;
hence, democracy should be positively associated with short-
term stability. Rodrik (1997) provides cross-sectional evidence
for the period 1960-1989 supportive of this hypothesis. He also
reports evidence that democracies adjusted more successfully to
external (terms-of-trade) disturbances over this period. A stron-
ger point follows: more open democracies with less executive
autonomy handle shocks better. Rodrik (1997) observes that
the recent experience of the NIEs and Southeast Asia is consis-
tent with these conclusions. Korea and Thailand, with their
more open, participatory political regimes, handled the crisis
better than Indonesia, by providing an alternative to riots, pro-
tests, and demonstrations and by facilitating the smooth trans-
fer of power to new leaders.

Finally, there is evidence that participatory systems pay
higher wages and are characterized by less income inequality,
since participation leads to the development of more elaborate
social insurance and transfer mechanisms.

CONCLUSIONS—TOWARD A FRAMEWORK FOR
GLOBALIZATION

What is the Future of Globalization?

This third part of Asian Development Outlook 2001 has reviewed
the opportunities and risks that globalization presents for
DMCs. Its premise is that powerful technological, economic,
and political forces are at work that are likely to render the
world economy even more globalized in the future than it is
today. Since the Second World War, the decline in the cost of
international transportation and communications, the spread of
global production networks, and the progress in drawing coun-
tries and regions—once only marginally integrated into the
world economy—more deeply into the global system, have
been quite substantial. Yet, globalization has considerably fur-
ther to go. The extent of participation in international trade and
capital flows varies enormously across countries.

This is in part due to the existence of a number of barriers
to further integration of countries with global markets. Fore-
most among these are barriers to trade. Despite significant
reductions in them brought about by eight rounds of multilat-
eral trade negotiations since 1949, widespread restrictions on
trade, especially nontariff barriers, exist in most developing
countries. These serve to artificially raise the cost of imported
goods and services, harming domestic consumers and foreign
producers while inhibiting the efficient allocation of resources
in each country, and impeding economic growth and structural
reforms in many countries. If differences between nations on
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the appropriate emphasis at a new round of WTO negotiations
can be resolved (see Box 3.5), further reductions in trade
barriers may further stimulate globalization.

For DMCs, late 20™ and early 21% century globalization is
also coinciding with an important change in the sources of
economic growth. For the last four decades, DMCs have
recorded rapid rates of growth by maintaining high rates of
factor accumulation—capital accumulation in traded-goods
sectors in particular—and by selling their products in world
markets. Policies and the institutions through which these poli-
cies are made have been adapted to this growth model: they
have promoted savings and investment, favored investment in
traded goods sectors, and rewarded export performance. But as
Asia’s high-growth economies mature, the source of their
growth will progressively shift from factor accumulation to TFP
growth. This will require changes in policies and institutions. In
addition, low-income DMCs that wish to follow their high-in-
come predecessors down the path of labor-intensive, export-
oriented manufacturing using technologies imported via
licensing will find their task complicated by globalization.
Countries like the PRC and India are attempting to implement
this strategy. Competition is intense. Selling the products of
low-wage manufacturing industries in global markets will be-
come increasingly cutthroat. And as more countries compete for
foreign investment, their ability to acquire technology via li-
censing will be correspondingly curtailed. Sustaining growth in
this setting will require telescoping the transition from accumu-
lation- to innovation-based growth. In turn, this will require
accelerating the evolution of policies and the renovation of
policy-making institutions.

That the need for stable macroeconomic policies, sound
regulatory arrangements, and good governance is obvious does
not make them unimportant. Appropriate policies are easier to
prescribe than to implement and their specifics are likely to vary
over time as an economy evolves. A brief set of policy recom-
mendations that arise from this review of Asia’s globalization
challenge is presented below:

Trade Policies

Trade liberalization played a major role in stimulating develop-
ment in many DMCs. Further progress in this area will reinforce
the trend toward globalization that has been so beneficial:

In order to minimize the efficiency losses and economic
distortions brought about by trade barriers, trade policy
instruments need to be modified. The first step of a liber-
alization strategy is replacing nontariff barriers by tariffs.
The move from quantitative restrictions to tariffs is a
healthy one because the latter are relatively less protective
than the former. More importantly, a tariff is a price instru-
ment and thus changes in international prices feed through
more readily into the domestic economy. The knowledge
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Box 3.5 Developing Countries and the
World Trade Organization

In January 1995, WTO, which superseded the General
Agreement on Tariffs and Trade, was mandated to expand
world trade and in the process further generate integration
of the global economy. However, the attempt to launch a
new round of multilateral trade negotiations in December
1999 failed because there were substantial differences
among countries over its content and structure. On the one
hand, industrial countries were pressing for a broad-based
agenda and for negotiations to be concluded within three
years so as to maintain momentum in bringing down trade
barriers. On the other hand, several developing countries
believed that negotiations should concentrate on problems
of implementing the agreements reached in the last round
of negotiations (the Uruguay Round) and on its “built-in
agenda,” which provided for new negotiations only in ag-
riculture and services.

The position of the developing countries reflected three
immediate concerns. First, the Uruguay Round and its
implementation process did little to improve market access
for their exports of goods and services. Second, they felt that
WTO rules were unbalanced in several important develop-
ment-related areas such as the protection of intellectual
property rights and the use of industrial subsidies, while the
special and differential treatment, which the Uruguay
Round accorded them, was inadequate. Third, insufficient
human and financial resources and weak institutional
capacities restricted the ability of many developing coun-
tries to exploit the opportunities open to them under the
WTO system, particularly in respect of its dispute settlement
mechanism, as well as the inability to comply fully with
their multilateral obligations. Developing countries need to
grapple with these issues and, once a consensus for the new
round is built up, they need to proactively participate in it
with the objective of further integrating themselves into the
global economy.

of and link with global prices is essential for domestic
producers. Not knowing the relative costs of imports, do-
mestic producers cannot commit themselves to production
for exports.

A second set of policies toward openness and greater neu-
trality of trade regimes consists of (i) lowering the average
level of protection and (ii) reducing the average dispersion,
or variance of protection. If the dispersion is not reduced,
as the average tariff declines, the tariff structure may
become less neutral and more discriminatory, and there-
fore, highly distorting. A reform strategy that reduces tariffs
on intermediate capital goods but leaves those on finished
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products intact—which was a common phenomenon in
developing economies—ends up increasing effective pro-
tection, even though it reduces the average level of tariffs.

Human Resources Development, Technology, and
Infrastructure Issues

While it is recommended that the role of government in coor-
dinating resource allocation be generally diminished, public
investment in human and physical capital can still play a critical
role in stimulating economic development. Specifically, in the
current context:

e It must be recognized that education plays a key role in
successfully adapting to a globalizing world. The emphasis
within the education system will depend on the level of
educational skills already attained. On the one hand, more
emphasis on basic education, rather than vocational train-
ing, will provide semi-skilled workers with the solid but
flexible foundation necessary to adapt to a rapidly changing
environment. On the other hand, DMCs need a core of
highly trained engineers, scientists, financial sector person-
nel and technicians that can facilitate the absorption of new
technology and innovation and transfer it to domestic
firms. Which of these concerns is more critical will depend
on local conditions, but significant investments in educa-
tion are clearly warranted.

*  Among the economies at the lower end of the technological
ladder, it is still possible to achieve effective and productive
integration into the global system by importing capital
goods, attracting FDI, and licensing foreign technology. It
will also be important to maintain competitiveness in the
new economy environment through selected investments
in telecommunications infrastructure and computer
literacy programs. These investments should take advan-
tage of public-private partnerships where possible,
depending on local circumstances.

Institutional Factors

The optimal role of government is increasingly a dynamic con-
cept. To remain successful, institutions must adapt. Specifically:

* As DMCs approach the technological frontier, they will
have to rely more on innovation than capital accumulation.
This may necessitate radical changes to the policies and
institutions supporting preexisting systems of innovation
as they can pose a barrier to technical change. Thus exist-
ing policies that favor large firms and conglomerates may
have to change to policies that favor more flexible and
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innovative smaller firms. Moreover, the current emphasis
on centralized bank-based finance might also need to
evolve toward greater reliance on securities markets, which
may prove more efficient in providing venture capital for
new technology start-ups. Generally, an environment
conducive to innovation will involve less government
command over resources.

The process of adapting institutions to the imperatives of
globalization takes place at the global, regional, and
national levels. Actions at these levels should be seen as
complementary to each other. At the global level, institu-
tional arrangements that define standards to be met by all
countries but that permit individual countries to meet them
in different ways offer the best chance of success. This is
because they reconcile the common imperatives created by
participation in international markets with the diversity of
national economic systems and structures. Insofar as cross-
border externalities associated with national policies are felt
mainly by countries within a region, coordination at the
regional level is considered to offer better outcomes than
global initiatives. This is considered to be especially
relevant in the context of coordinating exchange rate and
R&D policies.

Macroeconomic Stabilization

Stable, credible macroeconomic policies are critical to efforts to
limit volatility in capital markets. Specifically:

Monetary and financial institutions have to be strengthened
if volatility is to be reduced. The hallmark of these policies
should be credibility and prudence. Inflation targeting has
much to recommend although it may be too constraining in
some instances. On the fiscal side, rigid rules are probably
not as acceptable. Nevertheless, large deficits should be
avoided to minimize the buildup of public sector debt and
the crowding out of private sector activity.

Exchange rate regimes that featured a soft peg to the US
dollar were one of the primary causes of the Asian financial
crisis and the volatility in output, exchange rates, and finan-
cial markets that ensued. In the aftermath of the crisis, most
countries have adopted floating rate regimes. This has been
the preferred solution, except in PRC; Hong Kong, China;
and Malaysia, where policies and financial resources are
sufficient to hold a peg to the US dollar. However, in the
case of a hard peg, countries must be willing to adopt a
strong anti-inflation policy and be ready to accept deflation
if necessary, particularly as a way to meet competition in
international markets when competitors have depreciated
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their currencies. It is not generally recommended that
countries return to a soft peg as that would require frequent
interventions by the central bank to maintain the peg.

Strengthening the Financial System and Capital Account
Liberalization

Capital account liberalization is likely to become increasingly
difficult to resist as economic and financial globalization
proceeds. This point heightens the importance of coordinating
domestic financial liberalization with the elimination of distor-
tions that would otherwise cause such liberalization to heighten
volatility. These measures must include increasing bank capi-
talization where appropriate, strengthening prudential supervi-
sion and regulation, and eliminating implicit guarantees to
prevent financial institutions from taking excessive risks:

FDI is the form of foreign investment that comes packaged
with managerial and technological expertise. It is also least
likely to aggravate weaknesses in the domestic banking
system or to be associated with panic. For these reasons
liberalization of FDI should be the first step in liberalizing
the capital account.

Greater competition should be selectively introduced to
strengthen the banking system, increase efficiency, and
enhance the quality of banking services. Foreign competi-
tion should perhaps be phased in so that the domestic
banks have time to adjust. It must also be recognized that
opening the financial market to foreign banks might
increase the flow of portfolio investment. Thus, banks
should be allowed to fund themselves offshore only after
other policies to strengthen the financial system have been
put in place.

Using market-based initiatives to regulate capital flows
(thus mitigating the volatility of portfolio and other invest-
ment flows) is preferable to administrative measures. An
example is the Chilean system of requiring a year-length
deposit of all investors seeking to import capital. This
implicitly places a disproportionate tax on short-term
investors.

Bond and stock markets should be developed to provide
greater stability to the financial system. The development
of bond markets helps diversify sources of corporate debt,
while that of stock markets avoids excessive reliance on debt
in general. However, developing deep and liquid bond and
stock markets is likely to take time given the need to put in
place regulatory requirements mandating the disclosure of
up-to-date financial information, the use of recognized
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auditing and accounting standards, penalties for insider
trading, and statutes protecting minority shareholders.

Poverty Measures

Globalization will be accepted most readily if its benefits are
widely shared. Two sets of policies can help achieve this:

For the short term, insurance against shocks is needed.
These include short-term safety nets for those unable to
work, and public works programs for those who are. These
social safety net programs should be targeted to maximize
efficiency, although experience in India, Bangladesh, and
Philippines demonstrates that this is difficult. Microcredit
programs are an important element of these programs to
avoid distress asset sales. Moreover, these social safety nets
need to be in place prior to a crisis if they are to be effective.

Endnotes

! Per capita incomes were already high in the US prior to the initiation
of industrialization and the emergence there of the modern
multidivisional corporation, which might be taken to indicate that
the country was the technological leader. So too might the country's
singular success at machine building, as reflected in the Crystal
Palace Exhibition in 1851 in the UK. But this reflected an unusual
abundance of productive land and natural resources, which put a
floor under real wages, and the country's singular success at produc-
ing labor-saving machinery for a relatively small number of indus-
tries. See Temin (1966) and James and Skinner (1985).

