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FOREWORD

he Asian Development Outlook 2002 is the 14th

edition of the annual comprehensive economic
report on the developing member countries
(DMCs) of the Asian Development Bank (ADB).T

The Outlook provides a detailed analysis and
assessment of macroeconomic trends, including fiscal,
monetary, and balance-of-payments developments, for 41
Asian and Pacific economies for 2001, as well as projec-
tions for 2002 and 2003. It also provides a broad diagnosis
of macroeconomic conditions and future growth prospects
and progress in poverty reduction in the economies of the
region. For the first time, the Outlook includes a section on
Afghanistan.

The global economy weakened significantly through
most of 2001. The United States economy, already slowing,
contracted further in the third quarter largely as a result of
the events of September 11th. However, the economy
strengthened somewhat during the last quarter, and showed
further strength during the first quarter of 2002. Output in
Japan contracted in the latter part of 2001, and in Europe
the growth that had started slowing after the first quarter
weakened further toward the end of the year. In early 2002,
amid indications of a recovery in the United States, most
other industrial countries are expected to show some signs
of strengthening over the course of the year.

As external conditions deteriorated in 2001, growth in
most of the DMCs—particularly those in East Asia and
Southeast Asia that are more open to international trade
and that also depend heavily on electronics exports—
slowed significantly during the year. Despite being affected
by weak external markets, some economies such as the
People’s Republic of China, India, and Viet Nam main-
tained relatively robust growth. Overall, GDP growth in the
DMCs fell from 7.0% in 2000 to 3.7% in 2001. With
recovery taking hold as 2002 advances and some revival in
exports appearing, growth in the DMCs is projected to
record 4.8% in 2002, a rate well below the trend experi-

enced before the Asian financial crisis. Growth will also be
supported by rising domestic demand, already apparent in
several DMCs in 2001.

This year’s theme chapter looks at preferential trade
agreements (PTAs), examining their role in determining
trade flows within the Asia and Pacific region and between
the region and the rest of the world. The global multilateral
trading arrangement under the aegis of the World Trade
Organization offers the best prospect for reducing barriers
and achieving the greatest gains from trade liberalization.
PTAs are a second-best means of achieving trade liberaliza-
tion in a context where multilateral negotiations proceed
slowly. Through their effect on trade and growth, PTAs
have important implications for poverty reduction in the
DMCs and the developing world more generally.

The preparation of the Outlook was made possible
through the efforts of many individuals both inside and
outside of ADB. The contribution of the economists from
the Economics and Research Department, the five regional
departments, and the resident missions is, in particular,
acknowledged. The Regional and Sustainable Development
Department, the Strategy and Policy Department, and the
Regional Economic Monitoring Unit contributed
comments on various drafts. The publication would not
have been possible without the support of the Office of
Administrative Services and the Office of Information
Systems and Technology. Finally, the advice and assistance
of the Office of External Relations in disseminating the
Outlook are gratefully acknowledged.

TADAO CHINO

President
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DEFINITIONS

The classification of economies in the Asian Development Outlook 2002, by major analytic or
geographic groupings such as industrial countries, developing countries, Africa, Latin America,
Middle East, Europe, and transition economies generally follows the classification adopted by the
International Monetary Fund (IMF). However, the IMF classification refers to Latin America as
developing countries in the western hemisphere.

For purposes of ADO 2002, the following apply:

••••• DDDDDeeeeevvvvveeeeellllloooooping ping ping ping ping AsiaAsiaAsiaAsiaAsia refers to 40 developing member countries (DMCs) of the Asian Development
Bank discussed in ADO 2002, in addition to East Timor.

••••• East East East East East Asia Asia Asia Asia Asia comprises People’s Republic of China; Hong Kong, China; Republic of Korea;
Mongolia; and Taipei,China.

••••• SoSoSoSoSouuuuuthththththeast east east east east AsiaAsiaAsiaAsiaAsia comprises Cambodia, Indonesia, Lao People’s Democratic Republic, Malaysia,
Myanmar, Philippines, Singapore, Thailand, and Viet Nam.

••••• SoSoSoSoSouuuuuth th th th th AsiaAsiaAsiaAsiaAsia comprises Afghanistan, Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan, and
Sri  Lanka.

••••• CeCeCeCeCentntntntntrrrrral al al al al Asia Asia Asia Asia Asia comprises Azerbaijan, Kazakhstan, Kyrgyz Republic, Tajikistan, Turkmenistan,
and Uzbekistan.

••••• PPPPPacifacifacifacifacifiiiiic dc dc dc dc deeeeevvvvveeeeellllloooooping mping mping mping mping meeeeembmbmbmbmbeeeeer cr cr cr cr cooooountuntuntuntuntrrrrriiiiieseseseses comprise Cook Islands, East Timor, Fiji Islands,
Kiribati, Marshall Islands, Federated States of Micronesia, Nauru, Papua New Guinea, Samoa,
Solomon Islands, Tonga, Tuvalu, and Vanuatu.

••••• EurEurEurEurEuro aro aro aro aro area ea ea ea ea comprises Austria, Belgium, Finland, France, Germany, Greece, Ireland, Italy,
Luxembourg, Netherlands, Portugal, and Spain.

••••• Unless otherwise specified, the symbol “$” and the word “dollar” refer to US dollars. Currency
abbreviations are given in Statistical Appendix Table A20.

The Statistical Notes give a detailed explanation of how data are derived.

ADO 2002 is based on data available up to 15 March 2002.
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DEVELOPING ASIA
AND THE WORLD

In contrast to the deteriorating outlook of 2001, the

encouraging economic news of early 2002 is forming the basis

for stronger medium-term growth forecasts in the Asia and

Pacific region (Figure 1.1). There are both external and internal

reasons for renewed optimism. Externally, a strengthening United

States economy, emerging from a milder than predicted

recession, is proving beneficial to the outlook for other

economies worldwide, including the euro area, Japan, and

developing Asia. Internally, domestic demand in many of the

Asian Development Bank’s developing member countries is

responding to macroeconomic stimulus and emerging as a

source of growth. Moreover, falling risk spreads on Asian

securities and, as of early 2002, strengthening equity markets

reveal renewed investor interest in the region. A recovery in

developing Asia is

expected to build over

2002–2003, promising

to be more balanced,

though less intense,

than the 1999–2000

expansion. However, the

recovery is vulnerable to

several risks, including

rising oil prices.

OVERVIEW OF 2001 ECONOMIC
TRENDS IN DEVELOPING ASIA

A s external demand receded
in 2001, economic growth of
the developing member
countries (DMCs or devel-

oping Asia) of the Asian Development
Bank (ADB) slowed to half its 2000 pace
(Table 1.1). East Asian economic growth,
high in 2000, was much lower in 2001
because an erosion of external demand
sharply affected Hong Kong, China;
Republic of Korea (Korea); and
Taipei,China; while growth eased some-
what in the People’s Republic of China
(PRC). Southeast Asia was similarly
affected by falling external demand,
resulting in a pronounced drop in
growth in 2001.

In contrast, South Asian growth ac-
celerated as slowing export expansion
was offset by improvement in agricul-
ture. In Central Asia, growth was higher
in 2001, in part because of heavy invest-
ment mainly in the energy sector. The
recession in Papua New Guinea,
political instability, and fiscal difficulties
continued to affect overall 2001 perfor-
mance in the Pacific DMCs.

The United States (US) dollar value
of merchandise exports of developing
Asia fell by 6.8% in 2001, a stark reversal
from the 21.2% expansion in 2000
(Table 1.2). The loss of momentum in
external demand was less severe in the
South Asian subregion, for which infor-
mation and communications technology
(ICT) and nonagricultural commodity
exports are less important and for which
less volatile products such as textiles are
more prominent exports. For East Asia
and Southeast Asia, generally, the sever-



4   ASIAN DEVELOPMENT OUTLOOK 2002

TABLE 1.1 Selected Economic Indicators, Developing Asia, 1999–2003 

 1999 2000 2001 2002 2003

Change in Real GDP (%)
Developing Asia 6.4 7.0 3.7 4.8 5.8

East Asia 7.6 8.3 3.9 5.2 6.2
Southeast Asia 3.8 5.9 1.9 3.4 4.3
South Asia 5.7 4.2 4.9 5.4 6.4
Central Asia 4.9 8.7 10.7 5.7 6.4
Pacific DMCs 6.6 -1.0 -0.8 1.9 2.6

Consumer Price Index Inflation (%)
Developing Asia 0.8 2.3 3.0 3.1 3.3

East Asia -0.7 0.7 1.4 1.5 2.3
Southeast Asia 1.0 2.5 5.2 5.7 4.4
South Asiaa 4.2 6.2 4.6 4.1 4.8
Central Asia 15.5 16.9 13.7 10.0 5.6
Pacific DMCs 9.2 9.5 7.2 6.0 3.1

Current Account Balance (% of GDP)
Developing Asia 3.9 3.2 3.0 1.9 1.1

East Asia 3.2 2.3 2.7 1.8 1.0
Southeast Asia 9.9 8.5 6.9 5.0 4.0
South Asia -1.6 -1.0 -0.8 -1.7 -1.9
Central Asia -4.4 0.3 -2.9 -4.5 -4.9
Pacific DMCs 1.8 4.3 2.2 0.2 3.0

Memorandum Itemsb

US GDP growth (%) 4.1 4.1 1.2 3.0 3.0
Japan GDP growth (%) 0.7 2.2 -0.5 0.0 1.0
Euro area GDP growth (%) 2.6 3.4 1.5 1.7 3.0
US Federal Funds rate (%, end period) 5.5 6.4 1.8 3.0 —
Spot oil prices ($/barrel, Brent crude, end period) 25.7 22.4 19.8 25.0 —

— Not forecast. GDP = Gross domestic product, DMCs = Developing member countries.
a India reports on a wholesale price index basis. b Baseline assumptions for 2002–2003.
Sources: CEIC Data Company Ltd.; Asian Development Outlook database; staff estimates.

ity of the turnaround in the momentum of exter-
nal demand stemmed from the collapse in ICT
trade. Central Asia was affected by the decline in
commodity prices, which deepened after Sep-
tember 11th 2001. Because the export decline
was somewhat larger than the decline in imports,
the 2001 current account surplus for DMCs as a
whole shrank slightly in 2001, as it has done every
year since peaking at 5.4% of aggregate gross do-
mestic product (GDP) in 1998.

On the domestic demand side, the relatively
stronger growth rates in some DMCs generally
originated in the contribution of sustained or
accelerating consumption growth, while invest-
ment growth tended to be somewhat weaker. In

some cases, such as the PRC, this was partly the
result of sustained fiscal deficit spending. In
others, such as India and the Philippines,
strengthening consumption arose from rising
agricultural output and incomes.

In those cases of weaker or negative growth,
DMCs often saw both slowing consumption
growth—despite fiscal stimulus—and contract-
ing investment. This, for example, included
Korea; Malaysia; Singapore; and Taipei,China, for
all of which the sharp deterioration in ICT ex-
ports fed through into investment in the ICT sec-
tor as a result of the deterioration in the outlook
for sales. Some Central Asian countries were
exceptions to this trend of relatively weak contri-
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butions to growth from investment in compari-
son with consumption. Fueled by rapid expan-
sion of the oil and gas sector, Azerbaijan,
Kazakhstan, and Turkmenistan experienced
rapid growth of investment.

Despite generally weaker growth, inflation
edged up in DMCs from 2.3% in 2000 to 3% in
2001. However, this level of inflation is still low by
historical standards. Inflation was low despite
significant monetary loosening across the region,
particularly in East Asia and Southeast Asia, but
this had only a limited effect because of weak
credit expansion. Moderate exchange rate depre-
ciation against the US dollar in much of
developing Asia also had a limited effect on infla-
tion because import prices were generally falling.
Indonesia’s inflation rate, however, accelerated
from under 4% to over 11% partly because of
increases in administered prices for fuel. Infla-
tion continued its secular downward trend in
Central Asia.

EXTERNAL CONDITIONS IN 2001
AND 2002

Macroeconomic Conditions in
Major Markets for Developing
Asia’s Exports

The market for approximately one fourth of
DMC exports—the US—is strengthening after a
sharp mid-2000 deceleration that evolved into a
mild recession by April 2001 and culminated in a
GDP contraction in the third quarter of the year.
With accelerating consumption and government
expenditure growth more than offsetting double-
digit contractions in private investment and ex-
ports, GDP growth reemerged in the fourth
quarter of 2001 (Figure 1.2). Despite heightened
uncertainty about economic prospects that char-
acterized late 2001 and early 2002, the US econo-
my returned to growth after only one quarter of
economic contraction.

TABLE 1.2 Merchandise Exports, Developing Asia, 1999–2003 (% change in $ values)

1999 2000 2001 2002 2003

Developing Asia 6.8 21.2 -6.8 5.5 9.2
East Asia 5.8 22.0 -5.8 5.0 8.7
Southeast Asia 8.9 19.6 -9.8 6.1 9.7
South Asia 4.4 17.3 0.5 7.2 12.9
Central Asia 6.4 49.1 -0.6 10.1 5.5
Pacific developing member countries 8.6 5.9 -9.1 8.5 6.5

DMCs = Developing member countries.
Source: Asian Development Outlook database; staff estimates.
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A key element of this rapid rebound from
the shallow recession was the behavior of
consumption. Contrary to the typical experience
of past recessions, US consumption continued to
grow—by 3.1% in 2001—despite contracting in-
vestment, falling financial wealth, rising consum-
er debt, declining employment, the events of
September 11th, and the Enron collapse. Factors
that could explain this remarkable resilience
include (i) low inf lation—especially declining
energy prices and steep discounts for automo-
biles and other manufactured goods; (ii) macro-
economic stimulus—particularly interest rate
cuts that, together with substantial gains in home
equity, initiated a boom of refinancing and home
sales that was a significant source of funds for
home owners; (iii) sustained productivity growth
—itself unusual for a recession; and (iv) general
optimism about long-run economic prospects in
light of perceived efficiency gains from improved
ICT and increased f lexibility in product and
financial markets.

There were indications in early 2002 that the
US economy was gathering momentum for a fur-
ther strengthening in the first quarter of 2002.
The wholesale inventories-to-sales ratio fell to 1.3
months in January 2002, its lowest level since
March 2000. Manufacturing output began to
grow again in February 2002 after 18 months of
contraction.1 Seasonally adjusted employment,
which fell in 5 of the 6 previous months, rose by
0.6% in February 2002. However, US economic
growth in 2002 is expected to be moderate rela-
tive to past recoveries because the mild character
of the recession and persistent weakness in fixed
investment reduce the scope for a strong re-
bound. Elsewhere in North America, Latin
America, and the Caribbean, most economies
with important economic ties to the US experi-
enced relatively sharp slowdowns in 2001. Those
economies with no significant cyclical or struc-
tural imbalances should rebound with the US.

The pace of 2001 economic growth in the
euro area, which absorbs about 15% of DMC
exports, slackened and turned into a contraction
in the fourth quarter. This downturn resulted
from weak consumption growth and continued
contractions in investment and exports. For 2001
as a whole, economic growth was relatively

balanced across demand components—private
and government consumption each grew at just
under 2% but the drag from declines in both
fixed and inventory investment more than offset
the positive contribution from net exports.

The euro area economy was showing evi-
dence in early 2002 of growth momentum. The
purchasing managers’ index for the euro area
strengthened and business confidence rose for
the second consecutive month in January. How-
ever, the seasonally adjusted rate of unemploy-
ment remained at 8.5% in December 2001,
unchanged since September 2001. In addition,
consumer confidence declined in January 2002.
As a result, consumption growth is expected to be
subdued in the early part of the year. Overall,
euro area economic growth is expected to
strengthen modestly in 2002 relative to 2001.

The United Kingdom expanded at a relative-
ly strong 2.4% in 2001, as sustained consumption
and government spending growth more than off-
set weak investment and export demand. This
robust performance, especially in the context of a
weak global economy, is expected to continue in
2002 because of ongoing strength in domestic
demand and improvement in external conditions.

Japan, which is the destination for about
12% of DMC exports, slipped into an economic
recession in the second quarter of 2001, shrink-
ing for three consecutive quarters and posting
negative growth for the year. This was because of
a severe contraction in exports combined with
falling public and private residential investment,
which more than offset modest growth in busi-
ness investment and government consumption,
while private consumption stagnated.

In early 2002, the prospects for a Japanese
recovery were rendered unclear by conflicting
inf luences. Low business inventories and a
strengthening US economy indicated an improv-
ing outlook. Further, although consumer confi-
dence in January 2002 was below its level of a
year earlier, it rose relative to December 2001,
after 3 consecutive months of weakening. Busi-
ness confidence was similarly weak, although
improving, and the fiscal stance was still re-
strained. Overall, domestic demand is forecast to
contract in 2002 with, perhaps, sufficient offset-
ting improvement in the external sector to bring
about zero growth in 2002. However, private
sector-led corporate mergers and acquisitions are
increasingly restructuring the manufacturing
and finance sectors, which should provide some
scope for increased efficiency and productivity

1 This is based on a February 2002 reading of 54.7 for the purchas-
ing managers’ index of the Institute for Supply Management, com-
pared with readings of below 50 for the previous 18 months. A
reading above 50 is considered evidence of an expanding manufac-
turing sector, while a reading below 50 indicates a decline in manu-
facturing. Source: www.ism.ws.
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growth. This, together with sustained strength in
external demand, should result in an improve-
ment in the investment outlook, contributing to a
return to growth in Japan in 2003.

In the US, despite the surge in energy prices
early in 2001, average annual consumer price in-
dex (CPI) inflation fell to 2.9%, from an already
relatively low 3.4% in 2000 (especially in the con-
text of rapid growth and very low unemploy-
ment), while it edged up by 0.3 percentage points
to 2.7% in the euro area. In Japan, deflationary
conditions persisted as average prices fell by
0.7%, compared with a drop of 0.8% in 2000.
Overall, subdued inflation in advanced econo-
mies was matched in developing economies
under the influence of falling prices for most
commodities and some manufactured goods.2

Several factors are cited as having triggered the
trend toward lower inflation in recent years, in-
cluding increased global competition in key com-
modity and manufactured goods markets, and
the growing number of countries adopting infla-
tion rather than exchange rates as their monetary
targets. The outlook is for global inf lationary
pressures to increase somewhat relative to 2001
but to remain relatively low in 2002–2003 by his-
torical standards.

World Trade in Goods and Services

The US, euro area, and Japan together account
for over 50% of DMC exports (when total DMC
exports are adjusted for reexports from Hong
Kong, China and Singapore). It was largely
double-digit growth in imports by these three
economies that fueled high rates of economic
growth in many DMCs in 2000 and it was the
rapid reversal of that trend that led to sharply
slower growth rates in the same DMCs in 2001.
Although the most extreme swing from strong
growth to steep contraction occurred in the ICT
sector, the trend was generally evident, though to
a lesser extent, across most merchandise prod-
ucts. This is apparent in the trends for prices of
merchandise exports (especially commodity
prices—Figure 1.3).

According to International Monetary Fund
(IMF) statistics, advanced economies’ import
volumes of goods and services, which grew by an
average 7.6% in 1995–1999, and reached 11.5% in

2000, are projected to have contracted by 0.3% in
2001. Because of the relatively modest nature of
the economic recovery in the US, euro area, and
Japan, and because the trade-dominating ICT
sector will revive only slowly, trade is expected to
rebuild to rapid growth only gradually. Single-
digit growth is expected in advanced economies’
import volumes of goods and services in the first
half of 2002, as domestic demand expansion will
be somewhat subdued because of lingering
excess capacity and profit weakness in manufac-
turing, which will limit investment growth. Thus,
in general, DMCs may see slowly improving ex-
ternal demand, with growth of merchandise ex-
ports expected to be less than 6% in 2002, but
conditions may vary by subregion and by sector.

The value of world trade in manufacturing
exports, which accounts for 75% of the total
value of world trade in merchandise exports, is
expected to have contracted in 2001 after rapid
growth in 2000.3 Of particular importance to
DMCs are the ICT (specifically office machines
and telecommunications equipment as defined
in World Trade Organization [WTO] statistics)
and the textile and clothing sector. ICT exports
account for over 30% of DMC merchandise ex-
ports, and textile and clothing exports for over
8%.4 The ICT sector experienced a major boom-

2 International Monetary Fund, 2001, World Economic Outlook,
The Global Economy After September 11, Washington, DC, De-
cember. The term “advanced economies” refers to 29 countries in
North America, Europe, Asia, the Pacific, and the Middle East.

3 World Trade Organization, 2001, International Trade Statistics,
Geneva.
4 The top seven DMC exporters of ICT products, by value (in de-
scending order: Taipei,China; Malaysia; PRC; Korea; Singapore;
Philippines; and Hong Kong, China) account for about 28% of
world exports in the sector. The top eight DMC exporters of textiles
and clothing, by value (PRC; Korea; Taipei,China; India; Pakistan;
Indonesia; Thailand; and Hong Kong, China) account for about
45% of world exports in the sector.
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bust cycle that carried the economic perfor-
mance of many DMCs up in 1999–2000 and
down in 2001. An indicator of this sector’s health
is the semiconductor chip market, which suffered
a 31% decline in sales in 2001. Chip demand and
the ICT sector as a whole are expected to recover
relatively slowly in 2002, especially when com-
pared with the rapid pace of expansion in 1999–
2000. This is because retail sales of ICT products
are expected to expand at a reasonable pace
whereas corporate sales will be restrained by
modest investment plans.

The growth of the value of world textile and
clothing exports is expected to have slowed in
2001 from the 5% average pace of the previous
decade as the rate of domestic demand growth

slowed in major importing countries. Textile and
clothing exports are expected to grow slowly in
2002 as world demand growth remains low rela-
tive to past trends.

Commodity exports are important to DMCs
such as Indonesia, Viet Nam, and several econo-
mies in Central Asia. With falling demand, com-
modity pr ices fell in 2001, par ticularly in
September 2001, reducing the value of such ex-
ports. The Futures Commodity Price Index of
the Knight-Ridder Commodity Research Board
fell by 16.3% during 2001, but this masks the be-
ginning of a recovery late in the year. Commodity
prices, which would generally be expected to con-
tinue to rebound with the pace of global economic
activity, have experienced upward pressure.

ourism is an important and—
prior to September 11th 2001—
rapidly growing industry, both in

visited tourism destination in the world
with 31.2 million visitors in 2000.2 The
PRC has the largest number of jobs
provided by tourism in the world, at
over 50 million, followed by India, at
over 23 million jobs. In relative terms,
however, the Maldives is the most
tourism-dependent economy in the
region (and third in the world), with
about 51% of total employment in
tourism. The Pacific DMCs are also
relatively dependent on tourism.

Tourism, being primarily service
based, is typically less volatile than
many other sectors. According to the
World Tourism Organization, prior to
2001, international tourist arrivals had
not declined worldwide since 1982.
However, tourism is not immune to
disruption. The September 11th attacks
had an immediate and significant global
impact on tourism. WTTC estimates that
they caused a swing in tourism’s 2001
contribution to world GDP from pro-
jected growth of about 3% to a contrac-
tion of about 1%. In addition, WTTC
projects that the attacks will result in an
overall contraction of the global indus-
try of about 0.4% in 2002.

 Although the largest absolute
losses in tourism are being borne by the

BOX 1.1 Tourism Trends in Developing Asia

T
the world generally and developing Asia
specifically.1 Indeed, because of its
potential to provide foreign exchange
earnings, fiscal revenues, services sector
jobs, and backward linkages to industry,
tourism is a prominent element of many
DMC development strategies. The World
Travel and Tourism Council (WTTC)
estimates the total contribution of
tourism in 2001 at over 10% of world
GDP and nearly 8% of world employ-
ment (Box Table 1.1). Although tourism
accounts for a slightly smaller share of
GDP in developing Asia, nearly half of
global tourism jobs are located in the
region. Moreover, tourism grew at twice
the world rate in developing Asia in
2000. Worldwide in 2001, it shrank as a
result of the events of September 2001.
In developing Asia, tourism growth fell
significantly but remained positive.

By subregion, WTTC statistics indi-
cate that Southeast Asia and the Pacific
DMCs have the tourism industries with
the largest shares of GDP, but absolutely
East Asia’s tourism industry is larger
than that in the rest of developing Asia
combined. The PRC is the fifth most

big markets such as the US and Europe,
tourism in developing Asia is generally
suffering more from the attacks in rela-
tive terms. This is in part because of
perceived risk to the traveler, either from
proximity to the fighting in Afghanistan
or from internal security concerns. Desti-
nations at a great distance from the
traveler’s home also tend to be harder
hit. WTTC reports that tourism in South-
east Asia, projected prior to the attacks
to grow rapidly in 2001, contracted by
about 1.8% instead. Thus, the attacks
resulted in a loss of more than 6% of
tourism contributions to GDP in 2001.
An additional factor was the reduction
in visits home by overseas workers who
were suffering from reduced job security
because of poor general global eco-
nomic conditions. The Pacific DMCs
experienced a deeper contraction in
tourism while tourism growth slowed
significantly in East Asia and South Asia.
WTTC reports that the DMCs with the
largest projected job losses in 2001 and
2002, in absolute terms, resulting from
the attacks are the PRC (1.8 million or
3.4% of total tourism employment),
India (0.9 million or 3.7%), Thailand
(0.5 million or 14.1%), and the
Philippines (0.3 million or 10.5%).

1 In this box, tourism is a set of direct and indirect economic activities associated with travel and tourism. The World Travel and Tourism Council
(WTTC) refers to this measure, which captures the economic impact of tourism on GDP and employment, as the travel and tourism economy. The
measure aggregates personal travel and tourism activities by residents and by international visitors, business travel, government travel and tourism
expenditures, capital investment in travel and tourism, and exports of travel and tourism-related products. Source: WTTC, 2001, Tourism Satellite
Accounting Research, available: www.wttc.org.
2 World Tourism Organization, 2001, World Tourism Stalls in 2001, Press Release, 29 January, available: www.world-tourism.org. France, Spain, US,
and Italy are the top four destinations, in that order.
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Of particular importance, as a key barome-
ter of energy market conditions and of business
costs, the spot price of crude oil softened over
the course of 2001. The spot price of Brent crude
dropped by over 14% from end-December 2000
to end-December 2001 to under $20 a barrel,
well below the Organization of Petroleum Ex-
porting Countries’ (OPEC’s) target range of $22–
$28 a barrel. This was despite announced OPEC
production cuts totaling 5 million barrels or 20%
of OPEC’s daily output during the course of
2001. However, oil prices began to climb in early
March 2002 because of renewed concerns about
the stability of supply in the Middle East and be-
cause of a stronger outlook for global recovery. By
15 March 2002, the Brent crude spot price was at

$23.79 a barrel, up by 20% since the beginning of
the year. Prices are expected to continue to firm
in 2002 but to stay within OPEC’s target range.

The value of commercial services exports,
about 20% of world exports of goods and servic-
es, grew by 6% in 2000 but is expected to have
expanded at a slower pace in 2001, or perhaps
even contracted. This is because of generally
slowing economic activity throughout the year
and disruptions to trade and travel from mid-
September 2001. DMCs account for about 15%
of the value of total commercial services exports.
Of special importance to many DMCs is the
tourism industry (Box 1.1). International tourist
arrivals fell by 1.3% in 2001, compared with 7%
growth in 2000, primarily because of a sharp

In many DMCs, governments and
the tourism industry have taken steps
to mitigate weakness in the industry,
including security measures to restore
consumer confidence and increased
marketing activity and promotional
deals, particularly aimed at local or

regional tourists. As a result of these
activities, and of generally improving
economic conditions, tourism is
expected to begin recovering in
the second half of 2002 and rebound
strongly in 2003. Thereafter it is
forecast to settle into robust long-run

growth of 3.6%. Developing Asia as a
whole—the PRC and India particularly—
is expected to enjoy buoyant growth in
tourism. However, for those DMCs with
continuing internal security concerns,
recovery of the industry could take
longer.

BOX TABLE 1.1 Economic Significance of Tourism in Developing Asia
Share of Tourism in GDP, Real Growth of Employment,

 2001 Tourism Value Added 2001
$ million % of GDP 2000 2001 2002 ‘000 % of Total

World 3,497,070 10.1 3.9 -1.1 -0.4 199,780 7.9
Developing Asia 262,750 9.2  8.2 1.7 1.8 100,414 6.9

East Asia 175,900 9.2  8.5 2.6 3.0 53,606 7.2
China, People’s Rep. of 114,760 9.8 10.1 5.4 6.1 51,333 7.2
Hong Kong, China 18,060 11.3 13.7 -4.1 -2.3 272 8.4
Korea, Rep. of 31,450 7.5 2.1 -1.9 -3.8 1,426 6.7
Taipei,China 11,630 4.2 1.9 -1.5 -0.4 575 6.0

Southeast Asia 56,611 10.8  8.7 -1.8 -2.9 15,944 8.2
Cambodia 308 9.2 12.3 4.6 4.7 650 10.3
Indonesia 14,080 9.9 8.7 0.9 -6.6 6,098 6.7
Lao People’s Dem. Rep. 174 9.7 2.4 -4.8 -0.6 187 8.3
Malaysia 10,140 11.5 17.3 -3.1 3.1 906 9.4
Philippines 5,690 8.0 3.9 -4.0 -3.4 2,835 10.3
Singapore 9,330 10.8 8.8 -5.4 -1.6 197 9.7
Thailand 14,770 13.0 4.8 -0.8 -4.9 3,223 10.1
Viet Nam 2,120 6.7 6.2 1.5 1.5 1,847 5.3

South Asia 29,242 5.8  5.6 2.6 3.3 30,569 5.6
Bangladesh 1,536 3.3 6.3 2.5 2.2 3,239 4.7
India 23,000 4.8 5.6 3.3 4.0 23,561 5.6
Maldives 347 82.3 -0.5 1.2 -0.1 52 51.0
Nepal 333 6.2 -1.2 -6.8 -0.7 728 7.1
Pakistan 2,728 4.9 7.5 -1.1 -0.3 2,482 5.0
Sri Lanka 1,298 8.4 6.2 -1.0 2.2 507 6.4

Pacific DMCs 997 22.2  7.6 -3.2 -1.4 295 12.8
Papua New Guinea 368 10.0 0.7 -3.7 -1.5 192 8.9
Fiji Islands 481 28.1 12.6 -3.5 -1.3 66 20.8
Vanuatu 103 42.6 11.4 -1.2 0.3 17 32.1

DMCs = Developing member countries.
Source: World Travel and Tourism Council, 2001, Tourism Satellite Accounting Research, available: www.wttc.org.



10   ASIAN DEVELOPMENT OUTLOOK 2002

worldwide drop in tourism in the last 4 months of
the year. However, the outlook for the industry is
considerably less bleak than predicted in late
September 2001. While global travel is expected
to remain subdued in the first half of 2002, it
should recover in the second half of the year as
expanding global economic activity increases
business travel and aggressive marketing cam-
paigns emphasizing enhanced security measures
and lower prices begin to have a positive impact
on leisure travel.

Financial Markets

Global financial developments are of concern to
DMCs both because international     investors,
banks, and corporations are sources of financial
capital and because DMC financial market
trends are heavily influenced by trends in major
markets. Global financial markets in 2001 were
characterized by weakness in equity markets,
lower interest rates, steeper yield curves, and in-
creased risk premiums for low-grade invest-
ments. They were also remarkably resilient: they
suffered severe disruption in mid-September
2001, after which financial market turbulence
dissipated rapidly. Moreover, while the global
slowdown and the events of September 11th gen-
erally reduced portfolio flows to emerging mar-
kets, rising risk premiums on Argentina sovereign
bonds in late 2001 did not lead to a global in-
crease in sovereign risk spreads, as similar epi-
sodes had in the past.5

Worldwide equity markets were volatile in
2001 as sentiment about the expected duration of

the economic downturn f luctuated between
optimism and pessimism. Ultimately, markets
worldwide lost value for the second year in a row,
their worst performance since 1991, as the glow-
ing corporate earnings outlook of the late 1990s
faded amid a constant stream of announcements
of downward earnings revisions. Morgan Stanley
Capital International (MSCI) calculations show
that most of the world’s major stock markets post-
ed double-digit losses in 2001. As a result, the
MSCI World Index fell by nearly 18% in 2001.6

Yet it is remarkable that, given severe post-Sep-
tember 11th disruptions (US stock markets closed
for 4 days), losses were not more extensive. With
substantial liquidity support from monetary
authorities, coordinated efforts by market makers
to avoid runaway sell-offs, and extensive corpo-
rate stock repurchases, stock markets in indus-
trial countries (though not in emerging markets)
returned to pre-attack levels by mid-October
2001. Because of evidence of improving condi-
tions emerging in early 2002, most major stock
markets had posted gains since the beginning of
the year through 15 March 2002, and the MSCI
World Index was up by 0.6%.

Bond market performance was a challenge
to policymakers in 2001 as yield curves in major
economies, such as the US, grew steeper during
the year (Figure 1.4). In the first half of the year,
US 90-day commercial paper rates fell by over
100 basis points but longer-term yields rose. This
is attributable to the expectation throughout the
first half of the year that a recovery would begin
before the year was out. In contrast, the whole
curve fell between end-June and end-October
2001. Despite further monetary easing, waning
confidence in a quick recovery drove long-term
rates down. However, in early 2002, the view that
the period of monetary easing was nearing an
end and the perception that the US fiscal budget
would return to deficit, increasing the supply of
government bonds, lifted the yield curve. Yield
curve movements were more moderate in the
euro area and barely perceptible in Japan be-
cause of less monetary easing.

5 Emerging markets are loosely defined as developing economies in
which governments and corporations have access to private inter-
national capital markets, or attract institutional portfolio invest-
ment, or both. Different institutions include slightly different sets
of countries in the category but, for example, the Institute of Inter-
national Finance includes 29 countries from Asia, Latin America,
Europe, Africa, and the Middle East.
6 The major indexes are Australia; Canada; France; Germany; Hong
Kong, China; Japan; Switzerland; United Kingdom; and US.
Source: Asian Wall Street Journal, 2002, Money and Investing,
2  January.
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Despite across-the-board declines in debt is-
suance, particularly in the second half of 2001, as
corporate financing needs fell, credit spreads—
generally falling in early 2001—began to rise in
the third quarter for both lower-grade corporate
issues and the sovereign debt of more vulnerable
emerging markets. Whereas investment grade
borrowers enjoyed more favorable rates, specula-
tive grade issuers were increasingly confronted
with higher spreads and more difficulty in plac-
ing issues. These tendencies, present in all mar-
kets, were more pronounced in emerging
markets. Nevertheless, when yield spreads on Ar-
gentina’s sovereign debt began to rise sharply in
late 2001, the effect on other emerging markets
was limited (Figure 1.5). There are several factors
that may account for this tendency for investors
to focus on certain emerging markets, especially
those with generally stronger fundamentals in
some areas—including lower levels of short-term
external debt, more flexible exchange rates, and,
in many cases, current account surpluses.

The increased occurrence of current
account surpluses in several economies, notably
emerging markets in Asia, was accompanied, nat-
urally enough, by capital outflows. Generally, the
trend after the Asian financial crisis of weak pri-
vate capital flows to emerging markets continued
in 2001. January 2002 statistics from the Institute
of International Finance indicate that, excluding
Argentina and Turkey, net external financing to
emerging markets fell slightly from $141 billion to
$133 billion.7 In general, net private capital flows
to emerging markets have been weak since 1998
at less than half the size experienced in the pre-
ceding 3 years. However, equity markets, particu-
larly in East Asia and Southeast Asia, made some
gains in the first quarter of 2002 as the global
economic outlook improved. This trend should
generally continue for all capital inflows (bank
lending, portfolio flows, foreign direct invest-
ment) into emerging markets in Asia so that, over-
all, capital inf lows into Asia are expected to
increase in 2002 with the rebounding global
economy.

The US dollar strengthened almost steadily
throughout the first 6 months of 2001 against
most major currencies (Figure 1.6). It began to
soften in the third quarter, weighed down by evi-
dence of a weakening economy, but recovered in
the fourth quarter as investor flight to safe ha-
vens moved it higher against other major curren-

cies. The US dollar ended the year slightly higher
against the euro and significantly higher against
the yen.

Macroeconomic Policy

As inflationary pressure dissipated and economic
activity slowed rapidly in the US (and more grad-
ually in the euro area over the course of 2001),
monetary authorities took countercyclical
action—aggressively so in the US. As the year
wore on, and the global nature of the slowdown
became more apparent, official interest rates fell
worldwide. J.P. Morgan’s GDP-weighted average
official interest rate fell by 230 basis points from

7 International Institute of Finance, 2002, Capital Flows to Emerg-
ing Market Economies, available: www.iif.com.
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end-December 2000 through 16 January 2002.8

In the US, the Federal Funds target rate was re-
duced by 475 basis points to 1.75% between end-
December 2000 and end-December 2001.
Although this had limited effect on investment,
as plummeting profits and excess capacity led
corporations to slash investment budgets, it low-
ered mortgage rates. The ensuing wave of refi-
nancing bolstered household disposable incomes
and provided support to consumption.

With clear indications of economic recovery,
particularly in the US, and some evidence of
inf lationary pressure, particularly in the euro
area, further easing in official interest rates is
unlikely in 2002. However, with unemployment
likely to remain relatively high, particularly in the
European Union (EU), in most of 2002, large
increases in official interest rates are not antici-
pated during the year but some tightening of
monetary policies is possible, perhaps as early as
mid-year.

Countercyclical fiscal policy measures were
also undertaken in 2001, although less aggres-
sively and less uniformly. Predominantly auto-
matic stabilizers reduced the US government
surplus from 1.5% of GDP in 2000 to 0.3% in
2001. Despite the limits of the EU’s Stability and
Growth Pact, Germany’s fiscal balance went from
a surplus of 1.2% of GDP in 2000 to a deficit of
2.5% in 2001. The United Kingdom reduced its
surplus from 3.9% of GDP in 2000 to 0.5% in
2001. Canada and Italy also followed expansion-
ary policies while, notably, France and Japan
tightened their fiscal budgets. Under current
policies, there will be considerable fiscal stimulus
over the next 3 years, particularly in the US. The
combined effects of a June 2001 tax cut package
and an emergency spending authority enacted
after September 11th, totaling $375 billion over
fiscal 2002 (ending September 2002) to fiscal
2004, are projected to further reduce the US
fiscal surplus in 2002.

SUBREGIONAL TRENDS AND PROSPECTS

East Asia

East Asia, with a 58% weight in aggregate DMC
economic activity, experienced a significantly
slower pace of economic growth in 2001 than in
the previous year (Figure 1.7). Growth mode-

rated in the PRC, decelerated rapidly in Korea
and Hong Kong, China, and reversed into reces-
sion in Taipei,China. Mongolia continued to
struggle with low growth performance because
of severe weather conditions and low commodity
prices. The ability of the PRC, which carries a
26% weight in developing Asia’s aggregate GDP,
to sustain a relatively high growth rate resulted
primarily from strengthening consumption and,
to a smaller degree, the momentum of optimism
surrounding WTO accession. This drove foreign
direct investment 15% higher than in 2000 to
$46.8 billion, which, together with stronger
domestic debt-financed public investment, lifted
fixed investment by over 11% to nearly 39% of
GDP in 2001 from 37% in 2000. In contrast,
Korea and Taipei,China suffered fixed invest-
ment contractions of 1.7% and 18.2%, respec-
tively, partly because of the global correction in
the ICT sector. Taipei,China’s investment con-
traction was more severe because of a trend to-
ward shifting production to the mainland in
some industries. Hong Kong, China managed a
2.1% increase in fixed investment, based, in part,
on an improvement in equipment purchases.

Diverse experience in domestic demand was
similar to that in external demand. The growth in
value of the PRC’s merchandise exports deceler-
ated from 27.9% in 2000 to 6.8% in 2001. In 2001,
the value of merchandise exports in Korea
dropped by 14%; in Taipei,China by 17.3%; and
in Hong Kong, China by 5.9%, reflecting the
varying degrees of concentration of ICT prod-
ucts in their export mixes. Hong Kong, China suf-
fered the further blow of a steep drop in demand
for commercial port services as world trade activ-
ity, and particularly the PRC’s, slumped.

Finance sector performance also showed a
divergence in 2001 among the East Asian econo-
mies. Korea’s stock market performance was
among the best in the world, with the Korean
Stock Price Index surging by 32% in US dollar
terms. In part, this was a consequence of the per-
ceived long-run strength of the economy. The
PRC’s Shanghai B Index gained 91% on the year.
However, this combined rapid gains immediately
after the Index opened to domestic investors in
February 2001 with a 21% loss in the second half
of the year as enthusiasm waned because of poor
corporate performance, increased regulatory
oversight, and a controversial proposal to sell gov-
ernment shares in state-owned enterprises
(SOEs), which would substantially increase the
supply of equities in the market. Because of

8 J.P. Morgan, 2002, World Financial Markets, available:
www.jpmorgan.com.
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sharply decelerating growth and uncertainty
about future prospects, Hong Kong, China’s
Hang Seng Index lost 25% of its value in 2001.
Taipei,China’s Taiwan Stock Exchange index,
which had fallen by about 27% in US dollar terms
through the third quarter of 2001, bounced back
in the fourth quarter to improve by over 11% dur-
ing the year.

With the pace of economic activity ebbing,
inflation, at 1.4%, was slightly higher in East Asia
in 2001 than in 2000, but still very low. Labor
market conditions generally deteriorated in the
subregion. Unemployment reached a record
5.3% in Taipei,China. In Korea, however, the
unemployment rate fell over the course of 2001 as
strong domestic demand propelled job creation
in the services sector, particularly venture capital,
more than offsetting job cuts in manufacturing,
which registered a fall in employment during the
year. In Hong Kong, China, the unemployment
rate rose from 4.4% in 2000 to 6.1% in 2001. This
was nearly as high as the record level experienced
in 1999, when the economy grew slowly as it
struggled to recover from a sharp, financial crisis-
related contraction in 1998. Uniquely among
DMCs, Hong Kong, China recorded price defla-
tion in 2001, for the third year in a row, as proper-
ty prices continued to decline and retailers
offered large discounts to reduce inventories.

Under these conditions of low inflation and
rising unemployment, there was mixed macro-
economic policy in East Asia. The PRC sustained
a policy of deficit spending, but the deficit fell as
revenues increased by more than public expendi-
tures. With spending below target, Korea
expanded the fiscal surplus from 1.1% in 2000 to
1.3% in 2001, despite tax cuts and a supplemen-
tary spending package in the third quarter. Hong
Kong, China’s fiscal deficit ballooned from less
than 1% of GDP in 2000 to over 5% in 2001 as
rapidly decelerating economic activity eroded
revenues while expenditures rose by over 10%.
Taipei,China marginally reduced its fiscal deficit
in 2001 with a combination of higher revenues
and increased spending.

In general, the economies of East Asia do
not have large public debt burdens, as compared
with Latin America and the Caribbean, or South
Asia. However, there has been an increasing
trend toward deficit spending in the last several
years that is pushing up public debt. In the PRC,
for example, government debt increased from
about 10% of GDP in the mid-1990s to about
23% in 2001.

Monetary policy was accommodative in
2001 in Korea and Taipei,China, which made of-
ficial interest rate cuts of 125 basis points and 250
basis points, respectively. But this had limited
impact on credit expansion through much of the
year, although retail lending began to pick up in
the fourth quarter in Korea. Both economies ex-
perienced relatively mild exchange rate deprecia-
tion. In the PRC, interest rates on US dollar
deposits were cut more or less in line with US of-
ficial target cuts, leaving them lower than local
currency deposit rates at the end of 2001. Simi-
larly, Hong Kong, China lowered interest rates in
parallel with the US cuts. The PRC maintained
its de facto exchange rate peg to the US dollar
and Hong Kong, China maintained its currency
board arrangement.

In terms of structural changes, the PRC and
Taipei,China joined WTO, thereby committing to
a wide range of reforms—key among them being
in the finance sector. The benefits of these
reforms will be felt over the medium to long
term. In Korea, corporate and finance sector
reform, which is still key to the medium- to long-
run outlook, slowed in 2001 as political opposi-
tion mounted while Hong Kong, China tempo-
rarily suspended its Home Ownership Scheme
(through mid-2002), under which low-income
families can obtain subsidized housing, to allow
conditions in the property market to improve.
The major challenge for Hong Kong, China over
the medium to long term is comprehensive tax
reform to rectify persistent fiscal deficits.
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Over the next 2 years, economic perfor-
mance is expected to strengthen in East Asia,
with GDP growth rising to over 5% in 2002 and
to over 6% in 2003. In part, this will come about
because of an improvement in the external envi-
ronment. The value of merchandise exports,
which contracted in 2001, will grow moderately
in 2002 before rebounding to nearly 9% growth
in 2003. This should allow the PRC to boost
growth modestly in 2003 after some slowing in
2002 as it begins to adjust to WTO membership.
Korea should rebound moderately in 2002 as the
US recovers, with further strengthening in 2003
as its other important market—Japan—strength-
ens. Economic growth in Hong Kong, China will
improve but it will be limited by continued weak-
ness in domestic markets—particularly real
estate. Taipei,China will revive moderately from
recession as a weak global recovery, uncertain
investor and consumer confidence, and the
structural challenge of WTO membership com-
bine to limit a rebound. Mongolia, while still
suffering from the devastating effects of severe
winter weather on agriculture, should benefit
from a recovery in commodity demand. In aggre-
gate, growth in East Asia, while improving over
the next 2 years, is likely to be below historical
trends.

Southeast Asia

With nine members of the Association of South-
east Asian Nations (except Brunei), this grouping

of countries, representing just under a quarter of
DMC economic activity, slowed from nearly 6%
growth in 2000 to below 2% growth in 2001 (Fig-
ure 1.8). However, there was a marked contrast
between the performance of Singapore and  four
former crisis countries of Indonesia, Malaysia,
Philippines, and Thailand on the one hand, and
of the Mekong countries of Cambodia, Lao Peo-
ple’s Democratic Republic (Lao PDR), and Viet
Nam on the other. The former group generally
suffered more severely from exposure to the glo-
bal economy.

Heavily dependent on ICT trade, Sin-
gapore’s economy, after booming by 10.3% in
2000, contracted by 2.0% in 2001 as the value of
merchandise exports shrank by 11.9%. Malaysia’s
economy, similarly ICT trade-dependent but
with a smaller drop in domestic demand, deceler-
ated from over 8% growth in 2000 to less than 1%
in 2001. In Thailand, with a somewhat smaller
export contraction, economic growth slowed
from 4.6% in 2000 to 1.8% in 2001. In contrast,
the Philippines, which suffered a 16.2% decline
in exports, experienced only a modest slowdown
in economic growth because of stronger domes-
tic demand. With a relatively diversified export
base, Indonesia’s 2001 economic performance
lagged behind only that of the Philippines in this
group, because of less strength in domestic
demand.

In contrast, Cambodia, Lao PDR, and Viet
Nam all sustained growth rates of over 5% in
2001 with merchandise export value growth rates
of 6–8%. This is, in part, because these econo-
mies have preferential (Cambodia) or improved
(Viet Nam) access to markets in industrial
economies, allowing strong growth of textile and
clothing exports. Additionally, Viet Nam benefit-
ed from robust expansion in fisheries exports.
Moreover, the agriculture sector, which is still
large in these economies relative to the crisis
countries, had a reasonably good 2001 in Cam-
bodia and the Lao PDR. Viet Nam had healthy
investment growth because of investor optimism
generated by a bilateral trade agreement signed
with the US in 2000.

The relatively slow growth rates in 2001
meant further delays in meaningful improve-
ment of the welfare of the poor—particularly in
Indonesia and Thailand, where the severity of
the economic contractions associated with the
crisis partially eroded past progress in reducing
poverty—but also in the Philippines. In Cambo-
dia, Lao PDR, and Viet Nam, steady growth per-
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formance and job-creating expansion of export
manufacturing sectors in 2001 allowed poverty
reduction progress to be sustained.

The direction of macroeconomic policy
performance in 2001 was mixed in Southeast
Asia, with Malaysia and Singapore adopting
aggressive stimulus measures similar to those of
the East Asian economies while other govern-
ments pursued less active countercyclical poli-
cies, in part because of limited capacity to do so.
Malaysia expanded the fiscal deficit, relative to
GDP, with supplementary spending. Singapore
engaged in substantial off-budget fiscal stimulus
in the face of rapidly slowing economic condi-
tions. Indonesia’s wider deficit arose from debt
service and project-funding requirements. This
wider deficit was thus planned, and Indonesia
met its deficit target under an IMF agreement.
The fiscal deficit in the Philippines contracted
mildly to below 4% of GNP in 2001, an impor-
tant accomplishment following the deterioration
of fiscal performance in the latter part of the pre-
vious year. Thailand’s deficit also fell by a full per-
centage point to 2.1% of GDP because of lower
capital spending. In Cambodia and the Lao
PDR, the size of fiscal deficits relative to GDP,
which are mostly financed by official develop-
ment assistance, were broadly stable in 2001. In
Viet Nam, the deficit grew.

Monetary policy across the subregion was
mixed as monetary authorities, with varying
tools, straddled competing objectives. In the
Philippines, interest rates have been lowered by
more than 750 basis points since December
2000, at which time they were at high levels, hav-
ing been raised to prevent capital flight. In con-
trast, Indonesia and Thailand have followed
relatively tight monetary policies. In Indonesia,
with inf lation remaining in double digits, the
exchange rate still weak, and the need to attract
financing for public debt, interest rates have
remained high. In Thailand, official interest rates
were raised in mid-2001 because of concern
about a weakening baht and capital outf lows.
This tightening of Thai monetary policy was
par tly reversed in early 2002 as the baht
strengthened.

In the three Mekong countries, in which the
dollar circulates widely and the banking sector is
underdeveloped, money supply expansion sup-
ported financial deepening and exchange rate
depreciation was mild. In Malaysia, which pegs
the ringgit to the US dollar, the central bank
made only one official interest rate cut, of 50

basis points in late September 2001. In Sin-
gapore, which does not directly influence interest
rates but maintains an exchange rate band, this
band was widened to allow the Singapore dollar
more flexibility to adjust to external conditions.

The outlook for Southeast Asia is for gradual
strengthening of economic growth that will, nev-
ertheless, stay below past performance over the
medium term. This is because, for Indonesia, the
Philippines, and Thailand, external demand will
only slowly recover and because domestic de-
mand will remain weak over the medium term. To
varying degrees, high levels of public debt, in-
complete corporate and finance sector restruc-
turing, investor caution, and weak political will to
reform hamper each of these countries. Thus,
each is expected to continue to make only very
limited progress in reducing poverty. In contrast,
Cambodia, Lao PDR, and Viet Nam are expected
to continue to improve both economic perfor-
mance and capacity to significantly reduce pover-
ty over the medium term.

South Asia

South Asia accounts for about 17% of the DMCs’
GDP, of which India represents 76% (Figure
1.9).9  In India, with fiscal year 2001 closing at
end-March 2002, substantially improved agri-
cultural performance is projected to offset slow-
ing industrial growth. Bangladesh, Nepal, and
Pakistan, for which the fiscal year ended in mid-
2001, experienced moderately slowing economic
growth, primarily because of slowing agricultural
growth in Bangladesh and Nepal—after bumper
crops in the previous year—and because of a
drought-related agricultural contraction in
Pakistan. In the first half of fiscal year 2002 (the
second half of calendar year 2001), these coun-
tries experienced further weakening in the pace
of economic activity, in part because of slowing
external demand and the disruptions of military
operations in Afghanistan. For the economies
reporting on a calendar year basis, Bhutan main-
tained strong economic growth based on expan-
sion of the hydropower sector; performance in
the Maldives deteriorated because of a severe
drop in tourism in the fourth quarter; and Sri
Lanka experienced a contraction because of

9 The reporting of data in several South Asian DMCs on a fiscal year
basis, which varies from country to country, complicates both com-
parison of performance between South Asian DMCs and compari-
son of aggregate South Asian performance with other subregions in
developing Asia.
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slowing external demand and drought, exacer-
bated by security problems.