Two caveats are worth noting. First, the data for the US display a
decline in the relative contribution of TFP growth in the period after
1965, reflecting the productivity slowdown of the 1970s and 1980s.
Extending these estimates into the 1990s—the period of the new
economy—would of course strengthen the interpretation in the text.
In contrast, extending the data for Japan into the 1990s would cast
further doubt on the interpretation emphasizing a growing role for
TEP growth. The 1990s was a decade when output growth in Japan
was depressed but domestic investment was sustained at high levels.
As a matter of simple arithmetic, productivity growth was slow. But
this, plausibly, was a cyclical aberration, reflecting the country's eco-
nomic and financial crisis, rather than a change in the secular pat-
tern of growth.

Many have already closed the gap. Hong Kong, China and Singapore
are already richer per capita than the average OECD economy, while
Korea and Taipei,China are within the OECD range of income per
capita.
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In the long term, policies are required to foster the accumu-
lation of forms of human capital that are useful in a global-
ized world. The ability to respond quickly to global changes
will be more important. This means less focus on vocational
training and more on basic education, particularly for
women, who because of their familial obligations, are least
able to reeducate themselves as adults.

In closing, it may be put forward that DMCs experienced the
economic and financial crisis of 1997/98 because they failed to
recognize the risks that came with large portfolio inflows that
were ultimately linked with liberalization of financial markets
and globalization. The challenge for DMCs now is how to capi-
talize on the opportunities for growth and development
afforded by globalization while at the same time minimizing the
risks of volatility, dealing with possible crises, and managing
other issues that may arise as the process continues.

Freeman (1987) and Nelson (1992) call them “national innovation
systems” while Kim (1997) and Matthews and Cho (2000) call them
“national systems of economic learning”.

There is mixed evidence on this point. Belderbos et al. (2000) find
that local content and related spillovers tend to be lower in Japanese
electronics firms' greenfield subsidiaries (plants for products with
no local competition) than in their joint ventures with the ASEAN-
4 economies and the PRC. Saggi (1999), however, argues that evi-
dence that licensing and joint ventures lead to more learning by
local firms is scant to nonexistent.

Such as computer-aided design production technology that can be
easily split among different producers without loss of quality and/or
precision.

At the same time, Hong Kong, China; and Singapore promoted sav-
ings, investment, and technology transfer while permitting—in-
deed, encouraging—the free international flow of portfolio capital.
Thus, Urata and Kawai (2000) measure technology transfer by com-

paring the level of TFP between parent firms and overseas affiliates,

and find that transfer is highest for Asian economies with relatively

ample supplies of scientists and engineers.

Mansfield et al. (1982) estimate that technologies transferred by US

multinationals have historically been 10 years old on average, while

the comparable figure for licensing and joint ventures is 13 years.

Innovation is the component not easily explained by an econometric

relationship, i.e., the random fluctuation.

! More details on the points that follow can be found in Eichengreen
(2000), from which this discussion draws.

12 Admittedly, Thailand's lifting of most restrictions on inward FDI in
import-competing industries in the 1970s and on export industries
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in the 1980s did not prevent a serious crisis. But the problem there
was that the country also opened the capital account to portfolio
flows without strengthening its financial system and rationalizing
prudential supervision.

A study by Sarno and Taylor (1999), using time-series data for Asian
and Latin American countries and Kalman filtering methods, in fact
finds that FDI flows have a larger permanent component than bank
credit, equity flows, bond flows, or official credit.

They can also follow the example of US companies prior to the
emergence of deep and liquid domestic securities markets. US rail-
ways, the large corporations of their time, issued bonds and deben-
tures in London as a way of circumventing the underdevelopment
of American financial markets. However, this will not create an in-
vestor base with an appetite for issues denominated in domestic
currency.

Mexico in 1994, Asia in 1997, Russia and Brazil in 1998, and Ar-
gentina and Turkey in 2000.

In technical terms, the availability of reserves allows the authorities
to engage in sterilized intervention, in which they attempt to sup-
port the exchange rate by selling foreign exchange without at the
same time altering the domestic money supply. But when speculative
sales of the currency are large relative to reserves, this strategy will
not remain feasible. A credible defense will then require the authori-
ties to buy the domestic currency that market participants sell, re-
ducing the supply of domestic credit, raising interest rates,
dampening investment, and making it more difficult for weak banks
and corporations to borrow.

See Hausmann et al. (1999) and Buiter (1999) for two discussions
that question the value of monetary autonomy.

The advantages of shared growth are a theme of much of the recent
literature on the Asian approach: see, for example, World Bank
(1993) and Campos and Root (1996). Rodrik (1997) links the con-
cept to ease of adjustment to external shocks.

See, for example, Ferreira et al. (1999).
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The relatively low wage, which is only a fraction of the formal sector
minimum wage, encourages self-selection by the poor.

2'An exception is the state of Kerala, where the poorest 60 percent of
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the population have historically received 80—90 percent of the ben-
efits. Other Indian states are now using various forms of means
testing to more effectively target public distribution system benefits.
Sri Lanka's food stamp program also appears to be relatively well
targeted.

In the first half of the 1990s, the National Capital Region and
Cagayan Valley (close to the capital), which account for less than 3
percent of the poor (measured in terms of nutrition), received 35
percent of the subsidized rice (Subbarao et al. 1995).

World Bank (1993) takes the contrast between Venezuela and Korea
as illustrative: whereas Venezuela allocated 43 percent of its educa-
tion budget to higher education in 1985, in the same year Korea
allocated only 10 percent to higher education. While government
finance in Korea accounts for nearly 100 percent of the direct costs
of primary schooling, it provides less than 50 percent of such costs
for tertiary education.

The ancillary assumption is that parents cannot borrow to finance
schooling.

As Campos and Root (1996, p. 1) put the point, “Regime leaders in
the high-performing Asian economies understood that the challenge
of economic growth required the coordination of expectations of
different sectors of the population.”

A network externality arises when the value of a product to a con-
sumer changes as the number of users changes. For example, as the
number of homes and offices connected to the Internet increases,
the value of having Internet access increases for each subscriber
because there are more potential uses for the Internet connection.
A similar argument has been made about the debt crisis and the “lost
decade” of the 1980s catalyzing reform in Latin America by, among
others, Edwards (1995).

See www.imf.org/external/standards.
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Statistical Notes

T he Statistical Appendix presents selected economic indi-
cators for 39 developing member countries (DMCs) of the
Asian Development Bank (ADB) in a total of 23 tables.
These are presented by account, namely: (i) production and
demand sectors of the national income accounts, (ii) con-
sumer price index, (iii) money supply, (iv) components of
the balance of payments, (v) external debt and debt service,
(vi) exchange rate, and the (vii) budget of the central gov-
ernment. These tables contain time series information from
1995 to 2000. Except for fiscal and external variables, such
as the budget of the central government, exchange rate,
external debt and debt service, the tables give projections
for 2001 and 2002. The table on foreign direct investment
shows data from 1994 to 1999 (the latest year for which
data are available). The following sections describe the
source, scope, and conceptual definition of the data in each
table.

Historical data are derived mostly from ADB's Statistical
Database System; official sources; statistical publications;
secondary publications; and working papers and other in-
ternal documents of ADB, International Monetary Fund
(IMF), World Bank, and the United Nations. Some of the
preliminary data for 2000 are official estimates or staff esti-
mates calculated from quarterly or monthly data available
for the year. Projections for 2001 and 2002 are staff esti-
mates.

Despite limitations arising from differences in statistical
methodology, definition, coverage, and practice, efforts
were made to standardize the data. The aim is to allow com-
parability of data over time and across DMCs, and to ensure
consistency across accounts. Data-splicing and data-
rebasing techniques were also used to merge data sets and
to fill in data gaps.

Data in the tables refer to either calendar year or fiscal
year. All data for Bangladesh, India, Federated States of
Micronesia, Marshall Islands, Myanmar, Nepal, Pakistan,
and Tonga are on a fiscal year basis. For Bhutan, Cook Is-
lands, Lao PDR, Maldives, and Sri Lanka, some data refer to
calendar year while others refer to the fiscal year. For the
rest of the DMCs, data on national accounts, consumer or
wholesale price index, monetary accounts, and balance of
payments are reported for the calendar year. Government
finances for all DMCs are reported on a fiscal year basis.
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Regional averages or totals for the DMCs and for each of the
six country groupings are incorporated in 10 of the 23 tables.
These tables include growth rate of gross domestic product
(GDP), growth rate of per capita GDP, changes in consumer or
wholesale price index, growth rate of merchandise exports and
imports, trade balance, current account balance in absolute lev-
els, current account balance as a percentage of GDP, foreign
direct investment, and external debt outstanding.

For 1997-2000, the share in total output of the five coun-
tries most affected by the crisis has fallen. In contrast, the com-
bined share of the People’s Republic of China and India
increased to nearly 50 percent in 2000. The rapid change in
output share is a result of converting GDP in local currency to
GDP in US dollars, which gives larger weights to countries with
stable currencies, such as the Indian rupee and the yuan. Given
the strong growth of the Peoples Republic of China and India
and their larger than normal weights in the region, the net effect
is to suggest an artificially higher growth for Asia. To address
this distortion, the ADO 2001 averages are computed as simple,
weighted arithmetic means using the average of GDP values in
1995-1996, in current US dollars. The computation of averages
for country groupings for Tables A1, A2, A9, and A16 is based
on these weights.

Because of data problems, data for Azerbaijan, the Central
Asian republics, Mongolia, and Myanmar are excluded from the
computation of averages.

Tables A1, A2, A3, A4, A5, and A6: Growth and Structure of
Production. The definitions used in these tables relating to out-
put growth and production are generally based on the United
Nations System of National Accounts. Table A1 shows annual
growth rates of GDP valued either at constant market prices or
at constant factor costs. Most DMCs use constant market price
valuations. The exceptions are Bhutan, Fiji Islands, India, Lao
PDR, Nepal, Pakistan, Solomon Islands, Sri Lanka, and Tuvalu,
which use GDP at constant factor cost.

Table A2 presents the growth rate figures for real per capita
GDRP Real per capita GDP is obtained by dividing GDP valued
at either constant market prices or factor cost, by population.

Tables A3, A4, and A5 present the annual growth rates of real
gross value added in agriculture, industry, and services, respec-
tively. The agriculture sector includes agricultural crops, live-
stock, poultry, fisheries, and forestry. Mining and quarrying,
manufacturing, construction, and utilities fall under the indus-
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try sector. The services sector comprises transportation and
communications, trade, banking and finance, real estate, public
administration, and other services. For Korea, Malaysia, and
Nepal, other items comprising imputed bank service charges,
other services, and government services are included in the
computation. The sectoral growth rates are consistent with the
reported GDP values in Table Al. Adding-up restrictions are
imposed where numerical discrepancies are noted or where
reclassifications of the sectors are implemented.

Table A6 shows the sectoral shares of GDP based on con-
stant market prices. For Bhutan, Cambodia, India, Kiribati, Lao
PDR, Pakistan, Solomon Islands, Sri Lanka, and Tuvalu, the
sectoral shares of GDP are based on constant factor costs. For
Marshall Islands, the shares are based on current market prices.

Tables A7 and A8: Savings and Investment. Gross national
savings (GNS) or gross domestic savings (GDS) are computed as
the difference between gross national product (GNP) or GDPR,
and total consumption expenditure. They are expressed as a
proportion of GNP or GDP. For some DMCs, gross savings data
are obtained from official sources. Gross savings may differ from
either GNS or GDS by being derived from the consolidated
income and outlay account, and include private transfers re-
corded in the balance of payments. Gross domestic investment
(GDI) is calculated as the sum of gross fixed capital formation
and changes in stocks. For Korea and Vietnam, GDS is com-
puted as the sum of GDI and current account balance. For
Thailand, gross saving is equal to net saving plus provision of
consumption of fixed capital. For Lao PDR, gross national sav-
ing is obtained from official sources.

Table A7 gives the ratio of GDS to GDP, calculated from of-
ficial sources. For Bangladesh, Lao PDR, and Viet Nam, the ratio
of GNS to GDP is used. Table A8 presents the ratio of GDI to
GDRP All figures used in computing the ratios in Tables A7 and
A8 are in current market prices. The data are obtained from
official sources.

Table A9: Consumer Prices. This table presents the annual
inflation rate based on the consumer price index (except for
India) as obtained from official local sources. For DMCs for
which data are not available locally, data were obtained from
IME For most DMCs, the reported inflation rates are period
averages. For Kazakhstan, Kyrgyz Republic, Tajikistan, and Viet
Nam, the end-of-period consumer price index is used. For In-
dia, the inflation rate is based on the wholesale price index.

Table A10: Growth of Money Supply. This table tracks the
annual percentage change in broad money as represented by
M2. M2 is defined as the sum of M1 and quasi-money, where
M1 denotes currency in circulation plus demand deposits, and
quasi-money consists of time and savings deposits, plus foreign
currency deposits. For India, M3 is used as the measure of liquid-
ity. M3 is M2 deposits with reserve bank of India. All data for M2
are obtained from country sources, except for Cambodia and Sri
Lanka, which are taken from ADBS Statistical Database System.
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Tables A11 and A13: Growth Rates of Merchandise Exports and
Imports. Historical data for 1995-1999 and some preliminary
estimates for 2000 on merchandise exports and imports are
taken from the balance-of-payments accounts, except for Hong
Kong, China data, which are taken from the external trade ac-
count. These figures are on a free-on-board basis. Export and
import statistics are reported on a calendar year basis except for
Bangladesh, Bhutan, India, Marshall Islands, Federated States of
Micronesia, Nepal, and Tonga, which use fiscal year figures. For
Cambodia, export data refer to domestic exports only, while
import data refer to retained imports only. Retained imports are
total imports net of reexports, but include project aid imports
and an estimate of unrecorded imports. Data for Kyrgyz Repub-
lic, Marshall Islands, Solomon Islands, Tajikistan, Tonga, and
Uzbekistan are derived from IMF documents.