Although not so heavily dependent on the
ICT sector, the subregion experienced a drop in
merchandise exports that was nearly as severe as
in East Asia and Southeast Asia. India is expected
to experience a contraction in merchandise ex-
ports in fiscal year 2001, in part because of a
drop in demand for its computer and ICT-related
services. In Bangladesh and Pakistan, export
growth in 2001 strengthened relative to 2000.
During 2001, exports of textiles and garments
were relatively robust, benefiting in part from
strong US consumption growth. However, in the
first part of 2002, exports weakened. Nepal’s
exports growth settled back close to 4% in 2001
from extremely fast growth because of rapid
expansion of carpet and garment exports in 2000.
Sri Lanka suffered a sharp reversal in export per-
formance, from double-digit growth to double-
digit contraction, because of deterioration in
external markets and internal disruptions, which
raised shipping costs. In addition to weakness in
merchandise exports, tourism suffered in South
Asia. International tourist arrivals to the subre-
gion are estimated by the World Tourism Organi-
zation to have fallen by over 6% in calendar year
2001 with the Maldives, Nepal, and Sri Lanka,
where tourism is relatively more important, the
hardest hit.

With rapid labor force growth in South Asia
of 2% a year and significant underemployment or
disguised unemployment, GDP growth of less
than 5% for the subregion is probably insuffi-
cient to generate adequate job and wage growth

for meaningful poverty reduction. Although
strong agricultural performance in Bangladesh
and India likely helped the rural poor subsist,
weak industrial growth did not generate the high-
er incomes and lower-risk employment that can
provide more secure graduation from poverty.

Fiscal policy was variable. India’s fiscal defi-
cit remained f lat despite a combination of
contracting imports, and hence low import-
based revenues, and increased defense spending.
Pakistan cut its fiscal deficit by more than 1 per-
centage point of GDP to 5.3% under an IMF
standby arrangement, although this was accom-
plished primarily through expenditure cuts.
Bangladesh had small reductions in the fiscal
deficit as a proportion of GDP. Despite this
progress, South Asia continues to be character-
ized by relatively high fiscal deficits and large gov-
ernment debt burdens. Yet, particularly in India,
much of this debt is domestic debt, which means
that it is much less vulnerable to external shock.
However, it tends to crowd out more domestic
private investment.

Against a backdrop of generally low or falling
inf lation, monetary policy in South Asia was
moderately accommodative—India reduced the
official bank rate from 7.0% to 6.5%, Pakistan
from 12.0% to 9.0%—but with limited impact
because of conditions of excess liquidity. Both
Pakistan and Sri Lanka moved to more liberal ex-
change rate regimes. Pakistan moved from a
managed float to a free float exchange rate system
at the start of the fiscal year. Sri Lanka moved
from a fixed rate to a float in January 2001 as re-
serves dwindled, and the currency depreciated.
Bhutan and Nepal retained exchange rate pegs to
the Indian rupee.

Perhaps the key constraint on development
in the subregion is that structural reforms are
either slowing or stagnant. In India, a combina-
tion of factors, including a relative lack of interest
on the part of potential foreign buyers, compli-
cates the related issue of privatization. Pakistan is
having similar trouble finding buyers for some of
its SOEs, given the current economic climate. In
Bangladesh, the new Government intends to
broaden market-friendly reforms, but concrete
progress has yet to be made. Nepal’s efforts to
reform its troubled banking sector are moving
ahead slowly, adjust a backdrop of political and
economic turbulence.

The outlook for South Asia is for further
strengthening of growth over the medium term.
In part, this is a result of an improvement in exter-
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nal demand both because of a generally improv-
ing global economy and because of more stability
in the subregion. Merchandise export growth
should accelerate significantly. Tourist arrivals
should rebound somewhat in the second half of
calendar year 2002, although the subregion’s
tourism industry is expected to recover only slow-
ly from the impact of September 11th and its af-
termath. A general improvement in domestic
demand is also forecast for the subregion. Based
on the improvements in global economic condi-
tions, internal security, and political stability, in-
vestment growth should improve. In Afghanistan
and Pakistan, substantial inflows of official devel-
opment assistance should support increases in
public investment.

Central Asia

Central Asia, benefiting from strong commodity
demand in late 2000 and early 2001, and from
rising investment in oil and minerals, enjoyed
rapid growth in 2000. Growth further accelerat-
ed in 2001 despite slowing commodity demand
and collapsing commodity prices in the fourth
quarter of 2001 (Figure 1.10). In Azerbaijan, Ka-
zakhstan, and Turkmenistan, where oil and gas
accounted for over 80%, over 50%, and over 60%,
respectively, of the value of exports in 2000, the
volume of oil and gas exports continued to rise in
2001. Further, investment in the development of
oil and gas fields continued to expand. In the Kyr-
gyz Republic, where gold mining dominates in-
dustrial activity, economic growth was sustained
in 2001 largely by increased volume of gold pro-
duction and strong agricultural growth, particu-
larly grain production. In Tajikistan, aluminum,
accounting for 50% of the value of exports, sus-
tained industrial growth in 2001, which together
with very strong agricultural performance, pri-
marily in cotton, boosted economic growth that
year. The performance of Uzbekistan, with the
largest population among the Central Asian re-
publics (CARs), has lagged behind that of the
other CARs because of structural problems and
weak exports.

Large structural distortions, off-budget
spending, and inaccurate statistics make it diffi-
cult to interpret or compare developments in
macroeconomic policies in the CARs. Neverthe-
less, some common features are apparent. Many
CARs are dependent on taxes from commodity
exports for revenues but otherwise have weak tax
administration. Azerbaijan and Kazakhstan have

set up national funds with oil sector receipts that
can help cushion the budget in lean times. Both
appear to have allowed fiscal deficits to widen
somewhat in 2001, with increased expenditures
on state payrolls in Azerbaijan and on defense in
Kazakhstan. The Kyrgyz Republic recorded a
slight increase in revenues as a proportion of
GDP in 2001 because revenue collection efforts
were enhanced by stronger tax measures.
Uzbekistan, with low revenues and extensive off-
budget subsidies to SOEs and favored sectors
under import-substitution schemes, financed the
deficit through borrowing from the central bank.

Rapid recent economic growth, fueled by
commodity sector development, belies funda-
mental structural problems still confronting the
CARs, including fixed exchange rates with active
parallel exchange markets or multiple exchange
rate systems, relatively high levels of inflation—
particularly in Tajikistan and Uzbekistan—and
continued high levels of state involvement in the
economy. In addition, many CARs have yet to
make significant progress in improving the cli-
mate for foreign investment.

The outlook for the CARs is for economic
growth to moderate somewhat from the rapid
pace set in 2000 and 2001. Nevertheless, growth
will still be in the double digits in  Azerbaijan and
Turkmenistan, and 6–8% in Kazakhstan and
Tajikistan, as they continue to rebuild their econ-
omies on the basis of continued expansion of
their export sectors. However, the Kyrgyz Repub-
lic and Uzbekistan will likely experience slower
growth than other CARs over the next 2 years,
ref lecting weak export markets. Sustaining or
improving performance in the subregion will
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depend primarily on structural reforms that
address the weaknesses discussed immediately
above and that allow diversification away from
overdependence on commodity exports.

Pacific Developing Member
Countries

The economies of the Pacific manifested a mixed
performance in 2001 (Figure 1.11). Papua New
Guinea underwent a second year of economic
contraction, in part because of a strong decline in
mining and in part because commodity exports
fell with weakening world demand. The Fiji Is-
lands recovered from a political crisis-induced
contraction of economic activity in 2000 to
record growth of about 1.5% because of re-
bounding tourism. Samoa and East Timor (the
latter is not included in subregional averages) ex-
perienced double-digit growth, the former be-
cause of reforms introduced in the 1990s, and
the latter as conditions normalized and the coun-
try began to recover from substantial deteriora-
tion in 1999. The economies of Solomon Islands
and Vanuatu both contracted, the former for the
third straight year as a consequence of ethnic
unrest and the latter because of cyclone damage
to agricultural production. The Cook Islands sus-
tained moderate growth based on strength in
tourism while Tuvalu did so with higher public
spending. While Kiribati emerged from recession
based on expansionary fiscal policies, the Mar-

shall Islands and Federated States of Micronesia
(FSM) struggled, with growth of less than 1%.

A common theme among the Pacific DMCs
is difficulty in fiscal management because of the
small size of the economies, exposure to external
shocks, inexperienced civil services, dependence
on external funding, and frequent episodes of
political instability. In Papua New Guinea, with
tax revenues declining in the face of a weakening
economy, the Government was forced to shave
expenditures because of a delay in accessing ex-
ternal funding that was contingent on the privati-
zation of a public sector bank. The Fiji Islands
ran a fiscal deficit of 4.9% of GDP, financed by
an increase in Government debt to 43% of GDP,
excluding contingent liabilities. Kiribati was able
to draw on resources available through its Reve-
nue Equalization Reserve Fund to replace a
shortfall in revenues while Nauru has virtually
depleted a similar fund, built on revenues from
now depleted phosphate mines. FSM and the
Marshall Islands each relies on US transfers un-
der a Compact of Free Association, extensions to
which are currently under negotiation. The Cook
Islands made progress in reducing its large public
debt through improved revenue mobilization. So-
lomon Islands and Tonga have deteriorating fiscal
positions, leading to high debt and balance-of-
payments pressure in both countries.

The Pacific DMCs are forecast to return to
growth in 2002, with further strengthening in
2003, as Papua New Guinea emerges from reces-
sion into low growth because of a combination of
modest improvements in agriculture and struc-
tural changes in the economy. Economic growth
is expected to strengthen in the Fiji Islands, with
generally broad-based growth led by improve-
ments in tourism.  In general, prospects for eco-
nomic growth in the Pacific DMCs are clouded
by a host of structural problems, including factor
market rigidities, depletion of natural resources,
the continued potential for civil unrest, and the
domination of economic activity by the public
sector.

MEDIUM-TERM OUTLOOK AND RISKS FOR
DEVELOPING ASIA

Growth in developing Asia is expected to
strengthen moderately in 2002, picking up fur-
ther in 2003, as the region slowly returns to a
more balanced and sustainable pace of devel-
opment after a turbulent 1997–2001 period.
Overall, aggregate growth for major DMCs will
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stay well below its trend in the 1980s but draw
within reach of its long-run (1951–2000) trend
(Table 1.3). The major DMCs of South Asia are
expected to sustain the growth performance
achieved in the 1980s and 1990s, which was well
above the long-run trend. The major DMCs of
East Asia and Southeast Asia are projected to
achieve growth performance over the medium
term that is below long-run trend growth and
well below growth performance over the 1980s. A
critical question for these DMCs is whether, and
how soon, they can return to the rates of growth
approaching that long-run trend. Over the next
few years, the answer rests, in part, on the
strength of external demand. Ultimately, how-
ever, DMC growth performance will depend on
domestic conditions. For those countries most
affected by the financial crisis, weak financial
and corporate fundamentals caused by high
levels of nonperforming loans will inhibit long-
run growth (Box 1.2).

Externally, the projections for 2002–2003
are contingent upon a sustained improvement in
the global environment, although DMC export
growth rates are not expected to return to the rate
of over 20% seen in 2000. The US recovery that
began in the fourth quarter of 2001 is expected to

continue to build, although slowly by the stan-
dards of past recoveries. It should be accompa-
nied by an improvement in economic conditions
in the EU and Japan.

Other external conditions key to a sustained
and robust revival of economic expansion in de-
veloping Asia include relatively low and stable oil
prices and interest rates throughout 2002. Fur-
ther, it is assumed that the major currencies will
experience no major realignments in 2002. More-
over, a continuing trend of generally falling bond
spreads in developing Asia will be important.
Under these conditions, a gradual recovery in
global trade and a moderate improvement in cap-
ital flows to DMCs should provide favorable con-
ditions for economic growth to all the subregions
of developing Asia.

Increased uncertainty over economic condi-
tions has complicated the task of forecasting in
recent years.10  Thus, a careful assessment of risk
factors is critical to an understanding of the com-

TABLE 1.3 Changes in GDP: Outlook and Past Performance, 12 DMCs (%)

 1951 1981 1991 1997
–2000 –1990 –1996 –2001 2001 2002 2003

12 DMCs 6.6 7.7 8.1 4.6 3.8 4.9 5.8

East Asia (3 economies) 7.5 9.2 9.1 5.8 4.3 5.5 6.3
China, People’s Rep. of 6.9 9.4 11.4 7.3 7.3 7.0 7.4
Korea, Rep. of 7.9 9.4 6.9 4.8 3.0 4.8 6.0
Taipei,China 8.2 8.0 6.6 3.8 -1.9 2.8 4.0

Southeast Asia (5 economies) 6.2 6.1 7.5 1.2 1.8 3.1 4.2
Indonesia 5.9 5.3 7.4 0.0 3.3 3.0 3.6
Malaysia 6.5 5.1 9.1 1.5 0.4 4.2 5.8
Philippines 4.1 1.0 3.5 2.6 3.4 4.0 4.5
Singapore 8.0 6.1 9.2 4.0 -2.0 3.7 6.5
Thailand 6.8 7.6 8.0 0.0 1.8 2.5 3.0

South Asia (4 economies) 4.3 5.4 5.7 5.4 4.8 5.4 6.4
Bangladesh 3.5 4.0 4.5 5.2 5.2 4.5 5.7
India 4.2 5.5 6.1 5.7 5.4 6.0 6.8
Pakistan 5.3 6.1 3.9 3.7 2.6 3.0 5.0
Sri Lanka 4.0 3.7 5.2 3.9 -1.3 3.5 5.5

DMCs = Developing member countries.
Note: Figures for multiyear averages are defined from a trend line.
Source: Staff estimates.
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10 The highest forecast of real 1999 US GDP growth reported at the
end of 1998 by Consensus Forecast was 3.5%, compared with actual
performance of 4.1%. The lowest forecast of real 2001 US GDP
growth reported at the end of 2000 was 2.5%, compared with an
estimated actual figure of 1.0%. Source: Hongkong and Shanghai
Banking Corporation, 2002, World Economic Watch, 4 January,
available: www.markets.hsbc.com.
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he ability of developing member
country (DMC) governments to
effectively use accommodative

BOX 1.2 Nonperforming Loans—A Lingering Issue

T
monetary policy to counter the eco-
nomic slowdown in 2001 was partly
determined by the strength of the
finance sector. This was especially true
for those economies most affected by
the Asian financial crisis, which re-
sulted in high levels of nonperforming
loans (NPLs), or in loans on which
payments have not been made for an
extended period of time.

Many DMC governments under-
took at least some official interest rate
cuts during 2001 (although not
Indonesia or Thailand, which both
followed restrictive monetary policies).
Yet the effectiveness of these policy
moves to stimulate economic activity
was hampered in some DMCs because
the cuts did not trigger credit expan-
sion due to a combination of supply
and demand conditions. On the
demand side, relatively strong
corporations tended not to take
advantage of readily available bank
credit—either because they preferred
to issue bonds at favorable rates or
because they trimmed their investment
plans. On the supply side, financial
institutions were hesitant to lend to
weaker firms, which increasingly faced

worsening business conditions and
liquidity shortages. The finance sector,
hobbled by the lingering effects of
the Asian financial crisis, was unable
or unwilling to assume the associated
risks.

Nearly 5 years after the start of the
financial crisis, the five most crisis-
affected economies show uneven
progress in resolving the problem of
high levels of NPLs in the finance sector
(Box Table 1.2). Of the five countries, all
except the Philippines adopted mecha-
nisms for reducing the level of NPLs
through the formation of asset man-
agement companies (AMCs) to buy
distressed loans from financial institu-
tions with public or publicly guaran-
teed funds. This was done to quickly
restore the financial institutions to
health so that they could focus on new
lending to assist in bringing the econo-
mies out of crisis. By October 2001,
AMCs in the four other crisis countries
had purchased significant portions of
NPLs, particularly in Indonesia, and the
direct burden on the finance sector of
NPLs had fallen. In the Philippines,
which initially had a less serious prob-
lem, NPLs have been climbing as a
result of economic weakness due to
the financial crisis, political turmoil,
and the global slowdown.

BOX TABLE 1.2 Selected Finance Sector Indicators
(end of period, %)

Date Indonesia Korea Malaysia Philippines Thailand

Ratio of NPLs to Total Loans of the Finance Sector

December 1998 49.2 — 13.6 11.0 45.0
December 1999 33.0 11.3 11.0 12.7 38.9
December 2000 18.8 8.1 9.7 14.9 17.9
September 2001 14.7 6.0 11.7 17.4 12.9

Share of NPLs Purchased by AMCs

October 2001 85.3 72.6 38.8 — 50.7

Share of Purchased NPLs Disposed of by AMCs

October 2001 6.3 54.7 85.2 — —

— Not available.
NPLs = Nonperforming loans, AMCs = Asset management companies.
Source: Asian Development Bank, Asia Recovery Information Center Indicators, available:
www.aric.adb.org.

However, particularly for Indonesia
and Thailand, which initially had the
largest ratios of NPLs, the effectiveness
of the AMCs in restoring financial and
corporate sector health has been
inhibited by slow disposal of assets.
Indonesia has been the slowest to
dispose of AMC-held NPLs. Plagued by
accusations of corruption and political
opposition to the sale of distressed
companies to foreign entities, the
Indonesian Bank Restructuring Agency,
formed in early 1998, had disposed of
less than 7% of its NPL assets by the
end of 2001.

Thailand has also struggled to
accelerate resolution of its finance
sector problems. The Thai Asset Man-
agement Company (TAMC) was set up
only in mid-2001, after resolution of
NPLs through judicial and administra-
tive workouts proved inefficient. In
early January, it reported that it had
disposed of about $1 billion of $16
billion (or about 6.3%) in NPL assets,
which were primarily acquired from
state-owned banks. The private sector
remains concerned about some legal
and political aspects of TAMC opera-
tions, such as the level of transparency
of debt resolution and the financial
obligations of private sector partici-
pants in the process.

The overhang of NPLs held by the
AMCs is one factor retarding economic
recovery by delaying corporate restruc-
turing. Thus, corporate sectors are
clogged with inefficient companies
(often state owned), with high debt,
low profit, and little capacity to invest.
Continued finance sector weakness,
together with other structural prob-
lems, is resulting in relatively weak
capital inflows and low levels of invest-
ment in Indonesia and Thailand relative
to pre-1997 levels. These problems
include slow progress in privatization
and ineffective legal systems that leave
foreign entities uncertain of the extent
of legal protection they can expect.
Both countries have been characterized
by sluggish investment and economic
growth compared with their pre-1997
averages.
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plete picture of possible economic performance
in developing Asia.

The major short- to medium-term external
risks to the moderate recovery forecast for the
region are that (i) export demand will be weaker
than anticipated and (ii) disruptive global events
or temporary bottlenecks will cause inflationary
pressure for key commodities—particularly oil.
The primary medium- to long-term internal risk
to the ability of a large number of DMCs to gen-
erate high rates of sustained economic growth is
that slow progress in structural reform will inhib-
it domestic demand expansion and productivity
growth.

External Risks

A major risk that could result in slower region-
wide economic growth in 2002–2003 than
expected in the Asian Development Outlook
2002 forecast is that the recovery in external
demand proceeds at a slower pace than anticipat-
ed. This could occur for two reasons. First, the
global trend of strengthening economic activity
and trade could be slowed by prolonged weak-
ness in investment. Second, a current account
correction or increased transactions costs on
international trade could reduce the US propen-
sity to import goods for a given level of aggregate
demand. Consequences for the Asia and Pacific
region include (i) continued weakness in export
markets, (ii) further erosion of corporate and
finance sector health resulting from a prolonged
period of weak earnings, and (iii) high unemploy-
ment or underemployment with continued fiscal
constraint, implying slowing progress in poverty
reduction.

A possible source of a faltering global re-
bound is the inability of the US economy to sus-
tain its emerging recovery because consumption
growth might slow or exports might stay sluggish
(or both). This would likely result in generally
weak earnings projections, which in turn, would
prevent a recovery of investment demand. Thus,
as the positive influence on growth from a fading
inventory correction dissipates, momentum
would falter. However, as evidence of economic
strengthening continued to mount in late March
2002, this risk appeared to recede.

An adjustment to the US current account
balance is of increasing concern because of the
sheer magnitude of the deficit in recent years.
After averaging zero in the 1970s, 1.7% of GDP
in the 1980s, and 1.6% of GDP in 1994–1997, the

current account deficit rose rapidly over 1998–
2000, reaching 4.4% of GDP in 2000 as the gap
between economic performance in the US and
other economies widened.11

There is a fair possibility that, with the US
poised to emerge from the global economic slow-
down ahead of both the EU and Japan, the US
current account deficit will widen further before
it begins to shrink, increasing the chance of a
sharp adjustment being precipitated by an event
(or series of events) that erodes the global appe-
tite for US financial assets. The fallout from the
Enron debacle dampened US stock market per-
formance in January and February in 2002 as the
financial accounting of other corporations came
under scrutiny.

However, the risk that the Enron contagion
would spread across the corporate US seemed to
have disappeared by March. The Government,
accounting industry, and corporations in the US
moved quickly to enact reforms and restore confi-
dence, with some success as US equity markets
moved into positive territory for the year in late
February. Moreover, the trend toward tightening
of accounting standards spread to Europe and
Asia. Increasingly, institutional investors are put-
ting pressure on countries and individual firms
to improve financial reporting. An example is the
announcement in late February 2002 that the
largest US pension fund—California Public Em-
ployees’ Retirement System—enacted new in-
vestment guidelines that include transparency,
leading it to pull out of investments in several
markets in developing Asia.

Although a current account correction
would likely be gradual, it would tend to reduce
the US propensity to import. A second factor that
might reinforce this tendency is an increase in in-
ternational trade costs associated with height-
ened security concerns at national borders and
points of entry. This may, over the medium term,
affect the optimum level of cross-border out-
sourcing by manufacturers.

A significant risk to the recovery that was of
increasing concern in late March 2002, involves a
reemergence of inflation. There are two possible
sources. First, disruptive events in the Middle
East could cause skittish oil markets to send pric-
es higher. The price of Brent crude oil shot up by
over 15% in about a week to $22.85 by 7 March
2002. If prices continue to rise, major oil import-

11 For a fuller discussion of the current account imbalance, see IMF,
2001, United States: Selected Issues, Country Report 01/149,
August.
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ers such as Korea could be adversely affected by
rising inflation and shrinking current account
surpluses.

Second, the lagged effects of large doses of
macroeconomic stimulus—combined with
aggressive inventory corrections and massive lay-
offs—could create conditions of rapid demand
growth in which bottlenecks occur, fueling infla-
tionary conditions that lead to premature tight-
ening by monetary authorities.

Domestic Risks

Because the outlook for external demand recov-
ery remains relatively moderate, achieving and
sustaining higher rates of poverty-reducing eco-
nomic growth over the medium term rests, more
than ever, on the strength and character of do-
mestic demand expansion. DMCs, particularly
those in East Asia and Southeast Asia (which
have historically encouraged high savings rates

and favored investment in export industries) are
increasingly recognizing the critical contribution
that a vibrant domestic market can make to a sta-
ble and balanced growth path in which all of the
major sectors of the economy experience dyna-
mic progress.

Thus, a significant risk on the domestic front
for many DMCs is that they may fail to take the
opportunity to use stronger growth performance
over the next 2 years to move aggressively on
structural reform. Renewed focus on domestic
demand policies, including progress on corporate
and financial restructuring, as well as competi-
tion policy and labor market reform, could pro-
vide the impetus for continued high rates of
long-run growth. With slow progress on reform,
DMCs risk a prolonged period of low growth be-
cause of increased global competition in tradi-
tional export markets and the likelihood of
reduced import growth in industrial countries
over the medium term.
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PEOPLE’S REPUBLIC OF CHINA

MACROECONOMIC ASSESSMENT

In spite of the global economic slowdown, the People’s Republic

of China maintained its robust economic expansion in 2001,

though some signs of slowing appeared in the second half of

the year, due partly to a sharp deceleration in growth of external

trade. Driven by domestic demand and supported by World

Trade Organization accession, the macroeconomic outlook for

2002–2003 is bright.

T he People’s Republic of China
(PRC) remained one of the
best-performing economies in
the Asia and Pacific region in

2001, with GDP expanding at a rate of
7.3%. However, there were clear signs of
deceleration in the second half of the
year, with GDP growth slowing from a
quarterly rate of 8.1% to 6.6% between
the first and fourth quarters.

The industry sector posted a gain of
8.7%, led by the robust performance of
foreign-invested enterprises. Their value
added rose by 11.9% in the year, com-
pared with 8.1% for state-owned enter-
prises (SOEs). The services sector grew
by 7.4%, supported mainly by high
growth in transport and telecommuni-
cations. Suffering from a severe drought
and a decrease in the planted area, the
agriculture sector grew by 2.8% in 2001.
Grain output declined by about 2.1%,
following a 9.1% drop in 2000.

Investment rose strongly by 12.1%,
pushed by fiscal stimulus measures and
accelerated foreign direct investment
(FDI) inf lows. However, momentum
declined after August 2001, in which

month investment had surged to 21%
year on year, slowing to only 9.4% in
November. One characteristic of invest-
ment during the year was a sharp rise in
flows to the western region where eco-
nomic development has lagged far be-
hind that in the eastern and central
regions: investment growth there was
5.1 percentage points higher than in the
rest of the country. In contrast to high

growth in public sector investment, that
in the private sector stayed weak, partly
because of a shortage of loanable funds
available to the sector from the banking
system and partly because of a generally
cautious attitude toward lending to the
private sector, especially to small and
medium enterprises (SMEs).

Due to increasing incomes, retail
sales strengthened by 10.1% in 2001, a
slightly higher rate than in 2000 (Figure
2.1). Purchasing power stayed largely in
the hands of urban residents, as the
Government increased salaries for civil
servants and pensions for government
retirees twice during 2001. A large in-
crease in automobile credit and housing
mortgage lending also stimulated do-
mestic consumption demand. Although
rural income and consumption rose
more rapidly in 2001 than in 2000, the
rates of growth still trailed those in
urban areas.
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Inf lation rose slightly in 2001, partly be-
cause of an upward adjustment in government-
controlled prices of utilities and services. The
consumer price index edged up by 0.7%, com-
pared with 0.4% in 2000. However, some defla-
tionary pressure built up as economic growth
slowed in the latter part of the year, and prices
fell slightly.

The official estimate of urban unemploy-
ment in 2001 was 3.6%, putting it slightly higher
than in 2000. However, this does not cover
workers who were laid off as part of SOE restruc-
turing and who have not found new jobs. The
reemployment rate of these workers, which has
been declining in the past 3 years, is an impor-
tant determinant of real urban unemployment.

The PRC has significantly reduced rural
poverty over the past few years. Sustained, rapid
economic growth and targeted poverty interven-
tions brought the number of absolute rural poor
in terms of the official poverty line down from 80
million in 1994 to below 30 million, or about 3%
of the rural population, in 2001. However, the of-
ficial poverty line was set in the mid-1980s and is
substantially lower than the international stan-
dard of a dollar a day. About 213 million people,
or 23% of the rural population, still live below
that level.

During 2001, fiscal revenues increased by
22.2%, 5.2 percentage points more than in 2000.
Fiscal expenditures grew by 18.6%, somewhat
less steeply than in 2000. As a result, the fiscal
deficit slightly declined to around 2.6% of GDP.
However, these official figures give only a partial

picture. If the Government’s social security obli-
gations and the costs associated with the nonper-
forming loans (NPLs) of the state-owned
commercial banks (SOCBs) were included, the
fiscal deficit would be significantly higher.

Monetary policy remained accommodative
to stimulate domestic demand. Broad money
(M2) increased by 14.4% in 2001, 2.1 percentage
points higher than in 2000. However, M1 growth
dropped in the second half of the year, reflecting
slower economic activity. Interest rates remained
unchanged in 2001, despite declining rates in
many other economies in the region and in in-
dustrial countries. The asset market fluctuated
sharply. Ref lecting stronger domestic demand
and a better economic outlook, the Shanghai and
Shenzhen stock exchange indexes rose by 7% in
the first half of the year. In February 2001, the
B-share market, which used to be restricted to
foreign investors, was opened to domestic inves-
tors with foreign currency. As a result, the
B-share indexes on these two exchanges soared
by about 200% in the first half of 2001, closing
the price gap with the A-share market, which is
open only to domestic investors. However, both
markets experienced a sharp downturn in the
second half of the year, triggered by plans to re-
duce state-owned shareholdings through increas-
ing the volume of share offerings, restricting
banks from injecting funds into the stock market,
and punishing a number of listed companies for
misconduct. Between June and December 2001,
the A- and B-share indexes dropped by about
26% and 20%, respectively.

TABLE 2.1 Major Economic Indicators, People’s Republic of China, 1999-2003 (%)

Item 1999 2000 2001 2002 2003

GDP growth 7.1 8.0 7.3 7.0 7.4
Gross domestic investment/GDP 37.4 36.1 36.3 36.1 36.4
Gross domestic savings/GDP 39.4 38.9 38.1 37.9 37.6
Inflation rate (consumer price index) -1.4 0.4 0.7 1.0 1.5
Money supply (M2) growth 14.7 12.3 14.4 13.0 14.0
Fiscal balancea/GDP -2.9 -2.8 -2.6 -3.0 -2.8
Merchandise export growth 6.1 27.9 6.8 6.0 10.0
Merchandise import growth 15.8 35.4 8.2 10.0 14.0
Current account balance/GDP 1.6 1.9 1.7 1.0 0.4

a Central and local government.
Sources: National Bureau of Statistics; International Monetary Fund; staff estimates.
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With the global economic slowdown, export
growth decelerated sharply to only 6.8% from
27.9% in 2000. This was the result of lower im-
port demand from the major trading partners—
United States (US); European Union (EU); Japan;
and Hong Kong, China. From 2000 to 2001, the
growth rates of exports to these economies
dropped from 24.2%, 26.4%, 28.6%, and 20.7% to
4.2%, 7.1%, 7.9%, and 4.6%, respectively. Import
growth also slowed sharply, to 8.2% from 35.4%
in 2000, largely reflecting a decline in demand
for intermediate inputs by exporters. The current
account surplus in 2001 dipped to $19.6 billion.

Robust economic growth and accession to
the World Trade Organization (WTO) have made
the PRC more attractive to foreign investors, and
FDI regained its growth momentum in early
2001. Actual FDI inflows rose by 14.9% after
0.9% growth in 2000. Foreign exchange reserves
stood at $212 billion at end-2001, or $43 billion
higher than 12 months previously, and equivalent
to about 11 months of imports of goods. The debt
service ratio was 10%.

POLICY DEVELOPMENTS

To contain the effects of the Asian financial crisis,
three fiscal stimulus packages were implemented
in 1998, 1999, and 2000 (Y100 billion or 1.3% of
GDP, Y110 billion or 1.3% of GDP, and Y150 bil-
lion or 1.7% of GDP, respectively). Such invest-
ment contributed to the construction of key
infrastructure projects, including a rural power
network, flood protection structures along major
rivers and lakes, environment protection projects,
and infrastructure in the western region. Expan-
sionary fiscal policy continued in 2001: Y150 bil-
lion in government bonds were issued and a large
proportion of the proceeds were targeted to sup-
port western region development.

While expansionary fiscal policy has contrib-
uted significantly to robust economic growth in
recent years, the effectiveness of this kind of fis-
cal stimulus is probably declining. Furthermore,
since a large volume of counterpart funds from
commercial and policy banks were needed to
match state investment, there has been some
crowding out of other private sector investments.
However, at the end of 2001, the Government
announced that the expansionary fiscal policy
would be continued into 2002 as growth in the
world economy was expected to be slow.

On the monetary front, the Government
focused attention on the performance of the fi-

nance sector. During the financial crisis, it inten-
sified financial risk control, helping reduce the
NPL ratio of all the commercial banks by 3.8% in
2001. To improve the quality of lending, the ca-
reer path of bank staff was often tied closely to
the quality of loans processed. As a result, com-
mercial banks, particularly the four SOCBs
(which still account for 71.8% of outstanding
loans), tended to be very careful in making loans,
particularly to SMEs in the private sector. It is
the private sector though, consisting mainly of
SMEs, that is very dynamic and has been grow-
ing quickly in recent years. The SMEs also pro-
vide the bulk of new employment opportunities.
However, their development is seriously hindered
by this lack of adequate financing. To encourage
the commercial banks to lend to SMEs, more
than 200 SME guarantee funds were established
by local governments to enhance the credit of
SMEs. The central bank also encouraged the
commercial banks to increase their lending to
SMEs.

More widely, there is a need both to improve
the policy environment for supporting the pri-
vate sector in general and SMEs in particular,
and to strengthen the regulatory system (Box
2.1).

To minimize the adverse impact of the slow-
down in the global economy, the Government
adopted several measures in 2001 to encourage
exports, such as speeding up export-tax refunds
and customs procedures, and granting permis-
sion to private companies to engage in external
trade.

In May 2001, the PRC adopted its new
10-year poverty strategy (2000–2010). In it, the
Government designated 592 key counties for
poverty reduction development work. The selec-
tion was based on income, social, geographic, and
physical conditions. Priority was given to remote
and mountainous areas and minority areas. Poor
villages in non-key counties are also eligible for
national poverty funding. The Government has
placed a strategic priority on promoting develop-
ment in the western region since 1999.

The PRC became a member of WTO at the
end of 2001, and membership involves significant
opportunities as well as challenges for the econo-
my. Over the long term, PRC’s accession and its
commitments to cut tariffs, liberalize trade and
investment, and open up domestic sectors to
foreign participation should lead to significant
efficiency gains. Hundreds of laws and regula-
tions have to be revised to make them consistent
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with WTO rules. All these changes will set a foun-
dation for the country to be fully integrated into
the world economy. By forcing the economy to re-
allocate resources in line with its comparative ad-
vantage (from capital- to labor-intensive sectors),
membership should also generate more employ-
ment for a given rate of growth of the economy. It
should further improve the country’s export
prospects. Many studies estimate that the econo-
my’s long-term gain from WTO membership will
be equivalent to about 1–2% of GDP per year.

However, these positive effects will take time
to make themselves felt. In the meantime, the
Government’s WTO commitments could pose
adjustment challenges, especially in protected
sectors such as agriculture, automobiles, banking,
insurance, and telecommunications. To face
these challenges, the Government needs to speed
up economic reforms and create a more pro-

business environment, including increasing the
transparency of regulations, streamlining admin-
istrative procedures, and improving legal and ac-
counting practices.

OUTLOOK FOR 2002–2003

Driven largely by domestic factors and supported
by WTO accession, the PRC economy should
continue to grow robustly over the next 2 years.
Economic growth is forecast at 7% in 2002 and
7.4% in 2003, led by strong domestic consump-
tion and investment. The industry and services
sectors should grow by 7–9%, and the agriculture
sector by 2–3%.

Domestic consumption and investment will
remain strong in 2002–2003 with a growth rate of
about 9–10%. Increased domestic consumption
and continued solid economic growth will exert

n the next few years, the PRC needs
to create 8 million–10 million jobs
annually for new labor market

BOX 2.1 A Dynamic Engine for the Economy of the People’s Republic of China

I
entrants and to find jobs for the more
than 5 million workers who have been
made redundant by SOE reform and
not yet reemployed. A dynamic private
sector is needed to serve as the engine
for economic growth and employment
generation. Official statistics show that
the domestic private sector, consisting
of formally registered private firms and
small individual businesses, accounts
for 13% of GDP.

However, if shareholding
companies, foreign firms, private
township and village enterprises, and
private agricultural entities are
included, the private sector generates
more than 60% of GDP.

More than half the 200 million
urban workers are self-employed, or
are employed by private firms,
privatized collective enterprises, foreign
firms, or joint ventures. Private
enterprises are also dominant in high-
growth sectors, including services and
the high-tech sector. Most private
enterprises are SMEs, of which
8 million are in industry. An increasing
number of state-owned SMEs are in
the process of being privatized.

The Government has taken some
steps to stimulate private sector
development. In 1999, the National
People’s Congress amended the
Constitution to recognize the private
sector. A law on sole proprietorship,
which became effective at the
beginning of 2000, was the first law
governing private investment in the
PRC and protects the interests of
investors and creditors. In 2000, the
Government eased the registration
rules for private businesses, and
lowered their minimum capital
requirement to one yuan ($0.12), doing
away with the need to provide bank
certificates and obtain bureaucratic
approval. The Ministry of Foreign Trade
and Economic Cooperation also issued
import and export permits to 450
private companies, allowing them to
conduct external trade. The scope of
these permits has since been extended
to all private firms with a certain scale
of operation. Such trade was previously
limited to government-approved
medium and large SOEs. The China
Securities Regulatory Commission
recently announced that all qualified
firms, including private firms and joint
ventures, would be allowed to list on
the A- or B-share market. This measure

provides an opportunity for foreign
joint ventures to access the domestic
capital market and will improve the
quality of listed companies on the
domestic stock market. The
Commission has also focused on
promoting transparency, disclosure,
and corporate governance, including
the use of foreign auditors. These
increasingly strict regulations and
enforcement mechanisms should help
in the sound development of the stock
market in the long run.

While the PRC is making progress
in these areas, more improvements are
needed to develop the enabling
framework for the private sector,
including market entry, finance, land-
use rights, and enforcement of private
property rights. Private firms are still
prohibited from operating in a number
of sectors, while the legal environment
affects private sector development.
Enforcement of the rule of law,
particularly of laws needed to resolve
commercial conflicts, as well as legal
recourse, is more difficult for private
enterprises than for SOEs. Nevertheless,
over the longer term, WTO accession is
likely to help the economy build a
rules-based system to facilitate the
development of the private sector.
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some upward pressure on prices. However, infla-
tion should be moderate at 1–1.5% due to signif-
icant excess capacity in many industry
subsectors, large unutilized supply potential of
the agriculture sector, and cheap imports after
WTO-related tariff liberalization.

The fiscal deficit will remain at around
2.8–3% of GDP in 2002–2003. Considerable
public resources will be needed to reduce the
NPLs of the SOCBs and to implement social
security reforms. Substantial funding will also be
needed to develop the western region, address
poverty, and tackle environment and human
resources development problems. Monetary poli-
cy is likely to remain accommodative. Money sup-
ply (M2) should continue growing by 13–14% in
2002–2003. In an attempt to stimulate the econo-
my, the central bank reduced the interest rate for
savings by 25 basis points and for lending by
50 basis points in early 2002.

Assuming that the global economy begins to
recover in 2002 and gathers further momentum

in 2003, exports are forecast to grow at the rate of
6% and 10%, respectively. With WTO accession,
imports will continue to grow faster than exports,
and the trade and current account surpluses will
gradually decline. However, the decline in the
current account surplus will be partly offset by
foreign investment inflows as the Government
further opens up the economy to fulfill WTO
commitments. It is expected that the economy
will post a current account surplus of $12.6 bil-
lion, or 1% of GDP, in 2002, which will likely fall
to about $5 billion, or 0.4% of GDP, in 2003. The
official foreign exchange reserves will be close to
$230 billion by 2003, while the debt service ratio
should fall to below 10%.

The external risks facing the PRC relate
mainly to the prospects for global economic re-
covery, the speed and depth of which remain un-
cer tain. If the improvement in external
conditions is much less pronounced than expect-
ed, the Government may further strengthen its
expansionary fiscal and monetary policies.
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HONG KONG, CHINA

MACROECONOMIC ASSESSMENT

Hit by the slowdown in industrial countries, GDP growth

collapsed to 0.1% in 2001. Assuming a modest recovery in the

US and in other key trading partners, the economy is forecast to

gradually strengthen over 2002. The effects of globalization and

of accelerating integration with the mainland will require the

economy to make changes in its institutional and production

structures if it is to remain competitive in the long term.

The economy of Hong Kong,
China suffered a sharp slow-
down in 2001, with GDP
growth decelerating to a virtu-

ally stagnant 0.1% from 10.5% in 2000.
The major contributing factors were a
drop in exports and a weakening of con-
sumer and business sentiment, stem-
ming from the diff icult economic
environment worldwide (Figure 2.2).

Domestic demand growth slumped
to 0.2% in 2001 from 10% in 2000. Ex-
pansion in private consumption fell to
2% from 5.4% over this period, reflect-
ing consumer sentiment that was under-
mined by a drop in asset prices and
rising uncertainty over employment.
Given the bleak business outlook, gross
fixed capital formation averaged a 2.1%
increase, compared with a 9.8% rise in
2000. Slower growth in capital expendi-
ture was mainly due to a sharp slow-
down in the growth of spending on new
machinery and equipment in 2001 as
corporations cut their investment in
information and communications tech-
nology upgrades. Expenditure on build-
ing and construction declined further

by 2.5%, the fourth year of contraction.
Private sector developers remained cau-
tious in view of the overhang of supply in
the residential property market while
residential public sector projects were
also scaled back. With the weakening
demand in the economy, inventories
underwent a modest depletion in 2001
after a substantial buildup in 2000.

Labor market conditions deterio-
rated during the year. The seasonally
adjusted unemployment rate, having
trended downward from a peak of 6.4%
at the beginning of 1999 to 4.4% in the
fourth quarter of 2000, edged up to
6.1% by the fourth quarter of 2001. The
rise was attributed to increased corpo-
rate downsizing and layoffs in the con-
text of slowing aggregate demand and
the skills mismatch caused by ongoing
economic restructuring.

Partly as a result of a sustained fall
in import prices, a depreciation of re-
gional currencies against the US dollar,
and a benign external inflationary envi-
ronment, def lation took hold, as the
consumer price index fell by 1.6% in
2001. Fierce retail price competition
and a weak property market that result-
ed in falling property rentals also put
downward pressure on prices.
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Under the currency link to the US dollar, the
Hong Kong dollar strengthened against most
regional currencies in 2001. Money market inter-
est rates fell, due to aggressive monetary easing
by the US Federal Reserve and to excess liquidity
in the domestic market. Notwithstanding the
economic slowdown and difficult operating envi-
ronment, the profitability of the retail banks (lo-
cally incorporated banks plus a number of the
larger foreign banks which operate a branch net-
work and which are active in retail banking) held
up well, recording only a moderate decline. With
low interest rates making debt servicing more af-
fordable, the overall asset quality of the retail
banks continued to improve. Preliminary figures
indicate that the consolidated capital adequacy
ratio of locally incorporated authorized institu-
tions remained strong at 16.8% at end-2001.

The Hang Seng Index fell in 2001, on con-
cern about the global economic outlook as the
external environment deteriorated. Share prices
plummeted to a near 3-year low of 8,934 in the
wake of the September 11th events in the US, but
recovered to over 10,000 in October, as anxieties
surrounding the likelihood of future attacks sub-
sided. Mirroring the strength of the US stock
markets, the Index subsequently rose, to 11,397
at end-December, though this was still 24.5%
below the level of a year earlier.

Amid the deterioration of global growth,
total exports of goods and services dropped by
2.1%, reversing a 16.7% surge in 2000. Merchan-
dise exports contracted by 3% from 17.1% expan-

sion in 2000. Within this total, domestic exports
tumbled by 11%, in contrast to a 7.5% rise in the
previous year, and reexports registered a 2%
decrease, after soaring by 18.5% a year earlier.
Domestic exports of electronic components
registered a marked fall, while reexports of con-
sumer goods, raw materials, and semimanufac-
tures also slumped. The growth in services
exports moderated to 3.5% from 14.1% in 2000,
largely on account of a fall in tourist arrivals and a
deterioration of regional demand for trade-relat-
ed and other business services. Total imports of
goods and services likewise fell, by 2.2% from a
robust 16.7% growth in 2000, in tandem with
slower reexports and a worsening of domestic de-
mand. The combined visible and invisible trade
surplus, nevertheless, widened slightly by $0.8
billion to $8.6 billion in 2001, as the fall in im-
ports outpaced the decrease in exports.

POLICY DEVELOPMENTS

The volatility of Hong Kong, China’s fiscal reve-
nues and the faster growth of recurrent fiscal
expenditures over recurrent revenues in the past
decade have raised concerns about the tax sys-
tem. The authorities have been running operat-
ing deficits since fiscal year (FY) 1998/99 (1 April
1998–31 March 1999). On the revenue side, while
a significant amount of total revenue is derived
from nontax sources, the tax base is narrow, with
nearly 93% of income tax coming from 15.6% of
the employed workforce and 60% of profit tax

TABLE 2.2 Major Economic Indicators, Hong Kong, China, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growth 3.0 10.5 0.1 2.1 4.8
Gross domestic investment/GDP 25.0 27.6 25.8 28.0 27.7
Gross domestic savings/GDP 30.4 32.3 31.1 34.9 34.7
Inflation rate (consumer price index) -4.0 -3.8 -1.6 -0.8 0.6
Central government budget/GDP 0.8 -0.6 -5.2 -3.5 -3.0
Money supply (M2) growth 8.1 8.8 -2.9 4.0 5.3
Merchandise export growtha 3.7 17.1 -3.0 2.5 7.5
Merchandise import growtha 0.1 18.1 -2.4 2.8 8.5
Services export growtha 5.7 14.1 3.5 4.0 13.0
Services import growtha -3.0 2.1 0.1 2.2 8.0

a Based on GDP series, in real Hong Kong dollars.

Sources: Census and Statistics Department, 2002, available: www.info.gov.hk; Hong Kong Monetary Authority;
staff estimates.
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from 1% of the registered corporations. In addi-
tion, revenues have fallen, reflecting the slump in
the property market. On the expenditure side,
the growth in government spending has ex-
ceeded revenues at an average rate of 8% a year
since 1998. Moreover, social expenditures,
including social welfare, health, and education,
are expected to grow over time, in response to an
aging population and the need to upgrade
human capital.

 Against this background, in 1999 the author-
ities enacted the Civil Service Reform to enhance
the efficiency and cost-effectiveness of the civil
service. In 2001, a 3-year Training and De-
velopment Program was introduced, to upgrade
staff capabilities in providing an effective service.
Two reviews by the Task Force on Review of
Public Finances and the Advisory Committee on
New Broad-Based Taxes were conducted. The
Task Force assessed the nature of the operating
deficit and concluded that the public finances
were confronted with structural problems. The
Advisory Committee suggested that a goods and
services tax be adopted over the longer term to
broaden the tax base. To address the issues, the
2002 budget sets out a 5-year plan to restore the
operating and consolidated accounts to balance
and reduce public expenditures as a proportion
of GDP to 20% or below by 2006. While the bud-
get will be countercyclical, expansion in govern-
ment expenditures over the medium term will be
below GDP growth. In light of the economic
slowdown, the authorities are unlikely to intro-
duce any new taxes but will need to make good
any shortfall by raising additional revenues or
reducing expenditures in the medium term to
sustain healthy public finances.

Against the backdrop of a worsening econo-
mic outlook, the authorities, in the Chief Execu-
tive’s October policy address, proposed HK$15
billion-worth of measures to relieve economic
difficulties faced by the community. Enhancing
human resources to support the transition to a
full-f ledged knowledge-based economy is at the
top of the policy agenda. Aimed at improving la-
bor flexibility and upgrading the labor skills re-
quired for technological development and
application, reforms of basic and tertiary educa-
tion will be continued. The measures include up-
dating the school curriculum, strengthening the
preservice training and professional develop-
ment of teachers, and increasing the allocation of
secondary school places to improve accessibility
of educational resources. The authorities are

pushing ahead with large-scale infrastructure
projects, including both roads and railways link-
ing with the Pearl River Delta, to enhance the
transport network and economic cooperation
between Hong Kong, China and neighboring
provinces in the PRC.

Measures to improve the business environ-
ment were also emphasized in the policy address,
involving financial assistance to SMEs and
investing in the construction of a new exhibition
center. Finally, the policy address emphasized
both reinforcing the comparative advantage in
tourism and in transport and logistics, and tap-
ping the opportunities brought about by the new
knowledge-based economy and economic
growth in the PRC.

OUTLOOK FOR 2002–2003

GDP is projected to grow by 2.1% in 2002. A
moderate economic recovery by the second half
of the year is forecast, following an anticipated
gradual firming in external demand and some
stabilization in domestic sentiment. Exports are
expected to pick up, particularly in the second
half of the year, as the world economy strength-
ens further. Imports are expected to grow at a
modest rate in 2002. Private consumption will
probably remain lackluster, dragged down by
high unemployment rates and the uncertain out-
look for the property market. Machinery and
equipment investment by the private sector will
stabilize and begin to improve in late 2002, along
with the gradual upward trend of exports. The
trade-related services sector is expected to regis-
ter growth again in 2002, reflecting the recovery
in exports, while the banking sector will continue
to be weighed down by the supply overhang in
real estate.

Over the near term, the economy will con-
tinue to suffer the restructuring pains of inten-
sifying integration with lower-cost production
centers in the PRC. While economic growth is
expected to pick up in the second half of the year,
structural unemployment will likely remain
high as displacement of employees in traditional
manufacturing and low-end services continues.
Unemployment, coupled with subdued consum-
er sentiment and ongoing supply and demand
integration with the Pearl River Delta, will exert a
downward pressure on prices, maintaining defla-
tion for yet another year in 2002. As global eco-
nomic growth gathers momentum, the economy
is forecast to strengthen by 4.8% in 2003.
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REPUBLIC OF KOREA

MACROECONOMIC ASSESSMENT

The Republic of Korea performed better than most economies in

the region in 2001. This was largely due to the resilience of

domestic demand, which arose from significant progress in

restructuring the corporate and finance sectors after the Asian

financial crisis. More diversified exports also contributed to

relatively sustained growth. Strong domestic and external

demand  is expected to continue over 2002–2003.

T he Republic of Korea (Korea),
although hit hard by the global
economic downturn in terms of
a large deceleration in export

growth, did not experience as severe a
shock as economies that are heavily de-
pendent on exports of information and
communications technology (ICT) prod-
ucts. This was because Korea has a more
diversified industrial base and because
its domestic market, though having sig-
nificant linkages to the export sector, did
not suffer as big a drop in private con-
sumption. As a result, GDP growth de-
celerated to 3% in 2001 from 9.3% in the
previous year (Figure 2.3). This modest
expansion was driven mainly by private
consumption, in contrast to the broad-
based domestic and external demand ex-
pansion in 2000. Gross fixed capital
formation increased in 2000 by 11.4% but
declined in 2001 by 1.7%. Because of the
weak earnings outlook in the ICT sector,
and sluggish private spending, companies
had little incentive to invest in new plant
and equipment in 2001. Export growth
began to slow in the first quarter of 2000
and continued decelerating through the

middle of 2001, bottoming out in the
fourth quarter of the year.

Consumption increased in 2001
by 3.7%, a much lower rate than in 2000.
This helped support the labor market,
and unemployment fell by December
2001 to a seasonally adjusted rate of 3.3%.

One reason for the relative strength
of consumption in 2001 was the fact that

the corporate sector had, after the finan-
cial crisis, generally engaged in significant
cost cutting as part of the restructuring
process. As a result, firms were not forced
to make large-scale layoffs during this
downturn. Also, negative wealth effects
were weaker due to the solid performance
of the stock market (albeit artificially sup-
ported by the Government to a degree).
In addition, a high level of liquidity in the
financial system, along with low loan
demand from the corporate sector, led to
increased credit availability for consum-
ers in the fourth quarter, part of which
was used for buying houses and other real
estate. Furthermore, a drop in the sav-
ings ratio after 1998, combined with a ris-
ing debt-to-asset ratio among households,
suggests that the propensity to consume
may have risen. These factors may par-
tially explain the pickup in retail sales to-
ward the end of 2001.
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On the supply side, manufacturing growth
decelerated sharply as a result of weaker orders
for ICT products, which account for roughly half
the exports of goods and services. As a result, in-
dustrial production growth slowed in the first half
of 2001. In the second half of the year, external
demand led to stronger growth in the automotive
sector, helping offset some of the weakness in de-
mand for ICT products. With a substantial deple-
tion of inventories over much of the year and some
improvement in domestic demand conditions, in-
dustrial production showed an upturn in the sec-
ond half of 2001. Growth in the construction
sector returned, to around 3.5%, from a 3.7% con-
traction in 2000. This was due to public spending
on ports and roads as well as an upswing in resi-
dential building construction. Growth in the
services sector remained resilient in 2001,
although it was slower than in 2000, due to fairly
brisk demand for recreational activities, hotel and
restaurant services, communications services, and
increased trade in construction materials.