Table A12: Direction of Exports. For each DMC, the table
indicates the percentage share of that economy’s exports going
to each of its major trading partners (other DMCs, Japan,
United States, European Union, and Australia and New
Zealand). With the exception of Taipei,China, for which data
are obtained directly from local sources, data are from IMF's
Direction of Trade Statistics.

Tables Al14, A15, and A16: Balance of Payments. The balance
of trade is the difference between merchandise exports and
merchandise imports. The current account balance is the sum
of the balance of trade, net trade in services and factor income,
and net transfers. In the case of Lao PDR, Pakistan, Thailand,
and Viet Nam, official transfers are excluded from the current
account balance. The balance-of-payments data for the DMCs
are obtained from local sources except for Kyrgyz Republic,
Marshall Islands, Solomon Islands, Tajikistan, Tonga, and
Uzbekistan, where data are obtained from IMF documents.

Table A17: Foreign Direct Investment. Data on net inflows for
1994-1999 are obtained from the World Bank’ selected indica-
tors on aggregate net resource flows and external debt. Direct
investment capital refers to equity capital, reinvested earnings,
and other capital associated with the transactions of enterprises.

Tables A18 and A19: External Debt. For most DMCs, exter-
nal debt outstanding includes long-term debt, short-term
debt, and IMF credit. Principal repayments and interest pay-
ments on long-term debt and IMF credit, and interest pay-
ments on short-term debt, are lumped together in the
debt-service payment. For most DMCs, data are collected from
official country sources, except for Kyrgyz Republic,
Tajikistan, and Uzbekistan where the data come from IMF
documents, and for Indonesia where the data are obtained
from the World Bank. The debt-service ratio is computed as a
proportion of total exports of goods and services. For Cambo-
dia, debt excludes debt to the Russian Federation. For Paki-
stan, total external public debt is reported. For Tajikistan,
imports of alumina and electricity are deducted from exports
of goods and services.
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Table A20: Foreign Exchange Rates. The annual average ex-
change rates of the DMCs are quoted in local currencies per unit
of US dollar. IMF’s International Financial Statistics is the source
of basic data for Fiji Islands, Indonesia, Nauru, Papua New
Guinea, Samoa, Solomon Islands, and Tonga. For all other
DMCs, the sources are official country publications.

Tables A21, A22, and A23: Government Finance. These tables
account for only central government finance on a fiscal year
basis. Government expenditure includes both current and capi-
tal expenditures. Likewise, total revenue includes current rev-
enue and capital receipts. For Lao PDR, Sri Lanka, and Viet
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Nam, expenditure includes net lending. For Kazakhstan,
Kyrgyz Republic, Tajikistan, and Uzbekistan, revenue excludes
proceeds from privatization. In most DMCs, the overall budget
surplus or deficit is the balance between government revenue
and expenditure, including grants. For India, the overall bal-
ance excludes small savings. For Cambodia, it excludes adjust-
ments but includes grants, for Thailand it includes
non-budgetary expenditures from loans. For Pakistan, Sri
Lanka and Viet Nam, it excludes grants. All ratios are reported
as a percentage of GDP at current market prices. Data are from
official country sources.
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Table A1 Growth Rate of GDP
(percent per year)

1995 1996 1997 1998
Newly industrialized economies 7.4 6.3 5.8 -2.9
Hong Kong, China 3.9 4.5 5.0 -5.3
Korea, Republic of 8.9 6.8 5.0 -6.7
Singapore 8.0 7.5 8.5 0.1
Taipei,China 6.4 6.1 6.7 4.6
Central Asian republics, Azerbaijan, and Mongolia -5.4 0.6 1.8 15
Azerbaijan 11.4 1.3 5.8 10.0
Kazakhstan -8.2 0.4 1.7 -1.9
Kyrgyz Republic -5.4 7.1 9.9 2.1
Mongolia 6.3 2.4 4.0 35
Tajikistan -12.5 -4.4 1.7 5.3
Turkmenistan -7.2 -6.7 -11.4 7.0
Uzbekistan -0.9 1.6 5.2 4.4
People's Republic of China 10.5 9.6 8.8 7.8
Southeast Asia 8.4 7.4 315 -9.0
Cambodia 6.7 5.3 3.7 1.8
Indonesia 8.2 7.8 4.7 -13.1
Lao People's Democratic Republic 7.0 6.9 6.9 4.0
Malaysia 9.8 10.0 7.3 -7.4
Myanmar 6.9 6.4 5.7 5.8
Philippines 4.7 5.8 5.2 -0.6
Thailand 9.3 5.9 -1.4 -10.8
Viet Nam 9.5 9.3 8.2 4.4
South Asia 6.8 7.0 4.7 6.1
Bangladesh 4.9 4.6 5.4 5.2
Bhutan 7.4 6.0 7.3 5.2
India 7.3 7.5 5.0 6.6
Maldives 7.2 8.3 7.8 8.9
Nepal 2.9 2.9 49 83
Pakistan 5.2 6.8 1.9 4.3
Sri Lanka 55 3.8 6.3 4.7
Pacific DMCs -0.6 5.7 -2.9 -2.0
Cook Islands -4.4 -0.2 -2.8 -2.3
Fiji Islands 25 3.1 -0.9 1.4
Kiribati 85 4.3 1.0 7.3
Marshall Islands 2.7 -15.9 -9.4 -16.0
Micronesia, Federated States of 3.4 -1.6 -4.8 -1.7
Nauru - - -
Papua New Guinea -3.3 7.7 -3.9 -3.8
Samoa 6.4 7.3 1.0 34
Solomon Islands 10.5 35 -2.3 1.1
Tonga 2.9 -0.2 0.6 2.5
Tuvalu -5.0 10.3 315 14.9
Vanuatu -2.9 4.8 0.2 -0.1
Average 8.3 7.6 5.9 0.2

- Not available.

208

1999

7.9
3.1
10.9
5.9
54

4.7
7.4
2.7
3.7
3.2
3.7
16.0
4.4

7.1

3.1
5.0
0.8
5.2
5.8
10.9
3.3
4.2
4.7

5.8
4.9
5.9
6.4
8.8
4.4
3.1
4.3

4.1
2.7
9.6
2.3
0.8
13

3.2
53
-1.3
815
3.0
-3.0

6.3

2000

8.4
10.5
8.8
9.9
6.0

7.8
11.0
9.6
5.0
0.5
5.0
17.0
3.0

8.0

5.1
4.5
4.8
55
8.5

3.9
4.2
6.1

5.8
515
6.1
6.0
4.2
6.4
4.8
6.0

-1.8
3.2
-9.3
-4.0
-2.3
25

0.8
7.0
-14.0
5.3
3.0
2.8

7.1

2001

4.3
4.0
3.9
5.0
5.1

3.3
4.0
5.0
3.0
5.0

3.0

7.3

4.0
5.0
4.2
6.0
4.9

3.1
8IS
6.4

5.8
5.7
5.5
6.2
5.7
5.5
3.8
4.5

34
3.2
4.8
2.0

1.4

3.1
4.0
3.4
2.0
5.0
39

5.3

2002

5.6
5.3
5.3
6.0
5.8

4.8

7.0
5.2
4.0
6.0

3.0

7.5

4.8
6.0
4.5
6.5
6.0

4.2
4.5
6.9

6.5
6.0
6.0
7.0

4.7
5.0

5.0
3.3
4.8
2.0

2.8

5.7
4.0
3.0
2.0
5.0
3.0

6.1
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Table A2 Growth Rate of Per Capita GDP
(percent per year)

Per Capita
GNP (%)
1995 1996 1997 1998 1999 2000 2001 2002 1999
Newly industrialized economies 6.1 4.5 4.5 -4.1 6.7 7.4 3.2 3.9
Hong Kong, China 1.9 - 3.7 -6.5 1.9 9.2 2.8 - 24,280
Korea, Republic of 7.8 5.7 4.0 -7.6 9.7 8.3 3.0 4.7 8,490
Singapore 4.6 3.3 4.7 -3.3 5.3 6.3 25 35 29,610
Taipei,China 5.5 5.3 5.8 3.5 4.3 5.2 4.2 4.9 13,310
Central Asian republics, Azerbaijan, and Mongolia -4.1 1.0 3.1 0.9 2.4 7.8 0.8 2.7
Azerbaijan - - - - - - 550
Kazakhstan -6.3 2.0 3.3 -0.2 2.6 13.5 15 5.8 1,230
Kyrgyz Republic -8.5 55 8.3 0.6 2.2 3.6 - - 300
Mongolia 4.8 0.8 25 2.1 1.9 -0.8 1.7 2.7 350
Tajikistan -14.0 -6.0 0.1 3.7 23 6.6 - - 290
Turkmenistan - - - - - - 660
Uzbekistan -2.7 -0.3 8.8 2.8 2.9 3.0 - - 720
People's Republic of China 9.3 8.4 7.7 6.7 6.1 7.0 6.3 6.5 780
Southeast Asia 6.5 5.3 1.9 -105 1.6 3.6 2.4 3.0
Cambodia 24 0.2 17 -2.9 23 13 15 2.8 260
Indonesia 6.8 5.9 3.1 -144 -0.6 3.2 2.6 2.9 580
Lao People's Democratic Republic 6.8 4.4 4.3 1.4 2.7 0.9 2.1 2.8 280
Malaysia 6.8 7.5 4.9 -9.5 3.3 6.0 25 3.6 3,400
Myanmar 5.0 4.5 3.9 3.8 8.9 - - - -
Philippines 2.2 34 2.9 -2.7 11 18 0.9 - 1,020
Thailand 8.0 4.8 22 -11.8 3.2 3.3 2.6 3.7 1,960
Viet Nam 6.8 7.6 6.6 4.2 34 52 2.7 5.3 370
South Asia 4.7 5.1 2.6 4.3 4.0 3.9 4.1 4.7
Bangladesh 3.0 85 35 3.6 3.3 3.8 4.0 4.3 370
Bhutan 4.1 2.9 4.2 24 25 2.9 2.3 2.7 510
India 5.2 515 2.9 5.2 4.6 4.4 4.5 5.2 450
Maldives 7.2 6.3 5.8 6.9 6.7 2.3 8.7 - 1,160
Nepal 2.7 0.9 24 0.9 2.1 35 5.7 - 220
Pakistan 2.7 4.2 -0.5 -0.4 0.8 1.4 1.5 2.4 470
Sri Lanka 4.4 2.7 5.1 35 2.9 4.5 3.1 3.8 820
Pacific DMCs -2.4 3.8 -4.4 -3.8 2.9 -3.2 2.1 3.6
Cook Islands -3.9 -3.2 6.2 2.8 10.9 -7.2 3.2 8.3 -
Fiji Islands 1.3 2.2 -1.7 -0.7 7.7 -10.9 2.9 2.9 2,210
Kiribati 1.2 2.0 -1.3 4.9 0.1 -6.1 - - 910
Marshall Islands 1.3 -17.0 -10.6 -17.2 -0.5 -3.7 0.5 - 1,560
Micronesia, Federated States of 14 -3.5 -6.5 -3.6 -0.7 0.6 -0.6 0.9 1,810
Nauru - - - - - - -
Papua New Guinea -5.2 5.7 -5.7 -5.6 2.2 -0.1 2.2 4.7 800
Samoa 5.9 6.8 0.5 2.8 4.8 6.5 35 35 1,060
Solomon Islands 6.5 -0.2 -5.9 -2.5 -4.9  -17.2 -0.4 - 750
Tonga 4.1 2.1 -0.2 1.8 2.9 4.6 - - 1,720
Tuvalu -6.2 8.9 -2.6 12.2 1.8 - - - -
Vanuatu -5.4 2.1 -2.3 2.7 -5.5 0.2 1.0 0.5 1,170
Average 6.7 5.9 4.5 -1.1 5.0 5.9 4.0 4.6

- Not available.
GNP Gross national product.
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Newly industrialized economies
Hong Kong, China
Korea, Republic of
Singapore
Taipei,China

Central Asian republics, Azerbaijan,

Azerbaijan
Kazakhstan
Kyrgyz Republic
Mongolia
Tajikistan
Turkmenistan
Uzbekistan

People's Republic of China

Southeast Asia
Cambodia
Indonesia
Lao People's Democratic Republic
Malaysia
Myanmar
Philippines
Thailand
Viet Nam

South Asia
Bangladesh
Bhutan
India
Maldives
Nepal
Pakistan
Sri Lanka

Pacific DMCs
Cook Islands
Fiji Islands
Kiribati
Marshall Islands
Micronesia, Federated States of
Nauru
Papua New Guinea
Samoa
Solomon Islands
Tonga
Tuvalu
Vanuatu

- Not available.