Due to a large surplus in the National Pen-
sion Fund, the government surplus rose to 1.3%
of GDP in 2001. A supplementary budget worth
W1.5 trillion was introduced in June, mainly to
provide local government subsidies and to improve
education facilities. The Government also direct-
ed state pension funds worth W2 trillion toward
share purchases in the aftermath of the Septem-
ber 11th events. This was done to support equity
markets specifically and the economy generally.
In November, it announced a reduction of sales
taxes on a wide array of luxury goods to boost
consumption. With regard to monetary policy, the

Bank of Korea had to balance the risks of lower-
ing interest rates to stimulate the economy versus
the prospect of sparking inflation through a more
accommodative policy stance. Inflation picked up
in 2001 due to an escalation in services charges in
the form of housing rents. To stimulate economic
activity, and recognizing that interest rates were
lowered throughout the year in industrial coun-
tries, the Bank of Korea cut     policy interest rates
by 125 basis points in 2001. Real short-term
interest rates dropped close to zero. Monetary
aggregates rose strongly, as did other indicators,
such as the ratio of consumer lending to total bank
assets (which underpinned consumer spending)
in the second half of the year.

On the external front, ICT exports slumped
in 2001, after double-digit expansion in 2000, due
to the contraction in the ICT sector worldwide.
This caused overall merchandise exports to fall by
14%, compared with 21.2% growth in 2000.
Imports also contracted, by 13.3%, due to softer
demand for oil, capital goods, and intermediate
materials. As a result, the merchandise trade
surplus declined to $13.4 billion in 2001. This com-
bined with worsening deficits in travel and other
areas of the services sector to narrow the current
account surplus to $8.6 billion. The external debt
position improved due to the early repayment of
an IMF program loan and to a buyout by domes-
tic creditors of Daewoo Motor’s $55 billion debt
from foreign creditors at a 60% discount. As a re-
sult, official reserves increased to over $100 bil-
lion at the end of the year from $96 billion at the
end of 2000. The debt service ratio was around
14.1%.

TABLE 2.3 Major Economic Indicators, Republic of Korea, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growth 10.9 9.3 3.0 4.8 6.0
Gross domestic investment/GDP 26.7 28.2 26.7 29.0 30.7
Gross domestic savings/GDP 33.5 32.6 30.1 30.5 31.0
Inflation rate (consumer price index) 0.8 2.3 4.1 3.5 4.0
Money supply (M2) growth 27.4 25.4 13.2 20.0 25.0
Fiscal balance/GDP -2.7 1.1 1.3 1.5 1.6
Merchandise export growth 9.9 21.2 -14.0 7.0 10.0
Merchandise import growth 29.1 36.2 -13.3 12.0 14.0
Current account balance/GDP 5.8 2.7 2.0 1.9 0.7

Sources: Bank of Korea, available: www.bok.or.kr; National Statistics Office, available: www.nso.go.kr; Asian
Development Bank Statistical Database System; staff estimates.
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POLICY DEVELOPMENTS

The Government’s traditional focus on support-
ing exports and investment may shift toward con-
sumption in the medium term. Manufacturing is
now highly export oriented as well as cyclical in
nature, and most investment is concentrated in
this subsector. As a result, the past decade has been
marked by increased volatility in both the finance
and real sectors.

In response, and for the first time, the Gov-
ernment has begun to utilize tax policy to stabi-
lize consumption. Less dependence on export
industries and on investment in plant and equip-
ment will have an impact not only on the compo-
sition of GDP but also on the volatility of the
equity market. Since the early 1990s, there has
been a significant increase in listings of capital-
intensive companies with an export orientation,
and these companies tend to be cyclically volatile.
A move toward domestic demand would help re-
duce this volatility and indeed, the tax cuts in 2001
could be the first steps in implementing such a
longer-term policy of diversifying the economy into
domestic demand-related activities.

Korea’s high savings ratio is partially ground-
ed in the country’s inadequate social welfare and
pension systems, although benefits and national
pension coverage have increased since early 1998.
A corporate pension scheme may be introduced
soon, possibly resulting in some of these savings
being used for consumption. In addition, the
Government may make more funds available to
shore up the National Pension Fund, which is ex-
pected to face insolvency issues within the next 2
decades due to large benefit payouts resulting
from changing demographic profiles. One propos-
al to address this concern is limiting the Fund’s
benefits at current levels or reducing them and
introducing corporate pensions to cover some of
the living costs of retirees. Since 2002 is an elec-
tion year, any government impetus in this direc-
tion will likely be seen only in 2003.

OUTLOOK FOR 2002–2003

On a quarter-on-quarter seasonally adjusted ba-
sis, private consumption and gross fixed capital
formation seem to have bottomed out in the fourth

quarter of 2001. Private consumption growth is
expected to be stronger in 2002–2003 since liquid-
ity conditions are forecast to remain favorable,
consumer and business sentiment should improve,
and tax cuts will have multiplier effects on con-
sumption and income. Fixed investment is expect-
ed to improve moderately. Given that a significant
inventory correction took place in 2001, inventory
investment is likely to gain momentum in the first
half of 2002 and continue to do so for the rest of
the year.

On the supply side, industrial production rose
strongly in the second half of 2001, and, under
the influence of restocking and improving domes-
tic demand conditions, it should continue its re-
covery in 2002–2003. Furthermore, Korea is well
placed to benefit from a recovery in the world
economy since it has a diversified economy, a
sound structural base (after significant postcrisis
restructuring), and a low level of nonperforming
loans. These factors suggest that economic growth
will accelerate in the next 2 years.

There are, however, two concerns. The first
is whether domestic demand will remain resilient,
given the uncertainty of the timing of a strong
recovery in export growth, as well as the absence
both of strong social welfare and pension systems
and of other automatic stabilizers. The second is
how rapidly the global economy will recover and
how this will impact on the demand for Korean
exports. On the first point, the shift in emphasis
toward an expansionary fiscal policy that began in
2001 is likely to continue, although at a somewhat
subdued pace, and this should help support con-
sumption demand. On the second, since Korean
exports and US imports of ICT products are
closely correlated and since US new ICT orders
appear to have stopped declining in the fourth
quarter of 2001, prospects are for a gradually
strengthening rebound in ICT exports in 2002.
On this basis, GDP growth is forecast at 4.8% in
2002 and 6% in 2003. Inflation should remain at
about 4%. As economic activity improves, the cur-
rent account surplus will rise slightly to about
$8.8 billion in 2002 but fall to about $4 billion in
2003. As GDP growth picks up in 2002–2003 and
as government revenues rise with an expanding
tax base, the fiscal surplus is projected to increase
to 1.5% and 1.6% of GDP, respectively.
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MONGOLIA

MACROECONOMIC ASSESSMENT

Despite growing inflationary pressure, Mongolia has achieved

some macroeconomic stability. This contributed to a positive

environment for stronger private sector-led growth, particularly

in the services and industry sectors, which offset the impact of a

severe contraction in agricultural output due to a harsh winter.

Future economic growth will depend on how quickly the

economy can diversify so as to reduce its vulnerability to external

shocks. Until then, growth will remain below potential.

In 2001, the economy continued to
be affected by exogenous factors,
mainly severe natural shocks and
declining exports, which kept its per-

formance below potential. As a result,
GDP grew at a moderate 1.5%. This
growth was due primarily to the expan-
sion of the industry sector that helped
cushion a sharp drop in agricultural out-
put. The losses in the livestock sector in
2001, still reeling from the ill effects of
two successive harsh winters (dzud) and
the outbreak of foot-and-mouth disease,
were estimated at 10% of the country’s
total herd, or about 4 million animals. As
a result, agricultural output, which still
accounts for about 30% of GDP, posted
an alarming 16% decline. The industry
sector grew by 11.8%, driven by its main
components, namely mining and manu-
facturing, which grew by 10% and 23%,
respectively. The services sector, account-
ing for about half of GDP, registered
9.2% growth due to the buoyant out-
come of the wholesale and retail trade,
financial services, and transport and
communications. While domestic invest-

ment reached 28% of GDP, savings re-
mained low at 18%, and this gap con-
tributed to the current account deficit
and the external debt.

Growing unemployment, with only
a poor social safety net, remains the
Government’s main concern and a pri-
mary cause of poverty. The extreme se-
verity of the last two winters revealed
the vulnerability of the rural economy

and accelerated the migration of people
seeking better access to social services
and employment opportunities from
remote to urban areas, particularly to
Ulaanbaatar. Strong growth in the non-
agriculture sectors has resulted in urban
employment recovery. However, national
unemployment, as measured by interna-
tional standards, stood at 17% in 2000;
60% of the unemployed were under 35
years of age. To enhance the pro-poor
orientation of wage policies, the Govern-
ment announced a 6.1% increase in
public sector wages and pensions on
1  October and raised the minimum
monthly wage from MNT18,000 ($16) to
MNT25,750 ($23).

Mongolia achieved some progress in
restoring macroeconomic stability by
reducing the budget deficit from 6.8%
of GDP in 2000 to 5.1% in 2001. The
key macroeconomic assumptions under-
lying the initial 2001 budget changed
significantly as the impact of the second
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dzud was harsher than expected, leading to
amendments to the budget in June 2001. The en-
hanced revenue collections generated from an in-
troduction of temporary excise taxes and an
increase in VAT from 13% to 15% (both measures
were budget amendments) permitted a slight ex-
pansion in the provision for selected social pro-
grams without putting greater pressure on the
overall deficit. A privatization scheme scheduled
for 2001 was postponed to 2002–2003, removing
from the budget the potential benefits of the
sales of the major SOEs.

A tighter monetary policy was implemented
to limit the effect of inflationary pressure stem-
ming from large price rises for meat, energy, and
fuel. However, the effect of this policy was par-
tially offset by an expansion in wages and pen-
sions. The result was an inflation rate of 11.2%
(Figure 2.4). Broad money (M2) increased by
27.9% and commercial credit doubled due to the
entry of new banks and expanded lending facili-
ties supported by some multilateral and bilateral
donors. Real rates on Bank of Mongolia bills fell
sharply and remained negative through the first
half of the year, but in the second half the Bank
of Mongolia took decisive steps to increase the
placement of these bills, allowing interest rates
across all maturities to rise toward positive levels
in real terms. The central bank’s flexible exchange
rate policy, applied through recourse to interven-
tion, proved successful in avoiding excessive fluc-
tuation in the exchange rate. Hence the national
currency, the togrog, showed no significant devi-
ations from the average level of MNT1,097 to the
dollar during 2001.

The current account deficit increased from
$167 million in 2000 to $170 million in 2001, or
16.7% of GDP. Total exports decreased by 17.4%
as a result of a decline in the international price
of export commodities, particularly copper—
copper concentrate accounts for nearly 40% of
total exports—and cashmere. The volume of
cashmere exports also dropped, under the im-
pact of the severe winter. Purchases of capital
equipment and the need for imports related to
dzud-relief kept imports relatively high, although
9.7% lower than in the previous year. There was a
large inflow of external assistance. This led to an
increase in the level of international reserves to
$209 million from $191 million in 2000, equiva-
lent to about 15 weeks of imports. External debt
has doubled since 1996, and is about 90% of
GDP. Consequently, debt service obligations
have risen, to 7% of exports from 6% in 2000.

POLICY DEVELOPMENTS

The Government followed its strategic objectives
within the context of the Action Program of the
Government of Mongolia for 2000–2004. The
Action Program emphasizes promotion of sus-
tained higher economic growth and the improve-
ment of living standards by strengthening
economic reform, enhancing the provision of
social services, narrowing income disparities, and
ensuring good governance. The Government is
committed to its Poverty Partnership Agreement
with ADB. An interim poverty reduction strategy
paper, prepared with assistance from the donor
community, identified three pillars in the coun-

TABLE 2.4 Major Economic Indicators, Mongolia, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growth 3.2 1.1 1.5 3.0 4.9
Gross domestic investment/GDP 27.0 29.0 28.0 29.0 31.0
Gross domestic savings/GDP 20.0 18.0 18.0 19.0 21.0
Inflation rate (consumer price index) 10.0 8.1 11.2 6.0 5.0
Money supply (M2) growth 31.7 17.5 27.9 17.0 15.0
Fiscal balance/GDP -12.2 -6.8 -5.1 -4.5 -4.0
Merchandise export growth -1.7 18.2 -17.4 9.4 7.7
Merchandise import growth -2.6 21.2 -9.7 4.9 6.2
Current account balance/GDP -13.7 -17.2 -16.7 -14.7 -13.4
Debt service ratio 9.3 6.0 7.0 5.3 5.4

Sources: National Statistical Office; International Monetary Fund; staff estimates. A tighter
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try’s poverty reduction strategy: macroeconomic
stability, private sector-led and outward-oriented
growth, and more equitable distribution of the
benefits of growth. However, the Government
had limited success in achieving these strategic
objectives.

Poor fiscal data quality and lack of proper
accountability were the main factors in unrealis-
tic 2001 budget planning that required sub-
sequent amendments. In spite of that, the
stronger revenues resulting from higher VAT and
excise taxes financed the increases in social
expenditures and permitted a budget deficit of
about 2% below the 2001 target. Failure to priva-
tize large SOEs, including Gobi Cashmere, the
Trade and Development Bank, Mongolian Civil
Air Transport, and the oil importer Neftimport
Concern, meant the loss of a substantial funding
source.

Restraining monetary measures were insuf-
ficient to contain the inflationary forces arising
from the sharp rise in credit, higher wages, and
increased pension benefits that were introduced
in the second half of the year to bolster domestic
demand. As a consequence, the inflation rate ex-
ceeded the original target by more than 3 per-
centage points. Policymakers have paid attention
to maintaining an appropriate structure of inter-
est rates, thereby fostering confidence in the do-
mestic banking system through protection of the
liquidity and solvency of the major state-owned
banks.

The global economic slowdown made it
difficult for the trade targets to be met. With
exports declining faster than imports, the current
account deficit widened beyond target and
increased the stock of foreign debt. Further
efforts to keep the exchange rate stable through
central bank intervention, and preliminary steps
to bolster domestic savings helped slow the rate
of growth of foreign debt by the end of the year.

OUTLOOK FOR 2002–2003

Unless measures are taken to diversify the econo-
my and reduce its great vulnerability to external
shocks, prospects for growth will remain below
potential. Projections show moderate but rising
rates of growth of 3% and 4.9% over 2002–2003,
sustained by a more stable macroeconomic envi-
ronment. Official projections for the period are
for inflation to fall below 7%, and the fiscal defi-
cit to shrink to under 5% of GDP. A growing

demand for capital goods to meet the needs of
the modernization of the economy will put the
current account under pressure and generate a
deficit of about 14% of GDP. However, this im-
balance should be matched by expected greater
inflows from international donors, a sign of their
rising confidence in the economy, based on the
Government’s commitment to structural re-
forms. This is likely to result in an expansion of
international reserves to 16 weeks of imports.

Sustainable economic growth and poverty
reduction in the coming years will be possible
only if concerted efforts are made to further de-
velop and strengthen the private sector in a stable
macroeconomic scenario. Fiscal policy has to
shift its focus toward fiscal accountability and
transparency and ensuring a more efficient allo-
cation of public expenditures. Comprehensive
public sector reform is vital to rationalize the tax
system for achieving higher revenues and better
public expenditure management. This remains
key to the future expansion of social programs.
Additional measures are needed to continue the
progress made in developing the private sector,
which currently accounts for about 60% of GDP,
and to ensure a subsequent reduction in unem-
ployment. In this regard, more decisive steps are
needed, targeting (i) banking sector reform, in-
cluding indirect monetary management, in-
creased bank supervision, restructuring of the
state-owned banks, and greater independence of
the central bank from the Government; (ii) reform
of nonfinancial public enterprises; (iii) strength-
ening of an open trade and investment system,
including the energy sector; (iv) reinforcement of
a market-oriented regulatory framework; and
(v) progressive reduction of the public sector
arrears and removal of indirect subsidies.

Progress in poverty reduction over the medi-
um term will depend crucially on the Govern-
ment’s success in generating faster and more
equitable economic growth. The most vulnerable
layers of Mongolian society—small livestock
herders, the urban poor, and street children—
remain highly vulnerable to even minor external
shocks, adverse weather patterns, and the
ongoing reform process. Hence, a social safety
net for the very poor needs to be built as a matter
of urgency. While recognizing the need to ad-
dress urban poverty through employment gener-
ation, policymakers should place strong emphasis
on improving the provision of basic social servic-
es and infrastructure in rural areas.

Unless measures
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TAIPEI,CHINA

MACROECONOMIC ASSESSMENT

After a recession in 2001 induced by an export slump in the ICT

sector, economic growth is expected to resume in 2002.

Restocking and some support from a moderate upturn in

exports in the second half of 2001 will help stimulate GDP

growth in the medium term, but structural unemployment will

remain a concern as elements of the manufacturing base

continue to move offshore.

Economic growth decelerated
rapidly in 2001 to register a con-
traction of 1.9%, representing
the worst economic perform-

ance in 30 years. Much of the slowdown
stemmed from the slump in exports of
ICT products and the transmission of
the export slowdown to private con-
sumption and gross fixed investment.
The economy’s ICT exports account for
more than 50% of exports of goods and
services. The poor trade performance
and associated recession in manufactur-
ing pushed all components of domestic
demand growth into negative territory in
the second half of the year.

Taipei,China faced substantial
spare capacity in manufacturing in 2001.
Par tly due to this, unemployment
reached a historic high of 5.3% during
the year (Figure 2.5). Combined with
rapid worsening of the economic out-
look, firms moving production to the
mainland to cut labor costs, declining
consumer confidence, and a negative
wealth effect from a falling stock market,
private consumption and fixed invest-
ment contracted in 2001. Adding to the

downward pressure of falling invest-
ment, overdue loans reached a high of
7.5% of total loans. The severity of the
downturn was exacerbated by a rising
inventory-to-shipment ratio, indicating
that the downward adjustment of stocks
had not been large enough to adjust to
falling sales. This partly explains why

industrial production contracted over
most of 2001. In the services sector, em-
ployment relative to that in industry in-
creased by roughly 2% of the total labor
force. However, employment growth in
services did not fully offset the shrink-
age of employment in manufacturing.

Price pressures remained subdued
in 2001 with a negligible inflation rate as
measured by the consumer price index,
compared with 1.3% in 2000. Weaken-
ing domestic demand and a sharp fall in
food and oil prices were the main factors.
A 1.3% fall in the wholesale price index
helped moderate the effect of the down-
turn by reducing the costs of production.

On the external account, the trade
surplus rose in 2001, to $20 billion from
$14 billion in the previous year, reflect-
ing the adjustment of imports to slowing
demand conditions. Merchandise exports
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contracted by 17.3%, after 21.8% growth in 2000.
Toward the end of 2001, on a year-on-year basis,
merchandise exports and imports showed some
signs of recovery. The sharp decline in trade
flows was accompanied by a drop in services im-
ports of insurance and transport-related items, in
addition to an overall drop in services imports,
which were hit by the collapse in domestic de-
mand. As a result, the current account balance
rose to $19 billion in 2001.

On the fiscal policy front, the public debt-to-
GDP ratio of around 28% of GDP has become a
concern. (This figure does not include other con-
tingent liabilities related to health care and pen-
sion funds.) Therefore, rather than cut taxes to
stimulate demand, the authorities relied on ex-
penditure policy in the form of a supplementary
fiscal package of NT$111.5 billion. They also
considered tax cuts, but eventually decided that
such cuts would be difficult to phase out once a
sustainable recovery took hold. In addition, tax
cuts are limited by a prescribed link between
revenues and spending: new government bor-
rowing cannot exceed 15% of the total budget
(which includes debt repayments and contingent
liabilities).

The discount rate was cut by 250 basis
points in 2001 to 2.13%. However, monetary pol-
icy has proven to be rather ineffective as bank
lending and monetary growth were low in 2001,
in spite of falling interest rates. The banks are
reluctant to lend, due to the high and increasing
level of nonperforming loans (NPLs) and to
concerns over corporate creditworthiness.

POLICY DEVELOPMENTS

The two key concerns for the authorities are
going to be the ability to use fiscal policy as a
countercyclical measure and the growing level of
NPLs. On the first point, the authorities’ free-
dom to maneuver will be restricted due to the
15% ceiling on new borrowing and a high public
debt-to-GDP ratio. This will be a particular con-
cern in 2002 since domestic demand conditions
are expected to remain quite weak until the econ-
omy makes a significant export rebound. A pro-
posal to change the 15% limit (of the total
budget) to 3% of GDP was considered by both
the Legislative Yuan and the Economic Develop-
ment Advisory Council in 2001, but was defeated.
This proposal may be reconsidered in 2002. If it
is approved, it is estimated that borrowing can be
increased by roughly 1% of GDP.

On the second concern, if economic con-
traction continues in the first half of 2002, bank-
ing sector balance sheets could deteriorate
further and NPLs may rise. The authorities have
already put together an asset management com-
pany, the Financial Rehabilitation Fund, to trans-
fer NPLs from banks, extend the coverage of
deposit insurance schemes, and set up universal
banks. However, the experience of Indonesia and
Thailand suggests that the sale of these distressed
assets by asset management companies would be
difficult without the authorities engaging in at
least a partial bank recapitalization to improve
asset quality. This bailout would be possible with-
out putting pressure on the fiscal balance only if

TABLE 2.5 Major Economic Indicators, Taipei,China, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growth 5.4 5.9 -1.9 2.8 4.0
Gross domestic investment/GDP 23.4 22.9 18.2 18.7 23.0
Gross domestic savings/GDP 26.1 25.2 23.5 24.1 25.5
Inflation rate (consumer price index) 0.2 1.3 0.0 0.7 2.1
Money supply (M2) growth 8.3 6.5 4.4 5.8 6.4
Fiscal balance/GDP -1.3 -4.8 -4.3 -4.2 -4.0
Merchandise export growth 9.9 21.8 -17.3 5.5 8.0
Merchandise import growth 6.2 25.9 -23.8 8.0 10.0
Current account balance/GDP 2.9 2.9 6.7 3.9 3.4

Sources: Central Bank of China, available: www.cbc.gov.tw; Directorate-General of Budget, Accounting, and
Statistics, Executive Yuan, available: www.stat.gov.tw; and staff estimates.
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the limit on new government borrowing was re-
laxed. Otherwise, banks’ continuing weak bal-
ance sheets will hamper credit growth and
prospects for economic recovery. Consequently,
the authorities have little scope to use fiscal or
monetary policy for countercyclical measures.

The investment outlook is constrained by
uncertainty over ICT exports and the movement
of production to the mainland. Both components
of domestic demand should rise as external de-
mand conditions improve, but the relocation of
investment to the mainland and associated high
unemployment rates are structural features of
the island’s economy that restrict growth poten-
tial in the medium term. Reflecting pressure to
relax trade and investment relations with the
PRC, the upside for domestic demand is quite
limited over this period. The process of restruc-
turing will require Taipei,China to become a pro-
vider of high value-added services to the region,
rather than a manufacturing hub. Furthermore,
greater integration with ASEAN economies and,
possibly, the countries of South Asia may open
up new markets for Taipei,China, and this may be
a more fruitful approach than exclusive reliance
on the PRC, where it faces stiff competition from
Hong Kong, China.

OUTLOOK FOR 2002–2003

The strength of recovery in 2002 and early 2003
will be determined by domestic demand condi-
tions and the pace of recovery in industrial coun-
tries. So far, the backdrop for an upturn in
private consumption and investment looks quite
weak. Private consumption is unlikely to stage a
sustained recovery since broad monetary aggre-
gates have yet to show signs of an upturn, unem-
ployment remains at historic highs, and spending
continues to be sensitive to wealth effects. Some

boost to inventory investment may take place in
the second half of 2002 due to the low-base
effect of 2001; a more sustained restocking may
be seen in 2003 if exports show strong growth.
This assumes that the inventory-to-shipment
ratio finally starts dropping significantly in the
first half of 2002.

Consequently, GDP growth is forecast at
2.8% in 2002 and 4.0% in 2003. With weak do-
mestic demand conditions, the cyclical situation
should allow interest rates to remain low for the
whole of 2002 without running the risk of a sharp
spike in inflation. The consumer price index is
forecast to rise by 0.7% in 2002 and 2.1% in
2003. Assuming that the 15% limit on new gov-
ernment borrowing remains in place, the fiscal
deficit as a proportion of GDP is forecast to stay
at around 4%. The trade balance will stay posi-
tive, although import growth will exceed export
growth in both years. This will result in a decline
in the current account surplus to a projected
3.4% of GDP in 2003 from 6.7% in 2001.

ICT exports are an important component of
overall exports, and the US is their most impor-
tant market. Thus, US new orders of the product
lines in which the economy specializes, such as
personal computers and office equipment, and
semiconductors and components, are crucial.
Together, they account for 57% of exports of
goods and services. Analysis of trends suggests
that the island’s exports lag US new orders of ICT
equipment by one quarter. The recovery of
Taipei,China’s exports to the US will therefore
likely be slow, given the current outlook for the
ICT industry in the US. This could be     followed
by a moderate rise in the second half of 2002 as
US (and EU) growth accelerates further. On the
basis of these elements, exports are forecast to
grow by 5.5% in 2002 and 8% in 2003, and imports
by 8% and 10%, respectively, over these years.
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CAMBODIA

MACROECONOMIC ASSESSMENT

Despite some signs of economic slowdown, the economy

continued to register strong growth in 2001. Exports,

particularly garments, increased rapidly and made a major

contribution to economic expansion. Fiscal and monetary

policies have been well managed, and both prices and the

exchange rate remained stable. One of the Government’s main

challenges is to convert strong macroeconomic performance

into increased poverty reduction.

Despite severe flooding that hit
the country in the last quar-
ter of 2000, Cambodia saw
reasonably strong economic

expansion in 2001, when GDP was esti-
mated to have risen by 5.3%. This was
slightly below the rate in 2000, and
below the Government’s target of 6.1%,
but still a strong performance given the
global slowdown. In 2000, the industry
sector (and in particular the garments
subsector) led economic growth because
agriculture suffered from the flooding,
and growth in services was muted.

In 2001, economic developments
were more balanced (Figure 2.6). The
agriculture sector, accounting for 32%
of the economy, expanded by 5%, de-
spite localized f looding along the
Mekong River and droughts in the north
and northwest. Growth in industry, re-
cently dominated by garments, slowed to
a rate of 12%. The services sector regis-
tered an increase of 1.9%, with tourism
continuing to play an important role.
The annual growth rate in 2000–2001,

above the 4% average in the previous
4 years, is laudable. Nevertheless, per
capita incomes are still only rising by
around 2% a year. The rate of expansion
in the agriculture sector is of particular
concern, given that over 80% of the pop-
ulation live in rural areas and depend
largely on agriculture for their liveli-

hoods. Labor market statistics collected
by the Cambodia Development Re-
search Institute show that wages for un-
skilled workers in Phnom Penh were
stagnant or declining in 2001, highlight-
ing the difficulty that the labor market
faces in absorbing new entrants.

For the third year in a row, prices
were stable. Before 1999, Cambodia
suffered from inflation that was often in
double digits. With low inflation, the
exchange rate against the dollar has been
stable.

The fiscal deficit remained largely
unchanged in 2001, at 5.6% of GDP.
Revenues accounted for 11.5% of GDP
and total expenditures for 17.1%. Virtu-
ally the entire deficit is financed through
grants and concessional lending.

Cambodia’s trade deficit continued
to narrow, to an estimated $225 million
in 2001 from $263 million in 2000. Total
expor ts grew to $1.35 billion from
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$1.26 billion over this period. While this growth
rate is less than in 2000, it still reflects healthy
external demand for Cambodian exports, led by
strong growth in garments. The current account
deficit of 6.6% of GDP is financed through offi-
cial transfers and capital inflows in the form of
concessional loans and FDI. FDI was estimated
to be $120 million in 2001.

POLICY DEVELOPMENTS

Public finances are weak as the Government
makes the transition between taxes on interna-
tional trade to broader measures such as VAT.
Concessional loans and grants are widely used to
finance the capital needs of the country, which
are extensive given two decades of war and ne-
glect by the international community. The Gov-
ernment is committed to maintaining fiscal
stability with both revenues and expenditures
scheduled to increase gradually as a proportion
of GDP. It is also taking further steps to reorient
spending toward the priority sectors of health,
education, agriculture, and rural infrastructure,
while reducing the share of expenditures on the
military. By 2003, revenues should increase to
around 13% of GDP with expenditures expected
to rise to 17%. The share of recurrent expendi-
tures in the budget is also expected to grow.
Cambodia has a relatively liberal trade policy and
is open to both imports and exports. The Gov-
ernment is also taking steps to align its trade

policies with those of the ASEAN free trade area
and WTO.

The dollar circulates widely and is freely
used for many domestic transactions, while the
financial system remains quite weak, together
limiting the capacity of monetary policy to influ-
ence the real economy. The central bank may
keep its conservative stance with continued care-
ful management of the money supply. It is likely
to intervene in a limited fashion to maintain
stability and liquidity in the foreign exchange
market. One key development is finance sector
reform. The Government, with the support of
ADB, prepared a finance sector blueprint that
serves as a guide for medium-term reform in the
sector. In January 2001, a number of unviable
banks were closed and warnings issued to other
banks. Further reforms in the medium term
include the establishment of interbank payment
systems and improved supervision of banks.

Cambodia is still recovering from more than
20 years of war and international isolation. It has
made signif icant progress in improving the
quality of life of the population in the past de-
cade. For example, primary-school enrollment
rates are now much higher at around 78%, and
the population’s health has improved. However,
the Government—together with donors—needs
to do more. Some indicators are still among the
worst in Asia. For example, the infant mortality
rate was estimated to be 95 per 1,000 live births
in 2000. An estimated 36% of the population still

TABLE 2.6 Major Economic Indicators, Cambodia, 1999–2003 (%)

Item 1999 2000 2001a 2002 2003

GDP growth 6.9 5.4 5.3 4.5 6.1
Gross domestic investment/GDP 17.0 14.1 16.2 17.0 17.4
Gross domestic savings/GDP 11.8 6.9 9.6 11.1 12.3
Inflation rate (consumer price index) 0.0 0.5 0.0 2.0 3.0
Money supply (M2) growth 17.3 26.9 18.0 16.0 14.0
Fiscal balance/GDP -4.2 -5.8 -5.6 -4.5 -3.9
Merchandise export growthb 17.9 53.2 7.7 7.6 7.8
Merchandise import growthc 27.0 37.1 3.4 6.0 6.5
Current account balance/GDP -8.4 -8.3 -6.6 -5.9 -5.1
Debt service ratio 1.7 4.2 4.0 3.9 3.0

a Preliminary estimates. b Refers to domestic exports. c Refers to retained imports.

Sources: National Bank of Cambodia; Ministry of Economy and Finance; National Institute of Statistics; International
Monetary Fund; staff estimates.
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live below the poverty line. Poverty remains con-
centrated in rural areas, where an estimated 90%
of poor people live. Economic expansion in re-
cent years has centered on rapid growth in textile
production and exports, mainly in urban areas.
For the benefits of this growth to reach the rural
poor, significant investment is necessary to re-
store the physical infrastructure and to improve
the quality and quantity of the country’s human
capital.

OUTLOOK FOR 2002–2003

The outlook for 2002–2003 is positive, with the
economy expected to grow at about the same
pace as in 2000–2001. In 2002, growth is forecast
at 4.5%, a decline from current levels, but in 2003
it will likely pick up to 6.1%, in line with the Gov-
ernment’s targets. Garments and tourism will
continue to be the most dynamic areas. Exports
will benefit from increased external demand in
2002–2003, as growth in the world economy
strengthens. Nevertheless, the country will face
growing competition in external markets,

particularly in garments. Although the domestic
cost of labor is quite low, exporters are often at a
disadvantage due to the high costs of doing busi-
ness, the country’s poor infrastructure, and the
strong dollar (since most costs are denominated
in dollars).

Tourism will make an increasingly important
contribution to the economy and the current ac-
count. The recent opening of Siem Reap airport
to international flights has boosted the flow of
visitors to the country. Additional investment is
needed, however, to ensure that Siem Reap has
sufficient public infrastructure to meet growing
demand.

Inflation will remain subdued, given the
central bank’s recent history of responsible mon-
etary management. Although increased demand
should lead to some upward pressure on prices,
the outlook is for inflation to remain below 5% in
2002–2003. The exchange rate will depreciate in
line with the increase in inflation. Continued re-
forms in the finance sector will help improve the
investment climate and lead to gradually higher
savings and investment rates.
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INDONESIA

MACROECONOMIC ASSESSMENT

Economic growth slowed in 2001 as investment spending and

exports reflected weaker external markets and continued internal

political uncertainties. The ongoing conflicts in different regions

of the country, burdensome public sector debt, and lack of

progress on necessary economic reforms are constraining higher

growth rates. Growth is expected to continue at a moderate

rate in 2002–2003, sustained by private consumption spending

and the anticipated recovery of international markets.

GDP growth in 2001 at 3.3%
was considerably lower than
the strong 4.8% expansion in
2000. The 2000 experience

represented a delayed rebound from the
Asian financial crisis, but this relatively
good performance could not be main-
tained given investor uncertainty and
weakening external markets. Strong
growth in private consumption and pub-
lic expenditures accounted for most of
the growth in 2001. Business spending
was muted in response to recurrent po-
litical difficulties, although the relatively
peaceful change in the presidency in
July provided for a moment of calm be-
fore the events of September 11th in the
US and the subsequent rise in tension
that again unnerved businesses. Invest-
ment in plant and equipment in the first
two quarters of 2001 grew at an average
rate of just under 18% (on a four-quarter
basis). Though spending declined there-
after, the year as a whole showed only a
4% increase. The figures for exports and
imports displayed a similar pattern of

growing weakness during 2001. On a
national accounts basis, net expor ts
were down 26% during the year.

Private consumption rose by about
6% in 2001—the sharpest rise since

1997—with consumers responding to
income increases in 2000 and early
2001. Although consumer spending re-
mained strong throughout 2001, it is
unlikely that this trend can continue as
spending increased faster than overall
income during the second half of the
year. Likewise, the 8.2% growth in gen-
eral government expenditures seen in
2001 is probably unsustainable, given
the size and recent expansion of the
public debt burden. Last year’s deficit
spending partly reflected efforts by the
central Government to ensure a smooth
transition under the decentralization
process initiated at the beginning of the
year.

By sector, manufacturing output
grew by 4.3% in 2001, and utilities and
some services sectors also showed strong
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growth. Manufacturing benefited from a high
level of investment early in the year as well as sus-
tained consumer spending. In contrast, agricul-
ture continued to ref lect weak productivity
growth and other problems in the rural sector,
and managed less than 1% growth in 2001.

Preliminary data for 2001 show a softening
in labor market demand resulting from slower
economic growth. Employment edged up by
1.1% in 2001, but this rise was insufficient to
offset the population increase and the labor force
participation rate. Increased employment was re-
ported mainly in the formal sector, which ac-
counts for about one third of the economy, while
little jobs growth was reported in the informal
sector, which depends heavily on employment in
the poorly performing agriculture sector.

Real wage data support the above picture,
with significant increases seen in manufacturing
but stagnation in agriculture. Administratively
mandated rises in the minimum wage may have
been important in manufacturing wage move-
ments late in 2001. Real wages in manufacturing
appear to have risen enough to make up for the
declines that occurred during the financial crisis.

In 2001, total government revenues equaled
20.3% of GDP, slightly under the 20.7% in 2000.
(The 2000 figures are estimated on an annualized
basis because the fiscal year ran from April to
December to allow for the transition to a calen-
dar-based fiscal year in 2001. Therefore, compari-
sons between the 2000 and 2001 fiscal years are

uncertain due to seasonal factors that may differ
in the two periods.) Revenues from public activi-
ties in the oil and gas sector rose from 6.9% to
7.1% of GDP despite a softening of international
prices, while tax collections fell by roughly 1 per-
centage point of GDP in 2001. The inability of
the Government to meet targets for its privatiza-
tion activities hindered revenue enhancement
efforts. Total government expenditures rose by
more than 1 percentage point to 22.6% of GDP.
An important component of this was the increase
in interest payments on public debt: these pay-
ments equaled 5.9% of GDP in 2001 and were
the single largest line item in the central govern-
ment budget.

The external debt had ballooned during the
financial crisis, rising from less than one half of
GDP in 1996 to 88% of GDP at the end of 2001.
Domestic debt increased likewise, rising from
21% of GDP in 1998 to 80% in 2001, largely due
to bank recapitalization and refinancing exercis-
es. Another large item in the routine budget—
subsidies for energy and other services and
operations by SOEs—fell from 6.4% of GDP in
2000 to 5.2%  in 2001. This reflected the Govern-
ment’s moves to increase final consumer prices,
especially for electricity and petroleum products.

The rupiah weakened during 2001, depreci-
ating by roughly 8.3% against the dollar. Political
events appeared to dominate exchange rate
movements during the year.

On an annual basis, the consumer price in-

TABLE 2.7 Major Economic Indicators, Indonesia, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growth 0.9 4.8 3.3 3.0 3.6
Gross domestic investment/GDP 12.2 17.9 17.0 17.0 17.0
Gross domestic savings/GDP 20.2 25.7 25.5 23.0 21.0
Inflation rate (consumer price index) -1.9 3.7 11.5 13.1 7.7
Money supply (M2) growth 11.9 15.6 17.5 18.0 18.0
Fiscal balance/GDPa -2.8 -1.6 -2.3 -2.5 -0.5
Merchandise export growth 1.7 27.6 -9.8 10.5 8.0
Merchandise import growth -4.2 31.9 -12.2 10.0 10.0
Current account balance/GDP 4.1 5.2 3.1 1.5 0.7

a For 1999, the ratio of the fiscal balance relates to 1 April–31 March. For 2000, the ratio is estimated on an
annualized basis for 1 April–31 December. Thereafter, the ratio refers to calendar year data.

Sources: Bank Indonesia, Indonesian Financial Statistics, various issues; Central Bureau of Statistics, Official Releases,
various issues; Ministry of Finance; International Monetary Fund, International Financial Statistics, various issues;
staff estimates.
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dex rose by 11.5% in 2001, a sharply higher figure
than the 3.7% rate of inflation recorded in the
previous year. The increase in aggregate demand
during 2000 and early 2001 underlay much of the
price movement, but the depreciating currency,
increases in administered energy prices, and ac-
commodative monetary policy were also impor-
tant general factors in rising inflation. Transport
prices in particular rose by over 15% during
2001. Food prices were quite volatile from month
to month and increased by 12% over the year.

Interest rates increased on a nominal basis in
2001, though the rise in inflation held real rates
roughly constant for key rates (Figure 2.7). The
central bank’s 1 month rate (on the Sertifikat
Bank Indonesia) moved from an annualized rate
of 14.5% at the end of 2000 to 17.6% at the end
of 2001. Adjusting for the 12-month change in
the price level, the real rate stayed fixed at a rela-
tively high 5%. Central bank interest rates did
rise relative to international money rates: the
spread of the 3-month Sertifikat Bank Indonesia
over comparable US treasury bills widened from
8.5% at the end of 2000 to more than 15% at the
end of 2001. While central bank interest rates
paced inflation, commercial time-deposit rates
were little changed overall in 2001, as banks
struggled to improve profitability. Since time-
deposit rates were little different from actual in-
flation, the real interest rate on commercial bank
deposits was close to zero, discouraging saving.

Monetary policy was relatively accommoda-
tive and broad money supply grew at an annual
rate in excess of 17.5% for the year. At the very
end of the year, growth in money supply aggre-
gates appear to slow. Even with slowing monetary
growth at the end of the year, the money supply
was considerably above target levels set in the
Government ’s macrostabilization program
agreed with IMF.

The Jakarta Stock Exchange ended 2001
down only a slim 5.9% from the end of 2000. The
gain in the index in the middle of the year, re-
flecting the relatively peaceful changeover in the
presidency, was lost following the attacks in the
US in September and renewed political turmoil
in Jakarta.

The banking system showed some improve-
ment over the year as a result of continued clo-
sures and reorganization. The number of banks
fell from 151 at the end of 2000 to 145 in Novem-
ber 2001. Nonperforming loans fell in 2001, to
13.6% in November 2001 from 18.8% at the end
of 2000. At the same time, intermediation activity
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appears to have picked up, with banks making
more loans as a fraction of their deposit base and
reducing their dependency on government bonds
for income. However, these changes are small,
and the banking system’s role in corporate fi-
nance is still a lot less important than before the
financial crisis.

Although national accounts data suggest
that the real value of both exports and imports
rose in 2001, preliminary data suggest that both
flows fell in 2001 when measured on a balance-
of-payments (dollar) basis, implying a weakening
of prices during the year. On such a basis, mer-
chandise exports showed a 9.8% decline through
2001, while merchandise imports dropped by
12.2%. For the first time since the financial crisis,
oil and gas trade fell with both exports and im-
ports shrinking during the year. Although price
declines largely account for the slip in dollar in-
flows from oil and gas trade, production prob-
lems also hampered supplies and exports.

Net services flows, which had been negative
for several years, became more so in 2001.
Inflows from tourism finally showed a definite
recovery from the impact of the financial crisis
and coincident political unrest in the country, but
fell off after September 11th. Protests and threats
to foreigners by extremist groups, which were
widely reported in the global media, had a strong
negative impact on tourism. Heightened con-
cerns over travel safety also raised costs for insur-
ance.

With declines in both exports and imports,
the net merchandise trade surplus narrowed to
$23.6 billion in 2001 from $25 billion in 2000.
With continued higher net outf lows from
services, the current account surplus narrowed
to $5.1 billion or 3.1% of GDP.

On the capital account, inflows of official as-
sistance, which were prominent in the rescue ef-
for t after the financial cr isis, fell in 2001,
reflecting a decline in disbursements from policy-
based adjustment loans. The net resource trans-
fer from official creditors persisted in its steady
fall from its peak in 1998 and is projected to be-
come negative if current trends continue. Private
capital continued to flow out of the country, as
both FDI and other investments were strongly
negative. Private capital outflows were larger than
official net inflows, and as a result the balance-of-
payments position turned slightly negative in
2001. The country’s net reserve position fell by
approximately $1.9 billion to $28 billion at the
end of the year.
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POLICY DEVELOPMENTS

In 2001, fiscal and monetary policymakers faced
the difficult task of encouraging economic recov-
ery without jeopardizing a somewhat fragile mac-
roeconomic stability. This challenge is likely to
remain difficult in the coming years as fiscal free-
dom remains constrained and competing reform
needs restrict monetary policy options.

Fiscal policy operates under increasingly
tight constraints dictated by large debt service
obligations and the transfer of one quarter of
total public revenues to local governments under
the ongoing decentralization process (Box 2.2).
Domestic resource mobilization is hindered by
relatively low tax collection efforts, with the tax-
to-GDP ratio remaining at 12–13%, considerably
below that of neighbors such as Malaysia. Im-
provements in tax collections can come only with
across-the-board improvements in governance.
Civil service and administrative reforms are nec-
essary in tax collection agencies, but this is un-
likely to have much impact until there is a
concurrent strengthening of the legal and judicial
system. A commitment to change is clear at the
highest level of Government, but experience in
other countries suggests that reform will not
come quickly.

Sources of nontax revenue are also cons-
trained, due in part to continued dependency on

somewhat volatile oil- and gas-related revenues
and because of difficulties that the Government
faced in public asset sales and in privatization. In
the fallout from the financial crisis, the Govern-
ment took on a large debt burden, particularly in
the finance sector as a result of bank recapitali-
zation. The banking system as a whole was essen-
tially nationalized as the Government assumed
control and ownership of most of the banking
sector that had previously been privately con-
trolled and owned. With the government bailout,
enterprise assets and outstanding loans were
transferred to government asset-management
agencies. Although some progress was seen in late
2001, entrenched political interests and concerns
within the Government over the impact of priva-
tization on equitable growth and economic secu-
rity have obstructed asset sales and privatization
efforts.

The 2002 budget, passed in October, calls
for lower expenditures as a share of GDP than in
2001, although development spending financed
by the central Government will remain steady at
3.1% of GDP. Overall, the Government’s fiscal
policy stance in 2002 is little different from that
in 2001, with the budget targeting a primary fis-
cal surplus equal to about 2.5% of GDP (primary
fiscal balance is defined as total revenues less all
expenditures except interest payments). The
Government has also announced that it will con-

s part of the momentous
political changes under way
in Indonesia, an ongoing

BOX 2.2 Decentralization in Indonesia

A
decentralization program has
transferred approximately one
quarter of total central government
revenues to local—particularly
district—governments. Local
governments were simultaneously
given responsibility for public sector
activities in health, education, and
rural and urban infrastructure, along
with authority over more than 2.3
million former central government
staff.

The process was adopted to
generate local responsibility for local
problems, and to encourage
participation and regional relevance
of public sector services and

initiatives. Set against a backdrop of
several decades of increasing central
government authority, decentralization
is a radical move. Redistributing
administrative power and public
revenues offers the hope of moderating
long-term political problems, including
those that have led to intercommunity
violence. Government estimates of the
huge number of 1.3 million people
displaced from their homes as a result of
internal violence testify to the scope of
these problems in some parts of the
country.

Despite widespread concerns, the
formal process of decentralization has
proceeded relatively smoothly—few
service disruptions or staff problems
were reported and local governments
made considerable efforts to meet their

new responsibilities. However, major
deficiencies remain in operating
guidelines for local service providers,
particularly in introducing minimum
service standards and ensuring
compliance and consistency between
local regulations and national policies.
In addition, with decentralization and
the added responsibilities given to
district governments, local
governments have made many
attempts to increase their revenues by
raising taxes and fees. Many of these
measures threaten to discourage trade,
transit, and business activities across
regions. To ensure that the promise of
decentralization is fully met during
implementation, the central
Government is addressing this and
related problems.



50   ASIAN DEVELOPMENT OUTLOOK 2002

tinue with plans to increase electricity prices to
reduce operating losses by the state electricity
company. The 2002 budget assumes that the
Government will win further debt relief from the
Paris Club of government creditors and that next
year’s negotiations will bring a rescheduling both
of interest payments and principal repayments.

Fiscal conservatism is dictated by the nec-
essity to meet debt obligations. As noted above,
public sector debt ballooned as a result of the
financial crisis. With prudent debt management,
including successful Paris Club renegotiations,
the outlook is that the debt burden will gradually
diminish. However, debt service will remain the
largest single item on the public sector books in
light of moderate economic growth and limited
repayment capacity.

Monetary policy has been hampered by
both difficult circumstances and weak political
support for a tight monetary policy stance. The
emerging threat of double-digit inflation has
been difficult to confront through monetary
instruments for fear of stifling business and con-
sumer spending. An added constraint has been
that a number of banks that received government
support or rescue were dependent on fixed-in-
come certificates. The balance sheets of these
banks would suffer in a higher interest environ-
ment. Finally, political disagreements between
the central bank and former President Wahid
clearly undermined the central bank’s ability to
impose policies likely to be unpopular.

Spurred by rising exports, increased invest-
ment was one of the factors that helped pull the
economy out of recession in 2000 and early 2001.
However, FDI inflows faded as global markets
weakened in 2001. More important to longer-
term prospects, there has been a widespread per-
ception that the policy environment for
investment in Indonesia has turned harsh and
unsupportive. In the first 10 months of 2001,
only $6 billion of FDI projects were approved,
roughly equal to one third of the total approved
during the comparable period in 2000. Because
the fall in investment predates the September
attacks on the US, it would seem to be part of the
broader, longer-term problem of capital f light
seen in Indonesia since the financial crisis. Con-
tinuing problems of financial governance, lack of
credibility of the legal and judicial system, and
political uncertainty have all discouraged inves-
tors from making longer-term commitments. The
Capital Investment Board noted that only about
10% of previously approved projects—both do-
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mestic- and foreign-sponsored—were likely to be
realized this year. The political problems hinder-
ing attempts to sell state-controlled assets are one
of the symptoms of the broad negative invest-
ment sentiment. Successful execution of planned
privatization of major banks and SOEs would be
helpful both in restoring investor confidence by
signaling the Government ’s commitment to
encouraging private sector development, and in
convincing the investment community that need-
ed changes will be made so that future invest-
ments are warranted.

OUTLOOK FOR 2002–2003

There will likely be a modest weakening of
growth, from 3.3% in 2001 to 3% in 2002, as de-
mand falters in the early part of the year before
an expected recovery takes hold in the second
half. Brighter prospects in external markets in
2002–2003, continued incremental progress in
economic reforms, and a prudent fiscal and mon-
etary policy stance should ensure that the risks of
recurring recession are minimized and should
provide scope for a modest pickup in GDP
growth in 2003. However, there seems little pros-
pect that the economy will again experience the
rapid economic growth of the order of 7–10% an-
nually that it experienced during the decades pri-
or to the financial crisis.

A recent poverty monitoring report, cover-
ing January–October 2001, suggests that there
was no poverty reduction in this period. Basing
its assessment on trends in real wages in the for-
mal and informal sectors, including agriculture,
the report found that real wages in the informal
sector were steady, although this average trend
hid considerable variation across regions. Real
agricultural wages increased by up to 10% in four
provinces, and declined by up to 10% in five
other provinces. Real wages in the formal and
construction sectors registered signif icant
increases (10–12%) largely as a result of legisla-
tively mandated increases in the legal minimum
wage. However, any beneficial effects that these
increases had on the poor are unclear as changes
in employment levels caused by the wage rises are
unknown, as is the extent of participation of the
poor in formal sector employment.

Growth in the 7–10% range is necessary to
reduce poverty in a sustainable fashion and to
meet the Government’s long-term development
goals. Looking back, poverty decreased from
40% in 1976 to just over 11% in 1996. At the
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3–4% GDP growth rate currently anticipated,
average income can be expected to rise by only
1–2% per year, i.e., far too little to materially af-
fect the bulk of population that is poor or near
poor. To regain high growth rates, it will be impor-
tant for policymakers to work hard to convince
both domestic and international investors that
reforms are effectively reducing corruption and
weaknesses in the legal and judicial system.

The IMF-supported program for macrosta-
bilization calls for more aggressive targeting of
inflation. However, the weaknesses of the central
bank, a lack of political consensus on the advan-
tages of higher interest rates, and the need to
continue to raise energy and utility costs will
mean that inflation will come down only relative-
ly slowly. Exchange rate movements appear to fol-

low current inflationary expectations, a trend
that is likely to continue. Banking sector reforms,
including privatization of banks, could provide
additional scope for lowering inflation.

Although the external sector is likely to grow
at higher rates in the future, current trends sug-
gest that the large current account surpluses that
have cushioned the economy from the effects of
low growth and capital outf lows (by providing
foreign exchange for debt repayment) are likely to
decline in 2002. Tightening current account sur-
pluses means added risks from external shocks,
such as dampening inflows from tourism or fur-
ther capital flight. Active pursuit of government
policies to improve peace and security and to en-
courage investment, as well as prudent debt man-
agement, will become more important .
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LAO PEOPLE’S DEMOCRATIC REPUBLIC

MACROECONOMIC ASSESSMENT

Continued macroeconomic stability was accompanied by

moderate economic growth in 2001 as the benefits of past

reforms became evident. Inflation was significantly lower than in

previous years and the fiscal situation began to improve. The

outlook is positive, with continued prudent macroeconomic

management and potential large-scale investment contributing

to the overall picture.

Economic performance in the
Lao People’s Democratic
Republic (Lao PDR) remained
steady in 2001 in the face of

slower global and regional economic
growth. GDP growth was estimated at
5.5%, a decline from 5.9% in 2000.
Slower export and agriculture sector
growth and limited FDI offset the bene-
fits of a substantial drop in inflation,
greater macroeconomic stability, and a
strong improvement in tourism.