Table A3 Growth Rate of Value Added in Agriculture
(percent per year)

1995 1996 1997 1998 1999
-3.1 35 0.1 -6.9 -1.1
2.8 -0.3 -1.5 -6.6 2.7
and Mongolia
-24.4 -5.0 -0.8 -18.9 28.0
-2.0 15.2 12.3 2.9 8.2
4.2 4.4 4.3 6.4 -

- - 0.2 6.5 3.8
2.0 -7.3 5.8 4.1 5.9
5.0 5.1 3.5 3.5 2.8
7.5 2.2 5.8 2.5 1.5
4.4 3.1 1.0 -1.3 2.7
3.1 2.8 7.0 3.7 5.0

-2.5 4.5 0.7 -3.3 3.8
4.8 5.0 3.7 4.5 11.5
0.9 3.8 3.1 -6.4 6.0
4.1 4.0 -0.4 -3.2 2.7
4.8 4.4 43 2.8 5.2

-0.3 3.1 6.0 3.2 4.8
4.0 6.4 3.1 1.3 3.0

-0.9 9.6 -1.9 6.5 0.7
1.6 1.9 1.3 7.3 4.0

-0.3 4.4 4.1 1.0 2.7
6.6 11.7 0.1 3.8 1.9
3.3 -4.6 3.0 25 45

-2.5 4.3 12.2 2.8 25

-3.3 1.9 -13.0 -7.2 16.6

-7.9 5.8 -14.5 8.1 1.0

-3.9 -13.3 -4.6 -12.0 35

-0.1 11.0 2.0 -14.0 3.7

15.0 2.6 -6.8 6.7 11
7.7 -4.3 1.2 -8.3 -4.1

- -8.2 24 0.3 -3.0
0.6 -16.2 5.8 0.7 -
1.8 10.5 15 7.3 7.4
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2000

2.4

-0.6
1.7
4.4
0.4

3.4
12
3.6

6.4
2.4
0.9
1.0
5.0
7.2
2.5

2001

0.2
3.0

2.8

3.7
2.4
4.8
12

1.6
1.0
4.2

4.0
1.9
3.8
4.0
2.9
0.9

2002

0.2
3.0

0.6

2.8

3.6
25
5.1
13

2.0
4.7

4.0

3.5

4.5

1.8

1.6

3.5
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Newly industrialized economies
Hong Kong, China
Korea, Republic of
Singapore
Taipei,China

Table A4 Growth Rate of Value Added in Industry
(percent per year)

Central Asian republics, Azerbaijan, and Mongolia

Azerbaijan
Kazakhstan
Kyrgyz Republic
Mongolia
Tajikistan
Turkmenistan
Uzbekistan

People's Republic of China

Southeast Asia
Cambodia
Indonesia
Lao People's Democratic Republic
Malaysia
Myanmar
Philippines
Thailand
Viet Nam

South Asia
Bangladesh
Bhutan
India
Maldives
Nepal
Pakistan
Sri Lanka

Pacific DMCs
Cook Islands
Fiji Islands
Kiribati
Marshall Islands
Micronesia, Federated States of
Nauru
Papua New Guinea
Samoa
Solomon Islands
Tonga
Tuvalu
Vanuatu

- Not available.

1995 1996 1997 1998
9.6 7.2 7.4 1.0
2.6 4.2 6.1 2.7
-8.6 0.3 4.1 -2.4
-12.3 2.6 19.8 -1.8
14.6 -3.2 -3.3 3.8
- - -2.0 8.1
0.1 6.0 6.5 5.8
13.9 12.1 10.5 8.9
20.3 11.7 20.4 8.6
10.4 10.7 5.2 -14.0
13.1 17.3 8.1 8.5
14.9 14.4 7.5 -10.9
12.7 10.7 8.9 6.1
6.7 6.4 6.1 -2.1
10.9 6.9 -1.9 -13.3
13.6 14.5 12.6 7.3
9.9 7.0 5.8 8.3
17.0 8.4 3.8 7.7
11.4 6.0 5.9 3.6
8.6 3.9 11.6 211
4.0 8.3 6.4 2.3
4.9 5.4 1.0 6.8
7.8 5.6 1.7 5.9
=58 -5.0 6.4 -6.2
1.8 5.8 14 3.1
-23.0 -4.4 19.6 35.3
18.7 -30.5 0.0 31.2
-8.6 10.1 -17.0 9.7
0.6 6.6 -4.0 -8.9
34.1 32.0 -14.1 5I5
- 11.3 -4.1 4.2
-13.1 85.6 4.0 215
-2.2 EoN7 -3.1 6.6

211

1999

8.1

114
19
7.5
8.0

13.7
0.9
9.5
7.6

4.9
12.4
6.4
17.5
6.0
25
4.8

4.6
7.4
41.9
3.0

4.3

4.0

22.3
12.3

2000

10.3
6.0

14.6
6.0

10.3

5.8

9.6

16.0
.3
7.3

14.7

3.6
5.2
9.7

5.6
10.3
6.6
5.8
8.7
3.0
6.4

10.1
-30.7
4.9

6.6

2001

8.5
54

8.1

11.0
4.9
7.5
7.5

2.9
5.0
9.6

7.0
6.5
6.9
7.5
3.1
5.6

2002

9.0
5.9

10.0

8.3

14.1
5.3
8.0
9.2

6.0
9.9

9.1

6.9

5.5

6.1

8.0

2.3



STATISTICAL APPENDIX

Table A5 Growth Rate of Value Added in Services

(percent per year)

1995
Newly industrialized economies
Hong Kong, China -
Korea, Republic of -
Singapore 7.4
Taipei,China 8.9
Central Asian republics, Azerbaijan, and Mongolia
Azerbaijan -
Kazakhstan -
Kyrgyz Republic -4.4
Mongolia 0.2
Tajikistan -
Turkmenistan -
Uzbekistan -25.8
People's Republic of China 8.4
Southeast Asia
Cambodia 4.2
Indonesia 7.6
Lao People's Democratic Republic 10.2
Malaysia 8.4
Myanmar 7.3
Philippines 5.0
Thailand 9.0
Viet Nam 9.8
South Asia
Bangladesh 5.5
Bhutan 7.0
India 10.3
Maldives 8.7
Nepal 6.0
Pakistan 4.8
Sri Lanka 4.9
Pacific DMCs
Cook Islands -3.4
Fiji Islands 5.0
Kiribati 4.0
Marshall Islands 2.6
Micronesia, Federated States of -
Nauru -
Papua New Guinea 0.0
Samoa 6.6
Solomon Islands -0.2
Tonga -
Tuvalu -4.8
Vanuatu -4.1

- Not available.

212

1996

7.9
7.8

-0.2
4.6

9.9

7.9

4.8
6.8
8.5
7.1
6.5
6.4
5%3
8.8

4.3
5.1
7.1
10.8
5.8
5.0
6.0

-0.6
25
5.1

-4.4

3.4
10.9
-2.2
1.8
2.6
5.0

1997

9.5
7.4

9.2

8.7/
5.6
7.5
8.6
6.7
54

-1.2
7.1

4.9
13.4
9.0
9.6
4.6
3.6
7.1

-6.9
2.4
2.4

-5.5

5.9
5.7
-2.8
0.9
2.7
0.4

1998 1999
-0.6 4.7
6.2 6.0
-0.1 -0.7
3.9 3.4
0.3 -
9.5 12.6
8.3 7.5
=L 5.8
-16.5 -1.0
4.8 5.7
-4.7 4.2
7.0 9.2
33 4.1
-10.0 -0.1
3.0 21
4.8 4.9
6.3 4.5
9.2 9.6
9.5 8.7
6.5 5
3.2 4.1
5.1 4.0
=85 25
3.3 7.8
7.3 -1.0
2.8 1.6
-7.6 4.7
8.3 7.3
3.7 -8.0
3.4 4.4
16.0 -
-3.1 SON

2000

8.7
6.3

7.8

4.0
5.2
6.4
4.3

4.4
3.8
4.4

5.0
5.6
8.3
33
6.6
4.5
7.2

-13.0
5.3

3.9

2001

3.0
5.0

7.5

3.0
4.1
6.6
3.0

4.2
25
4.9

0.0
7.0
8.1
5.8
6.0
4.6
5.3

2002

3.5
5.8

7.6

3.5
4.4
7.0
3.5

3.6
5.3

0.0
7.0
8.5

4.4
5.6

3.0
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Newly industrialized economies
Hong Kong, China
Korea, Republic of
Singapore
Taipei,China

Table A6 Sectoral Share of GDP

1970

29.8
2.2
17.3

Central Asian republics, Azerbaijan, and Mongolia

Azerbaijan
Kazakhstan
Kyrgyz Republic
Mongolia
Tajikistan
Turkmenistan
Uzbekistan

People's Republic of China

Southeast Asia
Cambodia
Indonesia
Lao People's Democratic Republic
Malaysia
Myanmar
Philippines
Thailand
Viet Nam

South Asia
Bangladesh
Bhutan
India
Maldives
Nepal
Pakistan
Sri Lanka

Pacific DMCs
Cook Islands
Fiji Islands
Kiribati
Marshall Islands
Micronesia, Federated States of
Nauru
Papua New Guinea
Samoa
Solomon Islands
Tonga
Tuvalu
Vanuatu

- Not available.

42.2

35.0

49.5
28.2
30.2

(percent)
Agriculture
1980 2000
14.2 -
1.1 0.1
8.4 24
- 8.6
- 345
17.4 39.9
- 28.8
25.6 11.9
- 38.1
24.4 16.7
- 51.7
22.9 8.7
47.9 -
235 19.9
20.2 9.9
42.7 23.4
49.4 24.3
56.7 325
38.1 24.0
- 9.5
61.8 38.8
30.6 26.2
26.6 20.6
- 22.6
22.5 18.4
- 29.9
- 17.9
52.5 22.1
47.6 28.6
- 21.9

213

Industry
1970 1980 2000
23.8 37.8 -

36.4 38.8 33.2
32.3 42.8 34.6

26.3 33.3 24.0

44.6 51.7 64.0

- - 21.7
28.0 41.3 43.5
- - 22.7
- 35.8 46.8
12.0 12.3 -
33.7 40.5 34.4
25.7 30.1 44.5
- 26.3 35.7

- 14.8 24.7

- 12.2 32.4

23.9 259 271
- - 15.5

- 11.9 20.7

19.6 25.6 24.9

27.1 27.2 27.3

Services
1970 1980 2000
46.4 48.1 -
61.4 60.0 66.6
50.4 48.8 63.0
- - 59.5
- - 40.6
40.6 49.3 36.1
- - 50.6
13.2 22.7 24.1
- - 40.2
37.0 34.3 39.8
- - 25.6
- 41.3 44.6
38.5 39.8 -
38.1 36.0 45.7
44.1 49.7 45.7
- 31.0 41.0
- 35.8 51.0
- 31.1 35.1
31.6 36.0 48.9
- - 75.0
- 26.3 40.5
40.3 43.8 48.9
42.2 46.2 52.1
- - 70.2
46.7 55.8 56.6
- - 34.4
- - 58.1
- 37.4 62.5
- 41.4 55.6
- - 67.4
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Table A7 Gross Domestic Savings
(percent of GDP)

1995 1996 1997
Newly industrialized economies
Hong Kong, China 30.5 30.7 31.1
Korea, Republic of 35.4 335 325
Singapore 50.2 50.1 52.1
Taipei,China 27.0 26.6 26.4
Central Asian republics, Azerbaijan, and Mongolia
Azerbaijan - - -
Kazakhstan 15.3 19.8 171
Kyrgyz Republic 5.3 -0.6 13.8
Mongolia - - -
Tajikistan - - -
Turkmenistan - - -
Uzbekistan 27.1 22.7 18.7
People's Republic of China 42.5 41.1 41.5
Southeast Asia
Cambodia 4.4 5.3 6.1
Indonesia 30.6 30.1 315
Lao People's Democratic Republic 115 12.4 9.4
Malaysia 39.7 42.9 43.9
Myanmar 13.5 11.6 11.9
Philippines 14.5 14.6 14.2
Thailand 33.8 335 325
Viet Nam 13.6 17.6 21.1
South Asia
Bangladesh 16.7 16.0 18.6
Bhutan 43.9 34.2 255
India 25.1 23.2 235
Maldives - - -
Nepal 16.3 13.8 14.0
Pakistan 14.2 17.4 12.8
Sri Lanka 15.3 15.3 17.3
Pacific DMCs
Cook Islands - - -
Fiji Islands 12.2 13.9 12.6
Kiribati - - -
Marshall Islands - - -
Micronesia, Federated States of - - -
Nauru - - -
Papua New Guinea 41.2 31.0 22.4
Samoa - - -
Solomon Islands - - -
Tonga - - -
Tuvalu - - -
Vanuatu 26.1 - -

- Not available.

214

1998

30.1
33.9
52.4
26.0

14.9
-6.1

20.0

39.8

5.4
26.5
14.8
48.5
12.0
12.8
33.2
19.2

20.6
241
22.0

13.8
154
19.1

10.0

22.4

1999

30.5
32.7
51.8
26.1

16.9
3.2

17.3

38.0

7.3
20.2
16.4
47.3
13.0
14.9
30.1
24.1

20.8
22.4
22.3

13.6
12.3
19.8

2000

32.2
30.9
49.8
24.8

20.8

19.0

16.5

38.0

6.6
22.0
14.6
46.9

17.0
30.0
25.0

21.4
20.7
22.7

15.5
14.0
19.0

2001

32.7
31.0
51.0
26.1

20.3

38.2

6.8
20.9
15.0
44.9

15.0
31.8
24.0

21.8
19.0
22.8

11.6
18.9

2002

30.0
30.0
52.0
26.6

20.4

22.0

38.5

6.9
21.3
155
46.1

159
33.1
24.1

22.3
17.3
23.1

13.5
19.3
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Table A8 Gross Domestic Investment
(percent of GDP)

1995 1996 1997
Newly industrialized economies
Hong Kong, China 34.8 32.1 34.5
Korea, Republic of 37.2 37.9 34.2
Singapore 34.6 36.8 39.2
Taipei,China 25.3 23.2 24.2
Central Asian republics, Azerbaijan, and Mongolia
Azerbaijan - - -
Kazakhstan 23.3 16.1 15.6
Kyrgyz Republic 18.3 25.2 21.7
Mongolia - - -
Tajikistan - - -
Turkmenistan - - -
Uzbekistan 24.2 23.0 18.9
People's Republic of China 40.8 39.6 38.2
Southeast Asia
Cambodia 12.9 15.2 14.4
Indonesia 31.9 30.7 31.8
Lao People's Democratic Republic 24.5 29.0 26.2
Malaysia 43.6 41.5 43.0
Myanmar 14.2 12.3 12.5
Philippines 225 24.0 24.8
Thailand 41.8 41.6 33.3
Viet Nam 27.1 28.1 28.3
South Asia
Bangladesh 19.1 20.0 20.7
Bhutan 48.7 43.9 34.8
India 26.8 24.5 25.0
Maldives - - -
Nepal 25.2 27.3 25.3
Pakistan 18.3 18.9 17.9
Sri Lanka 25.7 24.2 24.4
Pacific DMCs
Cook Islands - - -
Fiji Islands 125 10.0 10.1
Kiribati - - -
Marshall Islands - - -
Micronesia, Federated States of - - -
Nauru - - -
Papua New Guinea 22.1 22.7 21.1
Samoa - - -
Solomon Islands - - -
Tonga 13.7 - -
Tuvalu 68.0 69.0 58.2
Vanuatu 32.7 - -

- Not available.
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1998

29.0
21.2
32.6
24.9

14.3
154

20.9

37.4

12.0
16.8
24.9
26.6
12.4
20.2
20.3
23.8

21.6
40.5
23.0

24.8
17.3
25.1

154

17.7

27.0

1999

251
26.7
324
234

17.9
18.0

171

37.0

18.4
12.2
22.7
22.3
13.2
18.6
19.9
20.1

222
41.2
23.3

20.5
15.0
27.1

2000

27.5
28.7
31.3
22.8

17.1

15.9

37.1

18.8
17.9
20.4
27.0

17.6
22.0
23.0

22.4
42.4
235

23.7
15.0
29.0

2001

26.2
29.0
32.0
234

17.3

37.0

20.0
15.0
21.6
25.0

16.0
25.3
24.5

23.3
44.1
23.8

155
27.0

2002

29.0
29.5
32.5
23.5

16.9

37.2

22.0
17.0
222
26.2

19.0
27.5
26.0

24.1
45.8
24.3

16.2
27.5
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Table A9 Change in Consumer Prices
(percent per year)

Newly industrialized economies
Hong Kong, China
Korea, Republic of
Singapore
Taipei,China

Central Asian republics, Azerbaijan, and Mongolia
Azerbaijan
Kazakhstan
Kyrgyz Republic
Mongolia
Tajikistan
Turkmenistan
Uzbekistan

People's Republic of China

Southeast Asia
Cambodia
Indonesia
Lao People's Democratic Republic
Malaysia
Myanmar
Philippines
Thailand
Viet Nam

South Asia
Bangladesh
Bhutan
India
Maldives
Nepal
Pakistan
Sri Lanka

Pacific DMCs
Cook Islands
Fiji Islands
Kiribati
Marshall Islands
Micronesia, Federated States of
Nauru
Papua New Guinea
Samoa
Solomon Islands
Tonga
Tuvalu
Vanuatu

Average

- Not available.

1995

4.7
9.1
4.5
1.7
3.7

315.7
411.7
60.3
43.5
56.8
2,131.9
1,005.3
304.6

171

7.4
8.1
9.5
19.6
3.4
21.8
8.0
5.8
12.9

8.7
8.9
8.2
8.0
5.5
7.6
13.0
1.7

11.3
0.9
2.2
4.1
6.8
4.0
17

17.2

-2.9
9.6
0.3
5.0
2.2

9.2
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1996

4.3
6.3
4.9
1.3
3.1

41.5
19.8
28.7
32.0
53.2
40.6
992.4
54.0

8.3

6.6
7.1
7.9
13.0
815
20.0
9.0
5.9
4.4

5.9
6.7
9.3
4.6
6.2
8.1
10.8
15.9

8.9
-0.6
3.1
LS
10.5
4.0
4.0
11.9
5.4
11.8
2.7
0.0
0.9

6.2

1997

3
5.9
4.5
2.0
0.9

31.2
3.6
11.2
234
36.6
164.0
83.7
58.8

2.8

5.8
8.0
6.2
155
2.7
33.9
5.9
5I5
3.6

5.4
25
7.4
4.4
7.6
7.8
11.8
9.6

3.9
-0.4
3.4
2.2
5.8
3.0
6.1
3.9
6.8
8.1
2.0
14
2.8

4.0

1998

4.6
2.8
7.5
-0.3
1.7

9.7
-0.8
19
10.5
9.4
2.7
16.7
17.7

26.5
14.8
58.5
90.0
5.8
49.1
9.8
8.1
9.2

6.3
7.0
9.0
5.9
-1.4
4.0
7.8
9.4

10.1
0.7
5.7
4.7
2.9

-2.6
4.0

185
2.2

12.4
3.0
0.8
3.3

8.0

1999

-0.1
-4.0
0.8
0.0
0.2

20.2
-8.5
17.8
35.9
7.6
31.0
23.5
29.1

-1.4

9.4
4.0
20.7
128.4
2.8
11.4
6.7
0.3
0.1

4.2
8.9
9.2
3.3
3.0
11.4
5.7
4.7

10.0
14
2.0
0.4
2.0
19
6.7

14.9
0.6
8.0
3.9
1.0
2.0

2.3

2000

11
-3.7
2.3
13
13

15.2
2.2
9.8

18.7

11.6

24.0

28.2

0.4

2.7
-0.8
3.8
23.2
1.6

4.4
1.6
-0.6

6.2
3.4
3.6
7.0
-1.1
3.5
3.6
6.2

115
2.0
1.1
2.0

-1.9
2.8
7.5

17.9
0.5
6.6
5.3
5.0
2.7

2.1

2001

2.2
1.0
3.0
15
1.7

10.6
515
9.1
8.0

12.4

225

2.0

5.4
5.0
9.0
9.0
2.6

7.0
2.0
3.0

5.4
3.0
7.3
5.5

5.9
6.0
8.0

8.3
1.0
SIS
15
2.0

4.0
11.6
3.0
5.8
5.0
15
2.0

3.4

2002

25
4.0
2.5
2.0
1.8

10.0

4.9
7.2
6.0
11.0

22.0

25

4.4
5.0
6.0
7.5
2.8

6.0
2.6
5.0
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Newly industrialized economies
Hong Kong, China
Korea, Republic of
Singapore
Taipei,China

Table A10 Change in Money Supply (M2)
(percent per year)

1995 1996 1997 1998
14.6 10.9 8.3 11.8
15.6 15.8 14.1 27.0
8.5 9.8 10.3 30.2
9.4 9.1 8.3 8.8

Central Asian republics, Azerbaijan, and Mongolia

Azerbaijan
Kazakhstan
Kyrgyz Republic
Mongolia
Tajikistan
Turkmenistan
Uzbekistan

People's Republic of China

Southeast Asia
Cambodia
Indonesia
Lao People's Democratic Republic
Malaysia
Myanmar
Philippines
Thailand
Viet Nam

South Asia
Bangladesh
Bhutan
India
Maldives
Nepal
Pakistan
Sri Lanka

Pacific DMCs
Cook Islands
Fiji Islands
Kiribati
Marshall Islands
Micronesia, Federated States of
Nauru
Papua New Guinea
Samoa
Solomon Islands
Tonga
Tuvalu
Vanuatu

- Not available.

109.0 16.6 28.2 -14.1
78.2 21.3 254 17.2

32.9 25.8 325 -1.7
- 93.2 110.7 30.7
151.9 119.0 45.6 28.1

29.5 25.3 20.7 14.9

44.3 40.4 16.6 15.7
27.6 29.6 23.2 62.3

16.4 26.7 65.8 120.7
24.0 19.8 22.7 15
38.4 38.9 30.2 27.6
25.2 15.8 20.5 8.2
17.0 12.6 16.4 9.5

22.6 22.5 26.1 25.6

211 10.7 9.9 11.4
29.9 30.4 30.9 41.7
13.7 15.2 18.0 19.4
15.6 26.0 23.1 22.8
16.1 14.4 11.9 21.9
17.2 13.8 12.2 14.5
19.2 10.8 13.8 9.7

- 6.9 15.6 12.1
4.3 0.9 -8.7 -0.3
-0.9 11.7 -3.1 111

10.7 32.0 6.9 18

21.8 5.1 13.2 5.0

9.5 15.0 6.7 4.8
171 2.8 141 2.4
13.3 10.1 -0.3 12.6
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1999

8.1
27.4
8.5
8.3

84.3

33.9

31.6
29.2

32.1

14.7

17.3
11.9
72.4
13.7
30.1
19.3

2.1
39.3

15.4
21.4
13.9

3.6
20.9

6.2
13.3

16.7
14.2
0.3

8.9
12.5
4.9
15.0

-9.2

2000

8.8
25.7
-2.1
6.5

45.9

12.3

17.6
30.0

271

12.3

28.5
15.6
45.7

5.3

5.2
3.6
40.6

18.6
21.4
16.0

9.1
21.8

9.4
13.0

-0.7
114
9.5
8.5

-1.4

2001

10.0
27.0
4.0
7.0

21.3

14.0
25.2

25.2

13.0

24.0
11.8
20.0

7.9

10.0
4.0
30.0

16.0
20.0
15.0

5.7
13.0
11.3
1185

2002

12.0
24.0
6.0
6.7

21.6

12.0
24.0

25.2

14.0

20.0
12.4
20.0
11.5

10.0
6.5
25.0

16.0
20.0
15.0

15.0
11.0
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Table A11 Growth Rate of Merchandise Exports
(percent per year)

1995 1996 1997 1998 1999

Newly industrialized economies 20.8 4.6 4.0 -8.2 5.5
Hong Kong, China 14.8 4.0 4.0 -7.5 -0.1
Korea, Republic of 31.2 4.3 6.7 -4.7 9.9
Singapore 21.0 6.4 -0.2 -12.1 4.5
Taipei,China 19.9 3.8 5.4 -9.5 9.9

Central Asian republics, Azerbaijan, and Mongolia 48.6 9.1 7.9 -16.1 0.4
Azerbaijan - - - - - -
Kazakhstan 65.6 15.7 9.6 -14.9 2.0
Kyrgyz Republic 20.3 29.9 18.8 -15.2 -13.5
Mongolia 315 -12.2 16.6 -12.1 4.7
Tajikistan 39.4 -1.2 -3.1 -21.4 13.6
Turkmenistan - - - - - -
Uzbekistan 18.2 1.7 4.5 -18.0 -2.7
People's Republic of China 24.9 17.9 20.9 0.5 6.1

Southeast Asia 23.8 6.1 7.3 -4.7 11.5
Cambodia -45.2 10.1 81.0 13.0 17.9
Indonesia 18.0 5.8 12.2 -10.5 1.7
Lao People's Democratic Republic 4.3 2.6 -1.4 7.6 -10.3
Malaysia 26.6 7.2 0.7 -7.3 16.9
Myanmar 1.9 -0.5 8.7 10.1 1.7
Philippines 29.4 17.7 22.8 16.9 18.8
Thailand 24.8 -1.9 3.8 -6.8 7.4
Viet Nam 28.2 41.2 24.6 24 23.2

South Asia 20.2 6.5 4.8 -0.1 5.8
Bangladesh 37.1 11.8 14.0 16.8 2.9
Bhutan 10.2 39.6 17 12.0 -5.9
India 20.3 5.6 4.5 -3.9 11.6
Maldives 12.7 -6.0 15.8 3.4 -4.3
Nepal -9.7 1.9 10.2 11.9 18.2
Pakistan 16.1 7.1 -2.6 4.2 -10.7
Sri Lanka 18.6 7.6 13.3 3.4 -3.9