Growth in 2001 was well balanced
as agriculture, industry, and services all
repor ted moderate rises in output.
Agriculture, which employs around 85%
of the population and accounts for
about half the economy, grew at an esti-
mated rate of 3.9% during the year. This
represents a slowdown after several years
of strong expansion, led by extensive
investment in irrigation and increased
(albeit informal) cross-border trade in
agricultural commodities with neighbor-
ing Thailand. Industry remained the
fastest-growing sector, with construc-
tion and garments playing a key role. The
services sector, which accounts for

about a quarter of the economy, also saw
steady growth of around 6% in 2001.
Tourism continued to play an important
role, contributing both to GDP growth
and the balance of payments. Tourism
has strengthened steadily every year
since the mid-1990s.

As a result of continued sound mac-
roeconomic management, prices be-
came more stable. Inf lat ion was

reported at 7.8% in 2001 (Figure 2.8),
below the Government’s target of 10%.
This represents a significant reduction
from the very high inflation rates in 1998
and 1999 and is one of the lowest rates of
price increases since the economy re-
opened to the outside world in 1986. The
kip depreciated by 13.7% against the US
dollar in 2001 from its level in 2000.

The external front was stable: the
trade deficit remained constant at about
13% of GDP, while the current account
deficit increased slightly to 7.2%. Ex-
ports remained firm at around $425 mil-
lion. Leading exports included timber
and wood products, electricity (from
hydropower plants), and garments. Un-
registered cross-border trade in agricul-
tural commodities with Thailand was
also significant. In 2001, foreign invest-
ment was estimated at $30 million, be-
low the levels in previous years, which
often exceeded $100 million a year.
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Foreign currency reserves remained steady in
2001 and at the end of the year were sufficient to
cover 2.5 months of imports.

The Lao PDR is officially classified as a
heavily indebted poor country, though official
statistics overstate the seriousness of the coun-
try’s foreign debt problem. Approximately half
the debt is owed to the Russian Federation. This
debt is carried on the books at an unrealistic ex-
change rate and is not currently being serviced.
The governments of the Lao PDR and the Rus-
sian Federation are renegotiating the terms of the
debt, which will lead to a significant reduction in
its book value.

POLICY DEVELOPMENTS

Until a few years ago, weak fiscal policy resulted
in large fiscal deficits. In recent years, this issue
has been partially addressed, though the fiscal
deficit remains substantial at 8% of GDP. Cur-
rent revenues amounted to around 15% of GDP
in 2001 and total expenditures to around 23% of
GDP. In the medium term—by 2005—the Gov-
ernment is committed to increasing its revenues
to around 18% of GDP. It is also determined to
increase the share of spending in the social sector
relative to GDP. In 2001, the deficit was almost
entirely financed through grants and concession-
al loans from abroad. This trend is expected to in-
crease in the future, although with price stability,
the Government may be able to finance its deficit

through domestic bonds as well.
Despite the rise in government spending in

recent years, further action is needed to improve
the balance between capital and recurrent out-
lays. In fiscal year 2001, capital expenditures
accounted for around 65% of the total. As a
result, spending in the social sector (which relies
heavily on recurrent expenditures) has suffered.
Fiscal decentralization has also raised uncertain-
ties about the role of the provinces in determin-
ing spending and in collecting revenues.

The inflationary bout of 1998 and 1999 was
largely caused by the Bank of the Lao PDR mon-
etizing the Government’s budget deficit. As part
of the program to reduce inflation, the Bank
stopped purchasing government bonds, effec-
tively ending central bank financing of the bud-
get deficit. The large volume of dollars and baht
circulating in the country limits the role of mone-
tary policy. Foreign currency deposits account for
at least 75% of total liquidity and foreign cur-
rency is widely accepted for domestic transac-
tions.

Finance sector reform remains a priority for
the economy. Currently, the system is dominated
by three state-owned commercial banks (SOCBs)
and the Agriculture Promotion Bank, although
foreign banks and joint ventures also operate, pri-
marily in Vientiane. In the past, SOCBs focused
on lending to SOEs and the percentage of non-
performing loans is quite high. The Government
is in the process of reforming the finance sector,

TABLE 2.8 Major Economic Indicators, Lao People’s Democratic Republic,
1999–2003 (%)

Item 1999 2000 2001a 2002 2003

GDP growthb 7.3 5.9 5.5 5.8 6.1
Gross domestic investment/GDP 22.7 20.5 21.0 22.0 22.0
Gross domestic savings/GDP 16.4 14.7 13.8 14.0 14.0
Inflation rate (consumer price index) 134.0 27.0 7.8 6.5 6.0
Money supply (M2) growth 78.3 45.8 20.0 18.0 16.0
Fiscal balance/GDPb -8.8 -7.9 -8.0 -6.1 -6.0
Merchandise export growth 7.7 8.3 8.1 8.5 8.5
Merchandise import growth 0.3 6.6 10.5 11.0 11.0
Current account balance/GDP -6.3 -5.8 -7.2 -8.0 -8.0
Debt service ratio 11.4 10.1 10.5 9.8 9.2

a Preliminary estimates. b Constant factor cost. c Central government balance ending 30 September.

Sources: Bank of the Lao PDR; National Statistical Center; State Planning Center; International Monetary Fund;
staff estimates.
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with the support of ADB, IMF, and the World
Bank. SOCBs have largely stopped lending to the
Government. This reform will help the finance
sector direct its lending to projects on the basis of
their economic efficiency and contribution to
GDP growth. It will also force SOEs to further
commercialize their operations, as it will reduce
their reliance on easy credit from the SOCBs.

In 1998, 39% of the population lived below
the poverty line, determined by an estimate of
minimum caloric needs. Poverty is not evenly dis-
tributed: in the north, 53% of the population are
poor compared with 12% in Vientiane prefec-
ture. Evidence suggests that economic growth
has had a positive effect on poverty reduction,
not equitably though: between 1993 and 1998,
while per capita income grew by 25%, the pro-
portion of poor people dropped only by 7 per-
centage points. The gains that the poor might
have expected to realize from economic growth
have been reduced due to increased inequality.
New investment will have to concentrate more on
providing physical and social infrastructure and
to adjust the macroeconomic policy environment
so that the poor are able to better capture the
benefits of growth.

OUTLOOK FOR 2002–2003

The outlook for 2002–2003 is generally positive
due to the anticipated economic recovery of the
region and increased investment in the hydro-
power and mining sectors. GDP growth is
expected to pick up, reaching 6.1% in 2003.

Recent efforts to reduce inflation have been
successful and this downward trend should
persist. With sustained prudent monetary policy,
inflation should reach 6% in 2003. Several years
of relatively low inflation should help stabilize
fluctuations in the kip and may increase its use
for domestic transactions. Exports are expected
to increase by around 9% in both 2002 and 2003.
Tourism is also likely to continue growing.

Both government revenues and expendi-
tures are expected to rise modestly in the medi-
um term, with revenues reaching around 15% of
GDP by 2003, given ongoing reforms in tax col-
lection and improved coordination with provin-
cial tax authorities. Expenditures are forecast to
rise to 22.8% of GDP by 2003. Further reforms
in public expenditures should improve their qual-
ity, with a greater share going to recurrent
expenses and human resources development.
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MALAYSIA

MACROECONOMIC ASSESSMENT

GDP growth decelerated sharply in 2001 on the back of an

export slowdown and weak domestic demand conditions.

A surge in public spending in tandem with positive private

consumption growth, over most of the year, averted a recession.

Prospects are for a modest acceleration of growth.

T he year 2001 was difficult eco-
nomically for Malaysia, as it
experienced its second major
slowdown in 4 years. While pol-

icymakers were still grappling with the
consequences of the Asian financial cri-
sis that began in 1997, a series of shocks
prevented the economy from achieving a
full recovery. In the first half of the year,
the global plunge in demand for ICT
products, which led to a protracted and
synchronized slowdown in the world
economy, contributed to slow domestic
GDP growth of under 1%. While early
signs of a leveling off started to emerge
during August–September, hopes of a
turnaround were dashed by the events
of September 11th in the US. With the
potential to cause another downward
adjustment in export earnings, particu-
larly from trade and tourism, these
events further weakened the Malaysian
economy.

Nevertheless, compared with some
other regional economies, Malaysia was
better able to deal with weakness of ac-
tivity in the industrial economies. Im-
portant contributory factors were the
resilience of private consumption and
the beneficial effects of the Govern-
ment’s policy actions.

Among major expenditure cate-
gories, consumption spending grew,
propped up by a surge in public spend-
ing. Given that total consumption
accounts for about 60% of GDP, its resil-
ience helped absorb some of the con-
tractionary forces resulting from the
collapse in external demand. While a fall
in disposable income and a sluggish
labor market exerted downward pres-
sure on consumption spending, this was

cushioned by retail discounts, tax
deductions, a turnaround in palm-oil
prices in the middle of the year, low
interest rates, and a sharp increase in
public spending. Private consumer
spending growth, accounting for about
80% of total consumption, fell to 2.4% in
2001 from 12.2% in the previous year.
Public consumption spending acceler-
ated to 14.1% from 1.7% in 2000, as the
Government adopted stimulus mea-
sures.

Stronger public investment could
not prevent total investment from
shrinking by 5.3% in 2001. Private in-
vestment was severely affected by the
sharp contraction in manufacturing and
the export slowdown. On inventories, it
is encouraging to note that downward
adjustments have been ongoing since
the fourth quarter of 2000.
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The main drag on the economy in 2001 was
the export sector. The slump in global demand
for manufactured goods, particularly ICT prod-
ucts, led to a sharp contraction in demand for
Malaysia’s exports, starting in the fourth quarter
of 2000. In the weakening global economy, prices
of some of Malaysia’s primary commodity ex-
ports, including crude oil, were also softer, exac-
erbating the fall in nominal exports. Owing to the
heavy import-dependent nature of exports     and
the decline in overall economic activity, import
demand also fell sharply. The slump in imports
was seen mainly in capital and intermediate
goods; imported consumer goods experienced
only a modest decline.

On the production side, manufacturing
suffered a sharp contraction of 4.8% in 2001,
from 21% growth in 2000. Within manufac-
turing, while domestic-oriented industries
recorded growth of 8% in 2001, this did not fully
offset the contraction in export-oriented indus-
tries. The agriculture sector was the only area,
apart from construction, where growth actually
picked up—to 2.3% from 0.6% in 2000. This was
mainly due to the bumper harvest of palm oil.
The services sector grew by 3.9%, primarily due
to the resilience of finance, insurance, real estate,
and business-related activities. A low interest rate
environment was a catalyst for these activities.

At 1.4%, inflation in 2001 remained sub-
dued due to weak domestic demand, a stable
ringgit, and low inflation abroad.

The economic slowdown, apart from the
inevitable loss of income and employment, did

not impact on social conditions too severely,
thanks to the Government’s actions. Though the
main thrust of fiscal policy was to soften the
impact of the slump in external demand, the
Government, in addition to offering tax relief,
continued to spend heavily on health, education,
and social protection. Monetary conditions
remained accommodative. In fact, a low interest
rate regime was already in place prior to 2001, as
a result of the Government’s desire to encourage
more investment. Hence, the central bank made
only a 50 basis point interest rate cut in 2001.

The merchandise trade balance remained in
surplus, at $18.2 billion. This was despite the
export contraction of 8.8%, and was mainly due
to the similar fall in imports. The continued trade
surplus helped the economy maintain a sizable
current account surplus of $6.8 billion in 2001, as
well as ward off pressures on the ringgit in the
first half of the year. It also contributed to     a
steady rebound in foreign reserves from June,
which ended the year at a comfortable $30.8 bil-
lion. The reserve position covered 5.2 months of
retained imports and was six times the level of
short-term external debt.

POLICY DEVELOPMENTS

Fiscal pump priming will continue in 2002 to act
as a very important driver of growth, especially in
the first half of the year when export expansion is
expected to be moderate. Following the Govern-
ment’s low level of usage of the fiscal stimulus
packages announced in 2001—it managed to

TABLE 2.9 Major Economic Indicators, Malaysia, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growth 6.1 8.3 0.4 4.2 5.8
Gross domestic investment/GDP 22.3 26.8 24.8 25.9 26.4
Gross domestic     savings/GDP 47.3 46.8 42.3 41.8 41.0
Inflation rate (consumer price index) 2.8 1.6 1.4 2.3 2.8
Money supply (M2) growth 13.7 5.2 5.3 6.9 8.5
Fiscal balance/GDP -3.2 -5.8 -6.7 -5.2 -3.0
Merchandise export growth 16.8 17.0 -8.8 7.0 11.9
Merchandise import growth 12.8 26.2 -7.6 10.0 16.1
Current account balance/GDP 15.9 9.4 7.8 5.3 2.6
Debt service ratio 5.6 5.4 6.0 6.3 6.1

Sources: Bank Negara Malaysia; Malaysian Institute of Economic Research; staff estimates.The main drag on

the economy in
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spend only 50% of these funds—it has intro-
duced a number of administrative measures to
speed up project implementation. Apart from
giving ministries greater financial authority,
project management consultants will be
appointed to supervise projects, which are
awarded on a build-own-operate basis. Work will
be required to start immediately after the award
of a tender and once the tendering procedures
have been simplified. A special committee in the
Treasury Department has also been set up to
monitor the project implementation process.

The 2002 budget cut the individual tax rate
in the top bracket marginally from 29% to 28%
and increased government salaries by 10%. On
the corporate front, the Government extended
the reinvestment allowance from 5 to 15 years
and implemented tariff concessions for a wide
range of intermediate products. These measures
were designed to boost domestic demand
directly, rather than letting it rely on the tradi-
tional multiplier effects emanating from public
infrastructure projects.

Despite an expansion in the fiscal deficit in
recent years, Malaysia’s national debt at 50% of
GNP remains manageable: its debt service ratio
is only about 6%.

In the finance sector, the proportion of
nonperforming loans picked up marginally to
roughly 16.3% in 2001, primarily due to the dete-
rioration in economic conditions. The credit
intermediation channel remains effective
through bank lending to households for mort-
gages and consumer loans. Companies have been
tapping into a growing corporate bond market
for financing on back of spread compression. It is
expected that improved liquidity conditions and
relatively low nonperforming loan levels will con-
tinue in the short to medium term and this
should help stimulate consumption and
investment-related activities in 2002 and 2003.

Malaysia’s economic slowdown has high-
lighted the problems associated with overreliance
on an export-led growth strategy. Both the inten-
sity of the financial crisis and the speed with
which the slump in the US economy has been
transmitted to trade- and finance sector-related
activities have prompted policymakers to look for
alternative means of promoting economic
growth. While maintaining an open economy,
they have started to look for untapped potential
at home, especially in services (ports and tour-
ism), agriculture, and resource-based industries
to improve the economy’s resilience to shocks.

OUTLOOK FOR 2002–2003

The outlook is predicated on the following as-
sumptions. A modest recovery in the US will be
seen in the first half of 2002 and will be followed
by a stronger pickup from the second half of the
year and into 2003. The stimulus packages imple-
mented in the second half of 2001 and new policy
changes in 2002 via lowering of personal and cor-
porate tax rates are expected to have significant
spin-off effects on domestic demand in the short
to medium term. Destocking was quite signifi-
cant by the fourth quarter of 2001 and invento-
ries are likely to follow the expected upward trend
in the US business inventory-to-sales ratio in
2002. US new orders of ICT products will pro-
bably stage a modest upturn in the second half of
the year and this will lead to a moderate recovery
in Malaysian exports.

Economic growth in the first half of 2002 is
likely to be restrained, driven mainly by domestic
demand underpinned by expansionary fiscal pol-
icy and a rise in inventory investment. The lead-
ing index rose in the third quarter of 2001 and is
expected to continue to do so in 2002 (Figure
2.9). The recovery is likely to gather pace in the
second half of 2002 as export demand acceler-
ates. GDP growth is forecast at 4.2% and 5.8% in
2002 and 2003, respectively.

The outlook for inflation depends primarily
on the speed and strength of the economic recov-
ery. Prices should increase moderately as de-
mand conditions improve, since some excess
capacity may remain for much of 2002. The infla-
tion rate for the year is projected at 2.3%, acceler-
ating further to 2.8% in 2003.

The fiscal deficit is expected to narrow to
5.2% of GDP in 2002 due to stronger revenues
stemming from an expansion of the tax base as
GDP growth accelerates and as capital expendi-
tures fall. In 2003, as the Government becomes
less reliant on pump priming, the fiscal deficit is
forecast to further narrow to 3% of GDP.

On the balance of payments, merchandise
exports are forecast to register 7% growth in 2002
as the global economy strengthens. However, a
stronger surge in imports, due to the replenish-
ment of low inventories and to higher demand for
intermediate inputs from ICT exporters, will
likely reduce the merchandise trade surplus to
$17.4 billion. With a forecast net services deficit
of around $10 billion, the current account is
expected to register a smaller but still consider-
able surplus of 5.3% of GDP in 2002.
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MYANMAR

MACROECONOMIC ASSESSMENT

Economic expansion in Myanmar is likely to have slowed in

2001 as a consequence of tougher economic sanctions and

slower domestic agricultural growth. Over the long term,

prospects for growth and for lasting poverty reduction remain

uncertain in a context where macroeconomic and structural

distortions are acute.

For 2000, GDP growth is offi-
cially estimated to have been
13.6%. However, independent
estimates suggest that growth

was much  more modest, possibly 6%.
Official estimates of growth for 2001
are, as yet, unavailable but the pace of
economic activity in Myanmar, as in oth-
er countries of the region, is likely to
have slowed. In addition to depressed
external demand conditions, economic
sanctions are likely to have held econom-
ic expansion in check. Moreover, agricul-
tural output, which contributes substan-
tially to aggregate activity, is likely to
have been adversely affected by rains
that hindered dry-season rice cropping.

In 2000, inflation, which had aver-
aged over 25% a year for more than a
decade, dropped sharply. Consumer
prices are estimated to have fallen by
1.7%. This dramatic reversal in trend
was caused by a decline in the cost of
food (mainly due to a bumper rice har-
vest in 1999/2000), which weighs heavily
in the consumption basket. However,

price stability was also helped by the
creation of “tax-free markets,” which
lowered distr ibution and marketing
costs, and by the slower growth of cen-
tral bank credit. Although no official in-
flation data are yet available for 2001,
the latest indications are that price sta-
bility was short lived, and inflation may
have averaged somewhere around 20%
in 2001. Central bank credit growth re-
sumed and the kyat depreciated sharply
in the parallel market.

Over a protracted period, the pub-
lic sector has run substantial fiscal defi-
cits. To cover the losses of state economic
enterprises (SEEs), direct financial
transfers are made by the Union Gov-
ernment. SEE expenditures account for
about 75% of all public expenditures
and, historically, SEEs have been re-
sponsible for the bulk of public sector
deficits. In 1999, the consolidated bud-
get deficit was estimated at about 5% of
GDP. However, significant off-budget
spending and the subsidies implicit in
the application of the official exchange
rate to SEE transactions mean that the
true public sector resource gap could be
much larger. Poor prospects for im-
proved revenue mobilization and a large
increase in public sector pay (in April

2001) imply that the public sector deficit
persisted through 2000 and 2001.

Monetary policy in Myanmar has
traditionally been captive to the financ-
ing needs of the public sector. Deposit
and lending rates are administratively
determined. Between 1999 and 2000,
the central bank reduced its discount
rate from 15% to 10%; the discount rate
remained at this level through 2001.
While real interest rates turned positive
in 2000, accelerating inflation in 2001 is
likely to have eroded the value of mone-
tary assets.

Perhaps surprisingly, given de-
pressed regional and global demand,
available data suggest that Myanmar
enjoyed fast export growth over the first
half of 2001. Exports of garments grew
strongly, as did exports of gas and met-
als, ref lecting earlier investments in
these sectors. Commodity exports also
performed well. Expor ts of pulses
surged, due both to an expansion of the
area under cultivation that boosted sup-
ply and to rising international prices.
Despite a variety of measures intended
to contain imports, these also rose in
2001, largely as a result of increased fuel
imports. While trade data are incom-
plete and may be subject to measure-
ment error, it seems that the trade
deficit narrowed in 2001. However, on
the services account, reduced receipts
from tourism and a decline in remit-
tances from overseas workers may have
resulted in a deficit.

Despite an increase in approvals,
there was a sharp fall in disbursed FDI
in 2001. In the first half of the year,
inflows were down by about 50% over
the same period in 2000. International
sanctions and consumer boycotts are2001 refers to fiscal year 2001/02, ending 31 March.
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deterring investors. Other than limited f lows
for  humanitarian needs, official development
assistance to Myanmar has also largely ceased.
Foreign exchange reserves remain meager, and
in the first half of 2001 provided cover for about
1 month of impor ts. It is estimated that
Myanmar had an external debt of $5.6 billion
in 2000.

There is only one estimate of the headcount
index of poverty in Myanmar. Based on a national
poverty line, it puts the incidence of poverty in
1997 at 22.9%. This is very low compared with
countries at similar levels of per capita income.
While a low incidence of poverty may reflect
Myanmar’s rich agricultural legacy, it is also pos-
sible that these data are subject to error. A variety
of other social indicators, including those for
child malnutrition, is cause for serious concern.

POLICY DEVELOPMENTS

Severe macroeconomic imbalances threaten any
sustained growth prospects. Perennial govern-
ment deficits and their financing through central
bank credit expansion act as implicit taxes on the
private sector, distort resource allocation, and
underpin the sustained depreciation of the
domestic currency. Distortions in the foreign
exchange market have reached unprecedented
proportions with the ratio of the parallel to the
official exchange rates now about 100:1. At the
root of the economy’s fiscal problems is a poor
record on domestic resource mobilization. At
2.3%, the tax-to-GDP ratio is grossly inadequate
and a wide range of basic needs remains unmet.
The rationalization and strengthening of the tax
system should be a matter of urgent government
consideration as should the removal of subsidies
from a wide range of goods and services. Equally,
moribund SEEs strain the public purse.

The country faces a huge range of develop-
ment problems. Its physical and social infrastruc-
ture is extremely inadequate and an increasing
incidence of HIV/AIDS and drug-related prob-
lems are adding to social stress. Productivity in
several sectors, particularly agriculture, is low
and opportunities are impaired by a variety of
policies and procedures that unnecessarily regu-
late and impede commerce. In sectors where
SEEs benefit from large exchange rate subsidies,
it is impossible for the private sector to compete.
The reform process that was started over a de-
cade ago has effectively stalled.

In a context where there is so much that now
needs to be done, it is difficult to prioritize. Nev-
ertheless, deficits in the provision of basic educa-
tion and health services stand out. In terms of
the public sector budget, each receives less than
0.5% of GDP in terms of recurrent and capital
expenditures. Yet from the perspective of pro-
moting both durable and equitable growth, inter-
national experience attests that investments in
these sectors are crucial. A realignment of priori-
ties in this direction, combined with policies that
promote the liberalization of agriculture, could
do much to help reduce poverty.

OUTLOOK FOR 2002–2003

Over the short term, economic prospects are un-
certain, largely because the Government’s re-
form agenda remains limited. Inf lation may
accelerate through 2002, and the exchange rate is
at risk of depreciating further. It is unlikely that
pressures on international reserves will be re-
lieved. Economic outcomes in 2002 are, as in the
past, likely to depend substantially on weather-
related agricultural performance. While growth
remains constrained, the prospects for a large
headway in poverty reduction are minimal.
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PHILIPPINES

MACROECONOMIC ASSESSMENT

The economy grew by 3.4% in 2001, spurred by the agriculture

and services sectors and continued robustness in private

consumption spending. Intense efforts to trim public

expenditures, together with steps to improve tax collection,

enabled the Government to contain the fiscal deficit. Inflation

remained moderate during the year. Reduced global demand for

electronic goods, lack of investor confidence, and ongoing

political and security challenges are expected to continue to limit

economic growth in 2002.

Despite the global economic
slowdown of 2001, and secu-
rity issues in Mindanao in the
south, the country registered

GDP growth of 3.4% in 2001. The ser-
vices sector displayed the strongest ex-
pansion during the year, rising by 4.3%
relative to the previous year (Figure
2.10). The sector’s output contributed
1.9 percentage points of overall GDP
growth in 2001. Expansion was also fu-
eled by favorable performance of the ag-
riculture sector (up by 3.9%), which
benefited from good weather and some
improvements in infrastructure. Agricul-
ture remains important to the economy
both because of its contribution to pro-
duction and employment, and because
agricultural products are important in-
puts to many manufacturing and servic-
es sector activities. An increase in both
the harvested and irrigated areas as a re-
sult of investment to rehabilitate irriga-
tion systems in some regions also helped
in agriculture’s improved performance.

The industry sector expanded by
only 1.9% year on year in 2001, largely as
a result of sluggish performance in man-
ufacturing. This subsector accounts for
71.1% of industry’s output, but grew by
only 2.2%, or roughly a third of the
increase registered in 2000. The elec-

tronics subsector was particularly hard
hit by low global demand; electronics
exports declined by 17% in 2001 com-
pared with 3.9% growth in 2000. Gar-
ment exports, which represent about 8%
of total exports, also fell in 2001. The
construction sector stagnated, growing
at an estimated rate of only 0.7%.

On the demand side, buoyant
private consumption helped sustain
economic growth. Government con-
sumption expenditures bounced back
from a 1.1% reduction in 2000 to a 0.1%
increase in 2001. A large level of remit-
tances, estimated to be over 8% of GNP,
is one reason why consumption spend-
ing in the country held up so well, even
though domestic income growth was
weak.

Investment in the economy fell as a
proportion of output, from 16.9% of
GNP to 16.6% over the same period.
Investment was particularly sluggish in
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the construction, durable equipment, and fixed
capital subsectors. The low level of investment
resulted from the unstable political and econom-
ic situation that has undermined investor confi-
dence, and from poor incentives for capital
investment in light of the depreciation of the
peso and high investment costs.