Pacific DMCs 13.0 1.6 -13.1 -17.7 13.4
Cook Islands 104 -31.0 -10.1 13.8 10.7
Fiji Islands 6.1 23.6 -14.5 -24.1 26.4
Kiribati 42.0 -27.9 16.2 -4.9 31.8
Marshall Islands 23.1 -12.2 -29.0 -47.2 -4.0
Micronesia, Federated States of 152.3 22.1 -7.0 -46.8 -16.4
Nauru - - - - - -
Papua New Guinea 134 -2.4 -14.8 -16.1 12.2
Samoa 149.6 15.9 42.3 30.0 -3.6
Solomon Islands 18.2 -3.4 7.1 -19.0 6.2
Tonga 3.1 -26.4 3.9 -9.8 1.7
Tuvalu 4.3 9.8 -2.0 -84.8 -
Vanuatu 13.2 7.5 16.8 -3.9 -26.3
Average 22.2 6.9 7.3 -5.7 6.9

- Not available.
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2000

19.6
16.1
211
20.3
22.3

27.8

17.8
31.3
28.2

8.3
14.5

8.7
19.6
24.3

153
8.2
6.6

17.0

13.2

42.3
8.4

19.8

0.2
-20.1
-10.1

9.7

106.3

7.9

-29.2
-9.9

30.6

20.5

2001

7.5
5.3
9.0
5.0
11.8

15.0
10.8

9.4

10.0

8.6
15.0
8.1
7.5
11.8

3.0
7.0
12.0

10.6
15.0

5.0
12.0
12.7
13.5
14.6

3.2

2002

9.5
8.5
10.5
10.0
9.8

10.7

12.9

13.0
8.3

4.7
15.0
12.1
12.0
11.2

9.0
14.8

8.0
11.0
13.0
12.4
15.0

5.0
13.0

14.1
4.2
13

9.4

8.6

11.2
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To

From

Newly industrialized economies
Hong Kong, China
Korea, Republic of
Singapore
Taipei,China

Table A12 Direction of Exports

DMCs
1985 1999
356 421
129 303
36.8 434
134  30.7

Central Asian republics, Azerbaijan, and Mongolia

Azerbaijan
Kazakhstan
Kyrgyz Republic
Mongolia
Tajikistan
Turkmenistan
Uzbekistan

People's Republic of China

Southeast Asia
Cambodia
Indonesia
Lao People's Democratic Republic
Malaysia
Myanmar
Philippines
Thailand
Viet Nam

South Asia
Bangladesh
Bhutan
India
Maldives
Nepal
Pakistan
Sri Lanka

Pacific DMCs
Cook Islands
Fiji Islands
Kiribati
Marshall Islands
Micronesia, Federated States of
Nauru
Papua New Guinea
Samoa
Solomon Islands
Tonga
Tuvalu
Vanuatu

Total

- Not available.

3.1

38.2

67.9
17.2
71.9
38.1
47.1
19.5
271
15.9

14.5

8.9
50.8
41.4
16.0
11.2

22.5
7.1

9.9
0.3
11.1
5.9
63.7
14

25.3

18.9

29.0
58.9

29.3

32.3

SIS

33.5
21.4
37.2
40.3
24.3
30.1
23.3

4.9

19.8
9.5
314
18.6
8.0

10.9
13.4

15.0
2.2
43.4
2.0
5.9
BB

&3

Japan
1985 1999
4.2 54
15.0 11.0
9.4 7.4
11.3 9.8
- 1.4
- 0.1
1.1 3.2
- 1.4
22.3 16.6
7.0 -
46.2 20.0
6.6 3.8
24.6 11.6
8.4 6.8
19.0 13.1
13.4 14.5
4.7 17.2
7.2 1.6
11.1 52
10.1 1.2
0.7 0.8
11.3 3.6
5.1 3.6
3.0 4.5
4.3 40.0
221 11.7
0.9 0.9
52.1 35.4
0.2 59.0
6.7 11.2
16.4 11.2
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1985

30.8
35.6
21.2
48.1

21.7
2.7
12.8
0.8
35.9
19.7

18.1

18.9
24.3
35.3
10.0
22.3

4.9

4.0
59.4
2.4
3.2

0.0

26.3

us

1999

23.9
20.6
19.2
254

31.2

22.2
17.1
30.7
22.9
39.9

14.8
15.0

4.6
12.0
0.8
19.0

25.3

21.7

1985

11.8
10.4
10.1

5.8

20.5

7.8

6.0

0.5
13.6

8.4
13.8
17.8
6.2

13.0

16.7

4.0
20.3
20.9
17.9

EU

1999

Australia/ Others
New Zealand
1985 1999 1985 1999
2.3 15 153 27.1
1.3 1.9 247 409
4.4 3.1 180 288
2.7 - 19.0 -
0.1 - 75.7
- - - 69.4
- - 69.8 -
- - - 70.6
- - - 65.1
0.8 1.6 225 29.0
- 119 -
1.2 3.2 76 27.2
5.5 0.1 12.7 70.7
1.9 2.8 9.1 265
0.0 0.8 354 358
2.1 0.7 9.7 323
1.9 25 201 314
0.3 85 729 453
1.8 04 455 619
1.4 1.3 43.0 515
- - 109 722
0.1 0.2 23 369
1.1 1.6 40.6 533
1.7 1.3 41.9 47.2
182 375 204 323
0.4 23 882 293
120 265 56 422
29.7 69.4 39 155
3.2 2.0 50 184
83.1 11.5 7.1 8.5
2.0 28.2 921
1.6 1.2 65.0 56.8
2.1 21 192 317
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Table A13 Growth Rate of Merchandise Imports
(percent per year)

1995 1996 1997 1998 1999 2000

Newly industrialized economies 22.9 5.2 3.1 -19.3 7.6 25.2
Hong Kong, China 19.1 3.0 5.1 -11.6 -2.7 18.5
Korea, Republic of 31.9 12.3 -2.2 -36.2 29.1 36.3
Singapore 21.7 5.4 0.7 -23.1 9.0 22.2
Taipei,China 21.2 -0.1 10.1 -7.4 6.2 27.3

Central Asian republics, Azerbaijan, and Mongolia 29.7 24.1 -0.3 -9.7 -14.6 -11.7
Azerbaijan - - - - - - -
Kazakhstan 26.7 24.4 8.3 -7.0 -15.4 -10.5
Kyrgyz Republic 24.6 47.5 -17.5 17.0 -27.6 1.4
Mongolia 50.2 2.0 -1.5 9.5 2.9 17.1
Tajikistan 22.2 -6.2 3.0 -9.7 -4.5 13.6
Turkmenistan - - - - - - -
Uzbekistan 18.8 31.0 -11.2 -22.0 -11.9 -8.0
People's Republic of China 155 195 3.7 0.3 15.8 36.8

Southeast Asia 34.1 5.7 -0.6 -26.4 8.1 22.9
Cambodia -19.3 20.4 5.8 1.6 214 33.1
Indonesia 26.6 8.1 4.5 -30.9 -4.2 33.3
Lao People's Democratic Republic 4.4 17.1 -6.0 -14.7 0.3 6.6
Malaysia 30.5 1.1 1.8 -26.6 13.0 25.2
Myanmar 23.1 6.3 17.8 15.6 -7.8 -
Philippines 23.7 20.8 14.0 -18.8 4.1 2.1
Thailand 46.5 0.6 -13.4 -33.8 16.9 31.3
Viet Nam 59.3 25.5 -0.2 -11 1.1 31.0

South Asia 21.6 12.5 2.3 -5.7 10.5 11.4
Bangladesh 39.2 19.1 -7.5 5.4 6.6 4.4
Bhutan 4.6 14.1 18.4 3.7 20.5 12.8
India 21.6 12.1 4.6 -7.1 16.5 13.0
Maldives 20.9 12.6 15.6 1.5 13.6 -1.0
Nepal 21.7 5.8 21.6 -12.4 -10.3 20.1
Pakistan 18.5 16.7 -6.4 -8.4 -6.7 -0.2
Sri Lanka 11.4 2.4 7.8 0.4 15 22.4

Pacific DMCs 10.2 13.1 0.0 -22.2 2.0 -16.3
Cook Islands -0.4 -10.8 10.8 -20.9 9.8 -
Fiji Islands 5.8 10.4 -2.6 -25.0 6.3 -26.8
Kiribati 325 8.4 1.6 -13.8 21.2 0.8
Marshall Islands 8.5 -0.9 -10.0 2.9 4.2 -1.3
Micronesia, Federated States of -10.0 -1.5 6.7 1.7 5.6 12.6
Nauru - - - - - - -
Papua New Guinea 7.8 23.3 -1.6 -27.0 -0.1 -5.5
Samoa 15.2 8.1 -0.9 -2.2 19.2 -
Solomon Islands 8.4 -2.0 38.5 -29.8 -4.6 -14.8
Tonga 31.5 -10.8 -95 29.7 -28.2 11.6
Tuvalu 6.4 9.8 28.8 18.6 - -
Vanuatu 6.4 2.5 -3.6 -55 -0.1 -0.7

Average 24.3 7.7 2.2 -17.2 9.0 25.0

- Not available.

220

2001

7.3
4.7
8.0
8.0
10.8
24.4
50.2

12.0
9.2

39
20.0
16.1
14.5
15.4
10.6
23.7

5.0
13.0
16.0

6.8

8.0
10.0
10.0
10.7

9.3
2.6

8.7

6.4

2.9

36.6

12.5

11

114

2002

10.7
9.0
13.0
13.0
9.5

11.8

15.0

10.0
6.8

3.8

15.0

19.1
13.0
17.3
10.0
27.5

10.0
14.0
17.0

8.3

9.0
10.0

6.5

131
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Table A14 Balance of Trade

($ million)
1995 1996
Newly industrialized economies -9,826 -13,549
Hong Kong, China -19,594 -18,352
Korea, Republic of -4,444 -14,965
Singapore 977 2,224
Taipei,China 13,235 17,543
Central Asian republics, Azerbaijan, and Mongolia 153 -1,396

Azerbaijan - -
Kazakhstan 114 -335
Kyrgyz Republic -122 -252
Mongolia -18 -87
Tajikistan -59 -16

Turkmenistan - -
Uzbekistan 238 -706
People's Republic of China 18,050 19,535
Southeast Asia -21,694 -22,089
Cambodia -333 -428
Indonesia 6,533 5,948
Lao People's Democratic Republic -276 -368
Malaysia 39 4,407
Myanmar -896 -1,016
Philippines -8,944 -11,342
Thailand -14,662 -16,148
Viet Nam -3,155  -3,142
South Asia -18,861 -24,115
Bangladesh -2,361  -3,063
Bhutan -27 -13
India -11,359 -14,815
Maldives -151 -186
Nepal -922 -990
Pakistan -2,5637 -3,704
Sri Lanka -1,504 -1,344
Pacific DMCs 724 416
Cook Islands -44 -40
Fiji Islands -235 -189
Kiribati -28 -33
Marshall Islands -51 -53
Micronesia, Federated States of -92 -86

Nauru - -
Papua New Guinea 1,358 1,011
Samoa -83 -90
Solomon Islands 14 11
Tonga -57 -54
Tuvalu -7 -8
Vanuatu -51 -54
Total -31,455 -41,198

- Not available.
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1997 1998
-9,300 55,776
-21,121 -10,946
-3,179 41,627
1,118 14,779
13,882 10,316
-438  -1,193
=277 -801
=S -221

-10 -117

-64 -145

=13 91
46,222 46,613
-5,182 45,372
-231 -173
10,074 18,428
-331 -212
3,652 17,637
-1,280 -1,536
-11,127 -28
-4,624 12,235
-1,315 -980
-23,366 -19,039
-1,998 -1,600
-32 -25
-15,507 -13,246
-215 -216
-1,245 -995
-3,145  -1,867
-1,225 -1,091
-32 104

-45 -35
-262 -192
-33 -27

-41 -50

-95 -109
662 717
-84 -78

-36 -6

-47 -66

-6 =1/

-46 -43

1999

48,574
-5,997
28,371
11,158
15,042

546

36,206

56,271
-232
20,643
-249
22,772
-1,311
4,295
9,271
1,080

-23,537
-1,897
-59
-17,098
-262
-765
-2,085
-1,370

7,902 127,633 118,453

2000

29,673
-11,387
16,601
11,400
13,058

4,378

4,087

32,095

56,737
-321
24,900
-260
19,560

6,690
5,527
641

-23,925
-1,780
-73
-17,789
-247
-803
-1,435
-1,798

99,675

776
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Newly industrialized economies
Hong Kong, China
Korea, Republic of
Singapore
Taipei,China

Central Asian republics, Azerbaijan, and Mongolia

Azerbaijan
Kazakhstan
Kyrgyz Republic
Mongolia
Tajikistan
Turkmenistan
Uzbekistan

People's Republic of China
Southeast Asia

Cambodia
Indonesia

Lao People's Democratic Republic

Malaysia
Myanmar
Philippines
Thailand
Viet Nam

South Asia
Bangladesh
Bhutan
India
Maldives
Nepal
Pakistan
Sri Lanka

Pacific DMCs
Cook Islands
Fiji Islands
Kiribati
Marshall Islands
Micronesia, Federated States of
Nauru
Papua New Guinea
Samoa
Solomon Islands
Tonga
Tuvalu
Vanuatu

Total

- Not available.

Table A15

($ million)
1995 1996
11,403 817
-8,507 -23,006
14,436 12,821
5,474 11,002
-549  -2,268
-213 -750
-235 -425
8 -37
-89 =77
-20 -979
1,618 7,243
-42,259 -33,467
-109 -109
-6,431 -7,660
-251 -306
-8,644  -4,064
-446 -414
-3,297  -3,953
-20,281 -14,380
-2,801 -2,580
-10,495 -11,943
-920 -1,637
-34 -37
-5,910 -4,619
-18 -7
-343 -390
-2,484  -4,575
-786 -677
675 446

- 5
-19 62
-3 -16
2 20
49 56
648 310
10 11
13 12
-22 -11
1 0
-5 -4
-39,607 -39,171

222

1997

16,811
-8,167
17,927

7,051

-1,550
-794
-138

27

Balance of Payments on Current Account

1998 1999

64,136 54,612

40,365 24,477
20,334 21,751
3,437 8,384
-1,914 -464
-1,236 -233
-371 -185
=77 9
-113 -38
-117 -16
29,325 15,649
27,436 38,458
=1/ -52
4,097 5,783
-129 -160
9,503 12,606
-600 -494
1,546 7,239
14,263 12,416
-1,238 1,121
-6,972  -7,924
-470 -653
-47 -100
-4,038 -4,163
-24 -65
-245 4
-1,921  -2,381
-227 -566
112 222

2 -
-6 28
16 9
=l )
13 10
60 144
15 5
17 35
-18 0
16 -3

12,615 112,124 100,554

2000

40,434
11,044
21,797

7,593

765

14,000

34,577
-141
7,800
-92
7,830
8,649
9,952
580

-9,155
-442
-127

=125

81,084 69,833

2002

42,960
5,806
26,850
10,304
673

673

10,000

19,176
-183
2,550
-140
3,274

7,571
6,819
-716
-6,740
-124
-5,590

-613
-413

65,973
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Table A16 Balance of Payments on Current Account
(percent of GDP)

Newly industrialized economies
Hong Kong, China
Korea, Republic of
Singapore
Taipei,China

Central Asian republics, Azerbaijan, and Mongolia
Azerbaijan
Kazakhstan
Kyrgyz Republic
Mongolia
Tajikistan
Turkmenistan
Uzbekistan

People's Republic of China

Southeast Asia
Cambodia
Indonesia
Lao People's Democratic Republic
Malaysia
Myanmar
Philippines
Thailand
Viet Nam

South Asia
Bangladesh
Bhutan
India
Maldives
Nepal
Pakistan
Sri Lanka

Pacific DMCs
Cook Islands
Fiji Islands
Kiribati
Marshall Islands
Micronesia, Federated States of
Nauru
Papua New Guinea
Samoa
Solomon Islands
Tonga
Tuvalu
Vanuatu

Average

- Not available.

1995

14
-1.7
17.3
2.1

-1.8

0.2

A
-3.6
8.2
-14.5
-9.7
-0.4
-4.4
-12.1
-13.5

-2.2
-2.4
-12.1
-1.7
-4.5
-8.1
-4.1
-6.0

9.0

-11
-5.8

1.5
22.8

14.6
5.0
4.1

-13.3
4.7
2.1

-1.5
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1996

0.1
-4.4
14.0
3.9

23.2

0.9

-5.3
S35
-3.4
16.4
-4.0
-0.3
-4.8
-7.9
10.5

-2.4
-4.0
12.1
-1.2
-1.7
-8.9
-7.2
-4.9

5.2

3.4
32.0
20.6
25.4

6.0
5.2
3.4
-6.3
2.7
-1.8

-1.3

1997

1.9

-1.7
19.0
24

-4.5

-3.6
-7.8

2.6
-5.4

-4.0

-2.3
-2.1
=58
-1.3
-6.8
-6.0
-6.1
-2.6

1.9
5.2
217
8.5

1998

7.4

12.7
24.8
1.3

-5.5

-5.4
-22.6
-13.2

-9.3

3.1

4.7
-0.3
4.3
-10.0
13.1
-0.2
2.4
12.7
-4.6

-1.4
-1.1
-12.0
-1.0
-4.2
-5.4
-3.0
-1.4

12

-0.4
34.0
-1.5

5.8

1.6
6.7
4.5
-12.2
7.0

4.1

1999

6.3

6.0
25.9
2.9

=13
-1.1
-14.8
-14.1
=83

-0.1
1.6

6.6
-1.7
4.1
-11.2
15.9
-0.1
9.4
10.2
4.0

-1.6
-1.4
-24.9
-0.9
-11.1
0.1
=89
-3.6

3.0
-7.0
18
18.8
LIk
4.2

4.0
2.0
9.9
-0.1
-1.4

3.7

2000

4.7

2.4
23.6
2.4

25

3.8
-9.4
-14.8
ON

0.7

15

5.2
-4.6
5.1
-5.8
8.8

11.5
8.2
2.0

-1.9
-1.0
-28.5
AL
-4.6
SIS
-1.6
-6.0

6.4
5.9
1.6
50
7.6
2.7

11.7

25
-6.7

12

2.8

2001

4.6

1.9
24.0
25

2.6

3.3
-9.3
-11.0
-6.5

21

12

3.6
-5.0
2.9
-6.6
515

8.0
6.5
-0.1

-1.7
=1L
-25.0
-1.2
5.9

-1.7
-3.8

2002

5.0

11
25.0
3.0

3.6

2.4
-7.8
-10.0
-5.6

3.3

1.0

3.0
2.4
13
-6.7
3.2

5.0
5.6
-1.9

=L
-1.8

-25.0
-1.0

-1.0
-2.5

6.6
1.6

15

2.5
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Table A17 Foreign Direct Investment

($ million)
1994 1995
Newly Industrialized Economies 9,360 8,982
Hong Kong, China - -
Korea, Republic of 810 1,776
Singapore 8,550 7,206
Taipei,China - -
Central Asian republics, Azerbaijan, and Mongolia 45 1,070
Azerbaijan - -
Kazakhstan - 964
Kyrgyz Republic 38 96
Mongolia 7 10
Tajikistan - -
Turkmenistan - -
Uzbekistan - -
People's Republic of China 33787 35,849
Southeast Asia 9,662 12,593
Cambodia 69 151
Indonesia 2,109 4,346
Lao People's Democratic Republic 59 95
Malaysia 4,342 4,178
Myanmar 126 277
Philippines 1,591 1,478
Thailand 1,366 2,068
Viet Nam - -
South Asia 1,581 2,931
Bangladesh 11 2
Bhutan - -
India 973 2,144
Maldives 9 7
Nepal - -
Pakistan 421 723
Sri Lanka 166 56
PacificDMCs 156 557
Cook Islands - -
Fiji Islands 68 70
Kiribati - -
Marshall Islands - -
Micronesia, Federated States of - -
Nauru - -
Papua New Guinea 57 455
Samoa - -
Solomon Islands 2 2
Tonga - -
Tuvalu - -
Vanuatu 30 31
Total 54,599 61,993

- Not available.
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1996

11,310

2,326
8,984

1,200

1,137
47
16

40,180

15,889
294
6,194
160
5,078
310
1,517
2,336

3,510

14
2,426
19

922
120

72,258

1997

10,929

2,844
8,085

1,430
1,115
1,321
84
25

44,237

17,264

204

4,677

91

5,137

387

1,222

3,746
1,800

4,899
141

3,577
11

23
716
430
108

16

29

34

30

78,893

1998

10,908

5,415
5,493

1,280
1,023
1,151
109
19

43,751

12,717

121

-356

46

2,163

315

2,287

6,941
1,200

3,541
190

2,635
12

12
500
193
220

75

110

27

72,436

1999

16,317

9,333
6,984

1,667
510
1,587
50
30

38,753
6,986

126
-2,745
1,553

216

573

6,213

1,050

2,911
179

2,169
12

370
177

294

297

10

20

66,928
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Table A18 External Debt Outstanding

($ million)
1995 1996 1997
Newly industrialized economies - - -
Hong Kong, China - - -
Korea, Republic of - - -
Singapore - - -
Taipei,China - - -
Central Asian republics, Azerbaijan, and Mongolia 7,037 8,910 10,634
Azerbaijan - - -
Kazakhstan 2,054 2,606 3,290
Kyrgyz Republic 594 742 966
Mongolia 524 532 609
Tajikistan 817 867 1,104
Turkmenistan - - -
Uzbekistan 3,047 4,163 4,665
People's Republic of China 106,600 116,300 131,000
Southeast Asia 314,234 335,297 371,677
Cambodia 2,035 2,101 2,129
Indonesia 124,398 128,940 136,173
Lao People’'s Democratic Republic 2,165 2,263 2,320
Malaysia 33,946 38,892 60,699
Myanmar 5,770 5,184 5,063
Philippines 37,829 40,145 45,682
Thailand 100,832 108,742 109,276
Viet Nam 7,258 9,029 10,336
South Asia 122,548 147,073 148,535
Bangladesh 16,800 14,500 14,400
Bhutan 137 117 120
India 94,387 93,470 94,320
Maldives 152 164 156
Nepal 2,378 2,215 2,633
Pakistan - 28,121 28,709
Sri Lanka 8,694 8,486 8,197
Pacific DMCs 2,298 2,315 2,422
Cook Islands - - -
Fiji Islands 274 252 244
Kiribati 7 10 10
Marshall Islands 149 133 126
Micronesia, Federated States of 127 118 114
Nauru - - -
Papua New Guinea 1,297 1,368 1,510
Samoa 178 168 168
Solomon Islands 166 163 148
Tonga 58 62 61
Tuvalu - - -
Vanuatu 43 42 42
Total 55,277 609,895 664,268

- Not available.
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1998

10,524

4,007
1,133

739
1,178

3,467

146,000

365,900
2,210
150,884
2,437
41,541
5,609
47,817
105,084
10,319

153,467
14,800
133
98,232
172
2,382
29,000
8,748

2,204

225

115
110

1,313
161
158

60
58

678,095

1999

11,578

4,056
1,374

850
1,062

4,237

151,800

361,592
2,045
150,096
2,490
42,528
5,999
52,210
95,648
10,576

156,155
15,300
157
98,435
213
2,521
30,480
9,049

2,412

261

88
98

1,495
155
175

67
64

683,537

2000

9,363

3,979

935

4,449

156,000

316,932
2,033
130,791

41,303
51,846
80,248
10,710

162,263
15,800
176
103,009
228
2,544
31,010
9,496

2,083

69
86

1,445
159
183

62
71

664,641
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Newly industrialized economies
Hong Kong, China
Korea, Republic of
Singapore
Taipei,China

Table A19 Debt-Service Ratio

(percent of exports of goods and services)

1995

Central Asian republics, Azerbaijan, and Mongolia

Azerbaijan
Kazakhstan
Kyrgyz Republic
Mongolia
Tajikistan
Turkmenistan
Uzbekistan

People's Republic of China
Southeast Asia

Cambodia
Indonesia

Lao People's Democratic Republic

Malaysia
Myanmar
Philippines
Thailand
Viet Nam

South Asia
Bangladesh
Bhutan
India
Maldives
Nepal
Pakistan
Sri Lanka

Pacific DMCs
Cook Islands
Fiji Islands
Kiribati
Marshall Islands
Micronesia, Federated States of
Nauru
Papua New Guinea
Samoa
Solomon Islands
Tonga
Tuvalu
Vanuatu

- Not available.

8.6
17.8
121
30.4

10.6

36.1
N
6.6

22.8

15.3

11.4

12.1

10.3
18.3
24.3

3.3

5.6
34.9
16.5

6.0
0.8
37.9
43.0

20.8
6.5
&2
8.3

1996

16.2

8.5
11.8
34.4

8.9

10.5

43.2
5.9
6.6

14.1

12.3

12.3
9.8

121
25.7
21.2

3.1

6.0
33.9
15.3

4.1
13
41.2
50.0

17.7
6.1
7.3

12.8

%S

226

1997

25.3
5.7
6.3

12.4

10.0

6.1

12
30.0
9.0
8.3
6.5
11.3
15.7
111

11.4
10.4
19.0

5.6

4.5
39.3
13.3

2.9
14
46.7
49.0

17.0
6.9
4.6

10.8

1.7

1998

224
7.0
7.3

11.4

12.5

7.5

2.1
31.7
9.9
6.7
5.9
115
214
13.2

8.6
9.0
18.0
3.1
6.1
35.5
13.3

4.1
14
47.5
61.0

225
7.0
17.9
8.1

11

1999

27.3
8.3
9.7
7.6

16.7

9.6

1.8
30.3
9.6
6.0
9.4
12.4
19.4
10.7

9.0
14.7
16.0

3.7

6.1
29.4
15.2

3.4
12

58.0
27.3
7.1
10.1
3.8

1.0

2000

24.6

5.3
13.0

28.7

8.0

2.4
30.1
11.2

5.0

14.2
154
9.2

9.5
5.0
15.1
3.8
5.3
30.4
13.8

2.6
1.2

49.0
16.9

7.0
10.4
12.0

13
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Table A20 Exchange Rates to the Dollar
(annual average)
Currency 1995 1996
Newly industrialized economies
Hong Kong, China Hong Kong dollar HK$ 7.7 7.7
Korea, Republic of Won W 771.3 804.5
Singapore Singapore dollar  S$ 1.4 1.4
Taipei,China New Taiwan dollar NT$ 26.5 275
People's Republic of China Yuan Y 8.4 8.3
Central Asia Republics, Azerbaijan and Mongolia
Kazakhstan Tenge T 61.0 67.3
Kyrgyz Republic Som Som 10.8 12.8
Mongolia Tugrik  Tug 448.6 548.4
Tajikistan Tajik ruble TR 135.0 298.0
Uzbekistan Sum SUM 29.8 40.1
Southeast Asia
Cambodia Riel KR 2,467.3 2,644.7
Indonesia Rupiah Rp 2,248.6 2,342.3
Lao People's Democratic Republic Kip KN 819.0 926.2
Malaysia Ringgit RM 25 25
Myanmar Kyat MK 5.6 5.9
Philippines Peso P 25.7 26.2
Thailand Baht B 24.9 25.3
Viet Nam Dong D 11,038.0 11,033.0
South Asia
Bangladesh Taka Tk 40.2 40.9
Bhutan Ngultrum  Nu 31.4 34.3
India India Rupee  Re/Rs 33.4 35.5
Maldives Rufiyaa Rf 11.8 11.8
Nepal Nepalese rupee  NRe/NRs 51.9 56.7
Pakistan Pakistan rupee  PRe/PRs 315 35.9
Sri Lanka Sri Lanka rupee  SLRe/SLRs  51.3 5.3
Pacific DMCs
Cook Islands New Zealand dollar  NZ$ 15 15
Fiji Islands Fiji dollar F$ 1.4 1.4
Kiribati Australian dollar  A$ 14 1.3
Marshall Islands US dollar  US$ 1.0 1.0
Micronesia, Federated States of US dollar  US$ 1.0 1.0
Nauru Australian dollar  A$ 1.3 1.3
Papua New Guinea Kina K 1.3 1.3
Samoa Tala ST 2.5 24
Solomon Islands Solomon Islands dollar ~ SI$ 34 3.6
Tonga Pa’anga T$ 1.3 1.2
Tuvalu Australian dollar  A$ 14 1.3
Vanuatu Vatu Vit 113.0 111.6

- Not available.
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1997

7.7
951.3
15
28.7

8.3

75.4
17.4
790.0
564.0
66.3

2,991.3
2,909.4
1,260.0
2.8

6.2

29.5
314
12,292.0

42.7
35.8
37.1
11.8
58.0
40.9
59.0

15
1.4
1.4
1.0
1.0
13
1.4
2.6
3.7
1.3
1.4
115.9

1998

7.7
1401.4
1.7
B31b)

8.3

78.3
20.8
840.8
783.0
94.5

3,769.6
10,013.6
3,296.2
3.9

6.3

40.9
41.3
13,893.0

45.4
38.4
42.5
11.8
66.0
44.9
64.6

1.9
2.0
1.6
1.0
1.0
1.6
2.1
3.0
4.8
15
1.6
127.5

1999

7.8
1188.8
17
32.3

8.3

119.5
39.0
1,021.9
1235.0
124.9

3,814.4
7,855.2
7,108.2
3.8

6.2

39.1
37.8
14,029.0

47.8
42.6
43.3
11.8
68.2
49.1
70.4

19
2.0
1.6
1.0
1.0
15
25
3.0
5.1
1.6
1.6
129.1

2000

7.8
1131.0
1.7
31.2

8.3

142.3
47.7
1,076.4

236.9

3,861.3
8,422.0
8,218.0
3.8

44.2
40.2
14,514.0

50.3
43.6
45.8
11.8
68.8
50.1
75.9

2.2
2.1
1.7
1.0
1.0
1.6
2.7
3.2
5.1
1.7
1.7
133.9
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Table A21 Central Government Expenditure
(percent of GDP)

1995 1996 1997 1998 1999 2000
Newly industrialized economies
Hong Kong, China 17.0 15.3 14.7 19.0 18.1 -
Korea, Republic of 19.9 21.2 18.0 20.5 20.9 20.7
Singapore 13.2 14.9 18.4 18.0 17.6 17.6
Taipei,China 27.4 26.2 25.9 26.1 26.0 23.6
Central Asian republics, Azerbaijan, and Mongolia
Azerbaijan - - - - - -
Kazakhstan 25.7 19.8 20.4 21.8 24.6 23.0
Kyrgyz Republic 33.2 25.3 25.1 29.8 30.6 -
Mongolia 23.3 23.8 27.8 - - -
Tajikistan - 17.9 17.0 15.8 16.6 14.4
Turkmenistan - - - - - -
Uzbekistan 38.1 39.9 32.3 34.5 33.2 31.8
People's Republic of China 11.7 11.7 12.4 13.8 16.1 17.8
Southeast Asia
Cambodia 16.5 15.9 13.7 14.9 16.1 17.4
Indonesia 14.9 15.6 15.7 18.8 17.4 21.6
Lao People's Democratic Republic 21.9 22.1 21.3 26.9 20.6 21.0
Malaysia 22.1 22.3 21.0 21.7 22.7 -
Myanmar 9.9 9.3 8.0 6.9 5.8 4.2
Philippines 18.2 18.6 19.3 19.1 21.8 19.3
Thailand - - - - - -
Viet Nam 24.1 23.7 24.8 225 21.2 22.0
South Asia
Bangladesh 14.6 134 13.5 13.3 13.8 15.0
Bhutan 41.0 40.6 39.1 32.1 42.3 44.4
India 14.2 14.0 14.3 14.6 155 155
Maldives 36.3 324 32.3 315 36.6 374
Nepal 17.8 17.1 16.5 16.9 5.5 16.1
Pakistan 22.8 24.2 22.0 23.7 22.4 234
Sri Lanka 30.5 28.5 26.4 26.3 25.1 26.6
Pacific DMCs
Cook Islands 44.3 44.8 31.1 39.0 31.4 32.3
Fiji Islands 33.7 37.1 41.3 44.4 30.9 324
Kiribati 107.4 115.5 120.1 126.3 120.7 117.5
Marshall Islands 104.3 61.9 65.5 59.2 56.8 59.5
Micronesia, Federated States of 81.0 75.0 66.0 79.0 76.0 66.0
Nauru - - - - - -
Papua New Guinea 29.3 27.0 28.4 27.1 30.8 32.7
Samoa 52.7 46.1 38.9 34.0 38.6 34.6
Solomon Islands 40.4 38.6 33.2 37.1 41.3 34.0
Tonga 3815 30.7 36.3 32.5 26.6 28.4
Tuvalu - - 121.9 95.9 82.0 94.8
Vanuatu 30.1 27.1 25.7 32.2 27.0 33.0

- Not available.
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Table A22 Central Government Revenue
(percent of GDP)

1995 1996 1997 1998 1999 2000
Newly industrialized economies
Hong Kong, China 16.7 17.5 21.2 17.2 18.9 -
Korea, Republic of 20.4 21.2 20.6 21.8 22.3 255
Singapore 21.0 21.8 21.8 20.5 20.1 211
Taipei,China 22.5 21.7 22.7 22.7 20.0 18.3
Central Asian republics, Azerbaijan, and Mongolia
Azerbaijan - - - - - -
Kazakhstan 21.6 17.2 16.7 17.9 211 23.1
Kyrgyz Republic 16.7 15.9 16.2 18.0 17.8 -
Mongolia 23.9 23.9 26.6 - - -
Tajikistan - 12.1 13.7 12.1 13.5 13.7
Turkmenistan - - - - - -
Uzbekistan 34.6 34.3 30.1 31.1 30.5 30.6
People's Republic of China 10.7 10.9 11.6 12.6 14.0 15.0
Southeast Asia
Cambodia 8.5 9.0 9.6 8.9 11.7 12.0
Indonesia 155 15.8 15.7 15.1 15.1 16.8
Lao People's Democratic Republic 17.7 16.5 14.8 17.3 16.6 15.9
Malaysia 22.9 23.0 23.3 19.9 19.5 -
Myanmar 6.5 6.9 7.8 7.2 4.9 4.5
Philippines 17.7 18.7 19.0 17.2 16.0 15.2
Thailand - - - - - -
Viet Nam 23.3 22.9 20.9 20.5 18.8 18.7
South Asia
Bangladesh 9.7 9.0 9.2 9.3 9.0 8.9
Bhutan 41.1 42.8 36.8 33.1 40.5 40.4
India 14.2 13.8 15.4 15.9 15.3 15.8
Maldives 29.9 29.9 30.9 29.6 325 334
Nepal 11.2 10.8 10.5 10.5 10.3 10.7
Pakistan 17.2 17.8 15.6 16.0 16.3 17.2
Sri Lanka 20.4 19.0 18.5 17.2 17.6 16.7
Pacific DMCs
Cook Islands 41.7 37.7 31.7 31.4 30.5 33.7
Fiji Islands 29.9 29.1 30.7 40.6 30.1 28.9
Kiribati 93.5 75.0 119.8 134.6 119.9 111.8
Marshall Islands 73.8 80.5 74.6 74.7 67.3 64.7
Micronesia, Federated States of 80.0 75.0 66.0 72.0 68.0 66.4
Nauru - - - - - -
Papua New Guinea 28.8 27.6 28.7 25.3 28.2 30.9
Samoa 455 47.6 39.1 36.0 38.9 33.9
Solomon Islands 35.6 34.7 29.0 BhI5 38.6 29.5
Tonga 29.6 31.6 314 30.0 26.4 29.2
Tuvalu - - 89.0 131.7 103.0 193.1
Vanuatu 27.4 25.4 25.1 24.7 25.7 25.0

- Not available.
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Table A23 Overall Budget Surplus/Deficit of Central Government
(percent of GDP)

1995 1996 1997 1998 1999 2000
Newly industrialized economies
Hong Kong, China -0.3 2.2 6.6 -1.8 0.8 -0.9
Korea, Republic of 0.5 0.0 -1.5 -4.2 2.7 1.1
Singapore 7.8 6.9 3.4 25 2.6 35
Taipei,China -5.3 -4.2 -3.8 -3.4 -6.0 -4.8
Central Asian republics, Azerbaijan, and Mongolia
Azerbaijan - - - - - -
Kazakhstan -4.0 -2.6 -3.7 -4.2 -3.5 0.1
Kyrgyz Republic -17.3 -9.5 -9.0 -9.5 -12.0 -9.4
Mongolia -3.0 -3.0 -9.2 -14.3 -11.9 -10.8
Tajikistan - -5.8 -3.3 -3.8 -3.1 -0.7
Turkmenistan - - - - - -
Uzbekistan -4.1 -7.4 -2.1 -3.4 -2.7 -1.2
People's Republic of China -1.0 -0.8 -0.8 -1.2 -2.1 -2.8
Southeast Asia
Cambodia -3.5 -2.8 -0.4 -2.7 -1.5 -1.7
Indonesia 0.6 0.2 0.0 -3.7 -2.3 -4.8
Lao People's Democratic Republic -4.2 -5.6 -6.5 -9.6 -4.0 -5.1
Malaysia 0.8 0.7 2.4 -1.8 -3.2 -5.5
Myanmar -3.5 -25 -0.2 0.3 -0.9 0.3
Philippines 0.6 0.3 0.1 -1.8 -3.7 -4.1
Thailand - - - 2.4 -2.8 -2.2
Viet Nam -1.4 -1.3 -4.8 -2.6 -2.8 -3.0
South Asia
Bangladesh -5.3 -4.4 -4.3 -4.1 -4.8 -6.1
Bhutan 0.1 2.3 -2.4 1.0 -1.8 -3.9
India -4.3 -4.1 -4.8 -5.1 -5.5 5.1
Maldives -6.4 -25 -1.4 -1.9 -4.1 -4.0
Nepal -4.8 -4.4 -3.9 -4.6 -3.9 -3.9
Pakistan -5.6 -6.4 -6.4 -7.7 -6.1 -6.5
Sri Lanka -10.1 -9.4 -7.9 -9.2 -7.5 -9.8
Pacific DMCs
Cook Islands -2.6 -7.2 0.6 -7.6 -0.9 15
Fiji Islands -3.8 -8.0 -10.6 -3.7 -0.8 -3.5
Kiribati -13.8 -40.4 -0.3 8.3 -0.8 -5.7
Marshall Islands -30.5 18.5 9.1 15.6 10.5 5.2
Micronesia, Federated States of -1.0 0.0 0.0 -7.0 -8.0 0.4
Nauru - - - - - -
Papua New Guinea -0.5 0.5 0.2 -1.7 -2.6 -1.8
Samoa -7.3 1.4 0.3 2.0 0.3 -0.7
Solomon Islands -4.8 -3.9 -4.1 -1.6 -2.7 -4.5
Tonga -3.8 0.9 -4.8 -2.5 -0.2 0.8
Tuvalu - - -32.9 35.8 21.0 98.2
Vanuatu -2.7 -1.7 -0.6 -7.5 -1.3 -8.0

- Not available.
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