The fiscal deficit in 2001 equaled P147 bil-
lion or 3.8% of GNP, or slightly above the Gov-
ernment’s target of P145 billion. Public revenues
for the year totaled P563.7 billion, while public
expenditures amounted to P710.8 billion. The tax
revenue target of the Bureau of Internal Revenue
(BIR) was achieved, though it was reduced from
P408 billion to P388 billion at mid-year. The def-
icit would have been larger in the absence of the
Government’s rigorous tax collection efforts dur-
ing the year. Nevertheless, shortfalls in tax reve-
nues are still a serious problem in public finance,
as tax revenues declined as a proportion of GNP
from 16.3% in 1997 to 12.7% in 2001. The Gov-
ernment made great efforts to keep fiscal expen-
ditures within its target by trimming public
expenditures, which mainly involved reducing
expenditures on capital and infrastructure in-
vestments. The fiscal deficit in 2001 was financed
through borrowing, and total public debt was
estimated to be P1.2 trillion at the end of 2001,
about P90 billion higher than at the end of 2000.

Prices rose by 6.1% in 2001, 1.7 percentage
points higher than the historically low rate in
2000, though there was some evidence that infla-
tion decelerated toward the end of the year. Slow

growth in aggregate demand and decreases in the
seasonally adjusted consumer prices for food
contributed to this moderate rate.

Though inflation increased relative to 2000,
sluggish economic growth prompted the central
bank to pursue an expansionary monetary policy
in an effort to spur economic recovery in 2001.
Over the course of 2001, the central bank low-
ered its overnight borrowing rate from 13.0% to
7.5% and its lending rate from 15.25% to 9.75%.
Interest rates on treasury bills experienced corre-
sponding falls during the year. Domestic liquidity
(M3) increased by about 6.8%, compared with
the 4.6% rate of expansion in 2000. However, the
slowdown in the economy, banks’ cautious lend-
ing stance, and weak corporate demand for new
debt in light of existing production overcapacity
(particularly among manufacturing firms) all
contributed to sluggish bank lending. Domestic
credit to the private sector contracted. In con-
trast, domestic credit to the public sector rose by
around 16%.

Total external merchandise trade fell by
about 12% in 2001 compared with the prior year,
reflecting the impact of the global economic
slowdown. Orders from the country’s principal
export markets were weak and, as a result,
exports declined by 16.2%. Imports shrank by
6.2%, reflecting a weakening in demand for inter-
mediate inputs by export industries. As a result,
the trade surplus fell by about $4.2 billion, a drop
of over 60% from the 2000 level. The current ac-
count surplus is estimated to have fallen to about

TABLE 2.10 Major Economic Indicators, Philippines, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growth 3.4 4.0 3.4 4.0 4.5
Gross domestic investment/GNP 17.8 16.9 16.6 18.0 18.5
Gross national savings/GNP 18.7 21.0 22.1 20.2 19.5
Inflation rate (consumer price index) 6.7 4.4 6.1 5.0 6.0
Money supply (M3) growth 19.3 4.6 6.8 10.0 11.0
Fiscal balance/GNP -3.6 -3.8 -3.8 -3.2 -3.0
Merchandise export growth 19.1 9.0 -16.2 3.0 6.0
Merchandise import growth 4.2 3.8 -6.2 2.5 4.0
Current account balance/GNP 9.2 10.7 6.0 2.0 1.5
Debt service ratio 13.4 12.7 16.4 15.0 15.0

Sources: National Statistical Coordination Board, 2002, National Accounts of the Philippines, January; Bangko
Sentral ng Pilipinas, available: www.bsp.gov.ph; Bureau of Treasury, available: www.treasury.gov.ph; staff estimates.
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$4.5 billion, or 6% of GNP, in 2001, and the over-
all balance of payments to have run a deficit of
$0.2 billion, or 0.3% of GNP.

The country’s outstanding external debt of
about $52.4 billion was slightly above the level
recorded at the end of 2000. The latest available
figures show that external debt increased from
65.9% of GNP at the end of 2000 to 69.2% of
GNP at the end of 2001.....     External debt is now
well above its level prior to the Asian financial cri-
sis. The maturity structure of the debt has been
shortened and the level of external debt has been
reduced. Debt obligations of the public sector
constitute 64% of total external debt. Debt secu-
rities, such as bonds and notes that are generally
traded in offshore capital markets, represent
about a quarter of the total, while 22% pertain to
obligations to private foreign banks and other
financial institutions. External debt service pay-
ments in 2001 amounted to 16.4% of total
exports of goods and services. In December
2001, gross international reserves were $15.7 bil-
lion, slightly higher than the $15.0 billion level in
2000, and provided import cover for 4.8 months.

While commercial banks had lower levels of
bad debt in the aftermath of the financial crisis
than banks in other crisis-affected economies,
the share of nonperforming loans has been rising
in recent years. In 2001, this share rose from
about 16% in January to 17.3% in December.
While the increasing nonperforming loan ratio
was mainly attributable to shrinkage of banks’
total loan portfolios, this increase still raises con-
cerns about progress in cleaning balance sheets
to clear the way for renewed and stronger lending
to support needed investment by the industry
sector.

Capital markets suffered from the global
downturn and from the continued effects of lost
confidence emanating from corruption scandals
in recent years. The index for the Philippine
Stock Exchange reached a new 10-year low in
October, although stocks did recover some of
their lost value later in the fourth quarter.

In 2001, the unemployment rate held steady
at around 11%, but remained among the highest
in the region. This was partly the result of slow
job creation combined with a large increase in
new labor force entrants associated with the con-
tinued high population growth rate. High unem-
ployment and population growth, combined with
low economic growth,  suggest that the incidence
and severity of poverty in the country remained
relatively unchanged in 2001. The latest estimates

of poverty incidence cover 2000 and show that
over 39% of the total population have incomes
below the national poverty line, representing an
increase of 2.6 percentage points from the level
recorded in 1997. Poverty incidence is higher in
rural areas than in urban areas (46.9% and
19.9%, respectively) and increased more in rural
areas between 1997 and 2000 (2.5 percentage
points compared with 2 percentage points). In
October 2001, the Government signed a Poverty
Partnership Agreement with ADB that set goals
and outlined a strategy for reducing poverty in
the country, paving the way for greater develop-
ment assistance to aid the country in its poverty-
reduction efforts.

POLICY DEVELOPMENTS

In early 2001, the Government was hampered in
its efforts to carry out economic reforms due to
more pressing political concerns. Once the new
administration’s political position was consolidat-
ed, an ambitious program of economic reforms
outlined in the President’s July state of the nation
address was initiated. One of the major policy in-
itiatives of the Government in 2001 was to reduce
the fiscal deficit and government debt by cutting
expenditures, strengthening the tax collection
system, and improving revenues, so as to allow
greater expenditures for infrastructure invest-
ments and social development. The tax system is
being simplified and the BIR is being reformed
to improve its efficiency. The Government seeks
reform in four key areas: simplify the current tax
structure, including a proposal to abolish the ex-
isting system of exemptions and move to a gross
tax system; increase the use of Internet or com-
puter technology in tax collection to simplify and
improve collection; reorganize the BIR to reduce
corruption and improve its standing among the
public (at the moment, the Government is seek-
ing to increase the BIR’s autonomy and eventual-
ly create a new revenue authority); and improve
professional staff capacity at the BIR by improv-
ing human resources training, raising low salaries
and benefits, and eliminating political interven-
tion in BIR hiring.

Other major policy initiatives of the Govern-
ment include efforts to curb money laundering,
sell state-owned assets in power and construction
enterprises, increase foreign and domestic invest-
ment in the economy, foster greater competition
in domestic markets (e.g., shipping), and mod-
ernize the country’s agriculture sector.
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The Anti-Money Laundering Act of 2001 is
considered insufficient by the Financial Action
Task Force of the Organisation for Economic Co-
operation and Development, and the Govern-
ment is working on revising it.

There were a number of significant develop-
ments in the energy sector, including the opening
of the country’s first natural gas facility in Octo-
ber 2001 about 100 kilometers south of Manila.
The Government is looking to open bidding on
the construction of an overland pipeline to bring
the gas to Manila. The state-owned energy com-
pany and two foreign energy enterprises jointly
operate the facility. The new source of power
promises to reduce the country’s energy deficit,
lower energy imports, and could help bring down
the domestic cost of electricity (which is above
the regional average). The Electric Power Indus-
try Reform Act was approved in June 2001. To en-
force the Act, many critical interventions are
necessary.

The Act proposes privatization of the sector
and a major strengthening of transmission, sub-
transmission, and distribution systems, which are
weak at present. In the process of privatization,
crucial transmission and subtransmission
projects will have to be implemented by the pub-
lic sector to avoid another power crisis. The re-
structuring of the sector is expected ultimately to
lower electricity costs, and put them on a par
with those in neighboring countries. However,
limited progress was made in the planned sale of
state-owned assets of the main power retailer in
the country.

In 2001, the Government pledged to invest
P2 billion on implementing the Agricultural and
Fisheries Modernization Act, which was passed
some years ago and set an ambitious range of
measures to boost low farm productivity.

OUTLOOK FOR 2002–2003

GDP is expected to expand by 4% in 2002, with
higher private consumption and improved ex-
ports. Achieving a higher rate will require sus-
taining growth in the agriculture sector, a
recovery in industrial exports, and an improve-
ment in the level of (and environment for) invest-
ment. GDP is expected to increase by 4.5% in
2003, as a foreseen global economic recovery
takes place and the economy begins to reap the
returns from ongoing economic and fiscal reform
efforts. Investment is expected to improve to
18%–18.5% of GNP in 2002–2003.

Improvement of physical infrastructure is an
important component of the measures needed to
raise investment in the economy. A 19% spending
increase for infrastructure construction is
planned for 2002, which should help stimulate
investment and broaden economic activity. The
uncertain outlook for ongoing privatization ef-
forts increases the difficulty of achieving deficit
targets. Progress in the privatization program
would foster higher growth and investment in the
economy, increase revenues in the short run, and
lessen expenditure demands on the Government
in the long term.

Inflation should remain stable at 5–6% in
2002–2003. Domestic liquidity (M3) is expected
to expand at a higher rate in 2002–2003 than in
2001. Interest rates are now low, having followed
the recent worldwide trend down. However,
rates are not expected to go any lower in 2002 and
could rise slightly later in the year.

In 2002, the Government is expected to
continue its ongoing efforts to reform the tax col-
lection system, and to maintain the fiscal deficit
to within its target of P130 billion. It is expected
that the deficit will be further reduced to below
P100 billion in 2003. The challenge of improving
tax revenues remains. Strong support for reform
from the tax authorities will be essential for en-
hancing collections and curbing the Govern-
ment’s growing debt service payments.

The trade balance is expected to maintain a
small surplus in 2002. However, the current ac-
count surplus is expected to continue its recent
decline and shrink to $2.0 billion, or 2% of GNP,
in 2002, and to $1.5 billion, or 1.5% of GNP, in
2003. The overall balance of payments is expect-
ed to run a deficit in 2002–2003, largely because
of continuing net capital outflows (first seen in
late 2000). Reforms in the finance sector hold the
promise of slowing and eventually reversing these
outflows. Government efforts to rehabilitate in-
frastructure augur well for lowering production
costs and enhancing the competitiveness of
Philippine enterprises.

To improve employment opportunities and
reduce unemployment, underemployment, and
poverty, it is vital that domestic and foreign in-
vestment be encouraged. Reforms to improve
both the investment environment and the oper-
ating environment for labor-intensive domestic
and foreign businesses should be continued. Be-
tween 1985 and 1997, the incidence of poverty in
the Philippines was reduced from 44.2% to
31.8%. There was some erosion in these gains
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during the following 3 years as a result of the
Asian financial crisis. There is, therefore, an ur-
gent need to recover lost ground and to make fur-
ther gains in reducing pover ty. To do this,
significant economic momentum will have to be
maintained. GDP growth of 4% or more, if sus-
tained, could result in progress in achieving the
Government’s objectives of reducing poverty.

This is particularly true if institutions are re-
formed in favor of the poor by redistributing eco-
nomic opportunities, protecting the vulnerable,
and enhancing the capabilities of the poor to par-
ticipate in decision making. Such socially inclu-
sive development would require the provision of

an enabling environment for poverty reduction
through macroeconomic, political, and institu-
tional reforms as well as the development of pro-
grams that will equalize access to economic
resources and social opportunities. Further, the
human potential of poorer members of society
can be nurtured via (i) providing better educa-
tional facilities, (ii) reducing the transport cost of
isolated communities, which have become “pov-
erty traps,” through investments in infrastructure
and agricultural development, and (iii) strength-
ening democratic institutions at various levels of
government. Such policies have the potential to
spur pro-poor growth in the economy.
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SINGAPORE

MACROECONOMIC ASSESSMENT

The economy contracted in 2001 amid a difficult external

environment, despite fiscal stimulus measures and a move to a

neutral exchange rate policy. Given Singapore’s high

dependence on external demand, trends in the global economy

are a key determinant of domestic economic activity.

T he deterioration of economic
conditions worldwide and a
severe downturn in global elec-
tronics demand exer ted a

strong drag on the Singapore economy
in 2001. The slowdown was broad based,
reflecting a sharp drop in international
trade and a weakening of consumer and
business sentiment. Electronics exports
fell steeply, and GDP declined by 2%
during 2001, down from growth of
10.3% in 2000. The pace of the fallout,
nevertheless, showed signs of modera-
tion in the last quarter as reflected in a
revival of manufacturing, particularly
electronics. After contracting for the
first three quarters, GDP posted 4.3%
quarter-on-quarter growth in the fourth
quarter of the year.

The manufacturing sector bore the
brunt of the slowdown, contracting by
11.5% in 2001, compared with 15.3%
growth in the previous year (Figure
2.11). The contraction was mainly due to
a double-digit decline in electronics,
pulled down by a plunge in output of
semiconductors, telecommunications
equipment, and computer peripherals.
This also reflected a drop in the seg-
ments supporting electronics produc-
tion, particularly fabricated metals and

machinery, as well as printing and pub-
lishing. With a substantial drop in pri-
vate construction activity and cutbacks
in public sector residential projects, the
construction sector further declined by
2.1% in 2001, following a 1.7% fall a year
earlier. The services sector recorded
slower expansion, given reduced inter-
national trade flows. Growth in trans-
port and communications moderated to
2.7% in 2001 from 8.5% in the previous
year, on account of falls in tourist arriv-

als and the volume of air and sea cargo
handled. The retail and wholesale sector
fell by 2.8% compared with 15.2%
growth in 2000, dragged down by weak
consumer sentiment and a deteriorated
economic situation. The financial servic-
es sector decelerated to 2.2% growth in
2001 from 4.6% in 2000, as a result of
weak equity markets and reduced re-
gional demand for insurance and invest-
ment advice.

Overall domestic demand fell by
8.7%, compared with 11.8% expansion
in 2000. Rising uncertainty over em-
ployment and wage cuts undermined
consumer confidence and helped lower
the rise in household consumption to
0.5% from 9.9% in 2000. In spite of a
substantial growth in government
spending on civil engineering works and
nonresidential construction, gross fixed
capital formation posted a 4.6%
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decrease, having increased by 6.3% in 2000. This
was due mainly to a double-digit drop in private
investment in machinery and equipment, as
firms, faced with slackening external demand, cut
back on capital expenditure and suspended in-
vestment plans. Reflecting the adjustment in
production by manufacturers, inventories
dropped at a rate of 6.7% in 2001, down from
2.4% growth in the previous year.

The sharp downturn in the global ICT in-
dustry severely affected Singapore’s trade perfor-
mance. Total exports, which grew by a hefty
20.4% in 2000, shrank by 11.9% in 2001. Non-oil
exports, the key segment that accounts for 44%
of exports, contracted by 14.5% in 2001, revers-
ing the double-digit growth of the preceding
year. The contraction was caused mainly by the
collapse of electronics-related exports and by a
significant drop in sales of petrochemical prod-
ucts and machinery inputs as a result of weak
regional growth. Exports of oil products declined
by 5%, as world oil prices fell in the final months
of the year. In tandem with lackluster domestic
demand and sluggish manufacturing activity,
total imports contracted by 14% in 2001, after a
surge of 22.2% in the previous year. The surplus
of trade in goods rose to $12.9 billion in 2001
from $11.6 billion in 2000, accompanied by an
increased surplus of trade in services to $5.7 bil-
lion from $5.1 billion. The current account sur-
plus widened to $17.9 billion in 2001, equivalent
to 20.9% of GDP.

The labor market eased considerably, re-
f lecting the economic downturn and a consoli-
dation in the banking sector following the

liberalization of financial markets. The seasonally
adjusted unemployment rate rose broadly across
sectors, from 2.9% in December 2000 to a 15-
year high of 5.3% in December 2001. Demand
for labor worsened markedly, with manu-
facturing and construction shedding 33,200
workers in 2001 and employment creation in
services falling to 36,800 from 80,500 in the pre-
vious year. Nominal wages growth moderated to
2.3% in 2001, down from 8.9% in 2000.

Consumer price inflation trended down-
ward to 1% in December 2001 from 1.3% a year
earlier. The decline reflected mainly the defla-
tionary effects of intensified deregulation and
consolidation of the domestic services sector in
banking, telecommunications, and energy, as well
as keen competition in retail markets and a sus-
tained drop in the prices of oil-related items.

In the financial markets, the Singapore
dollar depreciated by 6.7% against the US dollar
during 2001, and weakened marginally against
the Thai baht and Korean won. Domestic interest
rates softened over the year, in light of monetary
easing in the major economies and low inflation-
ary pressure. While growth of commerce and
manufacturing loans slackened in line with the
deterioration of the overall business outlook,
overall commercial bank lending increased by
3.3% in 2001, supported by growth in loans to
the transport and communications sector. The
Straits Times Index lost over a third of its value in
the year to late September 2001, weighed down
by a protracted downturn in technology, media,
and telecommunications stocks, and by substan-
tial selling after the September 11th attacks in the

TABLE 2.11 Major Economic Indicators, Singapore, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growth 6.9 10.3 -2.0 3.7 6.5
Gross domestic investment/GDP 31.9 31.6 24.3 23.6 24.1
Gross domestic savings/GDP 48.8 49.3 45.8 44.5 45.7
Inflation rate (consumer price index) 0.1 1.3 1.0 0.4 1.4
Money supply (M2) growth 8.5 -2.0 5.9 5.9 6.5
Fiscal balance/GDP 2.6 3.5 1.9 -0.5 1.2
Merchandise export growth 4.5 20.4 -11.9 5.0 10.0
Merchandise import growth 9.0 22.2 -14.0 6.0 11.1
Current account balance/GDP 20.0 17.2 20.9 19.8 19.0

Sources: Ministry of Trade and Industry; staff estimates.
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US. The Index made up some ground in Decem-
ber, in light of better than expected month-on-
month industrial production figures during the
last quarter of the year, and ended 2001 at 1,624,
or 14% below its level at the start of the year.

POLICY DEVELOPMENTS

With worsening economic conditions both
worldwide and domestically, the Government en-
acted a series of off-budget measures to support
the economy and help households and local com-
panies over the severe slowdown. The first off-
budget package, unveiled in July 2001, amounted
to S$2.2 billion. It included measures to acceler-
ate expenditures on economic and social infra-
structure projects, and to cut business costs
through property tax and rental rebates. The
package was followed by S$11.3 billion-worth of
stimulus measures in October, involving a range
of corporate and personal income tax rebates;
cuts in utilities, education, and hospital costs; the
distribution of “New Singapore Shares” to citi-
zens (providing a guaranteed investment return
and a bonus tied to the economy’s GDP growth);
further assistance to SMEs; and expansion of the
social safety net program.

Taken together, the two packages added
up to 8.4% of GDP. Given the severe external
slowdown weighing heavily on the domestic
economy, the measures helped market demand,
but could not reverse the domestic downturn
and its effects.

In view of low inf lation and declining
exports, the Monetary Authority of Singapore
adjusted     its monetary policy in July 2001. It
moved from a tightening stance that sought to
achieve a gradual and modest appreciation of the
Singapore dollar, to a neutral stance that targeted
a constant trade-weighted nominal effective
exchange rate. With the intensified uncertainties
in the global economy after September 11th, its
target band was widened in October to permit
greater f lexibility in managing the exchange rate.
The trade-weighted nominal effective exchange
rate weakened in the fourth quarter.

The Government continued restructuring
and revitalizing the economy to retain its com-
petitiveness globally. Key economic sectors, par-
ticularly financial services, telecommunications,
energy, and the media were liberalized to en-
hance efficiency and competitiveness. In partic-
ular, as part of the comprehensive reform of
domestic banking announced in 1998, the retail

and wholesale banking markets were further
liberalized in 2001, to allow foreign banks to
engage in broader business in these markets.
Reforms of the regulatory and supervisory envi-
ronment to enhance the safety and soundness of
the financial system were also implemented in
2001, and included setting guidelines on the issu-
ance of new capital instruments for Singapore
banks, and revising the framework for valuation
and capital adequacy requirements for insurance
companies, licensed securities dealers, and
futures brokers.

Singapore continued to build up the capabil-
ities of SMEs and to invest selectively in priority
areas, such as ICT infrastructure, and research
on biotechnology and life sciences. The Govern-
ment also emphasized assistance to the work-
force to upgrade skills and knowledge. These
measures were intended to reduce the economy’s
vulnerability to external shocks related to elec-
tronics exports and to continue its transforma-
tion from a manufacturing to a knowledge- and
skills-intensive economy, as well as to a regional
service hub for health care, education, finance,
logistics, media, information, and communi-
cations. Linked to this approach, in 2001 the
Government established an Economic Review
Committee to conduct a thorough analysis of
Singapore’s areas of comparative advantage and to
work out a comprehensive development package.

The corporate landscape is characterized
by high-profile multinational enterprises and
government-linked companies. For years, compa-
nies in the latter group have been granted certain
privileges and some monopoly power, but
returns were poor. In the future, cultivating an
entrepreneurial and less risk-averse business cul-
ture will be necessary for the development of
high-value, knowledge-driven industries. To assist
local enterprises overcome shortages of skilled
workers, research and development capacity, and
capital, the Government will need to take a less
interventionist approach to industrial manage-
ment and further reduce its participation in
private firms.

OUTLOOK FOR 2002–2003

The substantial amount of government infra-
structure expenditure in the off-budget packages
is expected to provide some support to the econ-
omy. In addition, the tax rebates and transfers,
such as the New Singapore Share scheme, are
expected to cushion the slowdown in private con-
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sumption through relief measures to liquidity-
constrained households. Never theless, with
exports accounting for 143% of GDP in 2001, the
revival of the economy depends on the upturn in
the global electronics cycle and on the economies
of the US and other key trading partners. Inven-
tory destocking is at an advanced stage, which,
together with improved microchip sales and new
electronics orders in the US, points to some bot-
toming out of the global electronics cycle. This
will, in turn, buttress Singapore’s electronics
manufacturing and exports. Growth in trade-
related transport services should also improve,
in line with an expected moderate revival in
regional trade.

On expectations of a modest recovery in ex-
ternal electronics demand during the second half
of 2002, GDP is forecast to return to growth and
average 3.7% over the whole year, supported by a
gradual uptake in exports. However, with uncer-
tain economic growth prospects and a weak em-
ployment market, private consumption is
expected to remain depressed in the first two
quarters of 2002, and then to rise moderately
when the improvement in manufacturing pro-
duction begins to feed through into employment.
Corporate fixed investment is likely to turn
around only toward the end of 2002, as business
sentiment strengthens. With the Government’s
scheduled infrastructure and housing spending
more than counterbalanced by a moderation in

private sector investment, gross fixed investment
is likely to decline throughout the year.

Under the assumption of an improved exter-
nal environment and increased import demand,
the trade surplus will narrow, resulting in a slight
decline in the current account surplus in 2002.
Reflecting the weak outlook for employment,
partly as a result of the restructuring process in
the financial services sector, the unemployment
rate is forecast to edge up in the second quarter
of 2002, before declining to 3.4% toward the
end of the year. Prices, which normally lag
behind economic expansion, will be subdued in
2002, due to low regional inflation, slow domestic
wages growth, and the Government’s cost-cut-
ting measures.

The economy is forecast to strengthen by
6.5% in 2003. Anticipated buoyant external de-
mand will reduce excess industrial capacity and
improve investor sentiment toward the domestic
ICT industry, while an expected recovery in asset
values and wages growth will support private
consumption.

Inflation is expected to creep up to 1.4% in
2003, based on a strengthening economy along-
side a decline in unemployment. The trade sur-
plus is projected to fall further in 2003. As a
result of the import-dependent nature of exports
and higher demand for capital goods, the rise in
imports will likely outpace the increase in
exports, in light of stronger trade flows.
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THAILAND

MACROECONOMIC ASSESSMENT

Economic growth moderated in 2001, primarily as a result of

the impact of the global slowdown on the industry sector and

on exports. The deceleration was exacerbated by sluggish

investment and banks’ reluctance to lend, given the high level of

nonperforming loans and slow progress in corporate and

financial restructuring. Somewhat more rapid GDP growth is

projected in 2002 as the world economy recovers. A

strengthening of investor confidence is crucial to sustaining a

faster rate of expansion in the medium term.

T he global economic slowdown
in 2001 had a significant impact
on the Thai economy. GDP
grew by 1.8%, considerably less

than the 4.6% rate in 2000, while aver-
age unemployment increased to 3.9%,
from 3.6% in 2000, based on the quar-
terly labor force survey by the National
Statistics Office.

On the supply side, the pace of
growth slowed in all sectors. Expansion
of industrial output (which accounts for
about 44% of GDP) decelerated to 1.3%
in 2001 from 5.3% in 2000. The manu-
facturing production index, which cov-
ers about 63% of overall value added in
manufacturing, rose by only 1.1%, a de-
cline from 3.3% in 2000. The capacity
utilization rate slipped to 53.3%, from
56% in 2000. The slowdown in activity
was most evident among export-oriented
industries, including electronics. Howev-
er, domestic-oriented industries, such as
vehicles and par ts, beverages, and
ornaments, fared somewhat better.

Growth in services (accounting for
about 48% of GDP) moderated to 2.3%
in 2001 from 4% in 2000, and was
broadly in line with the general pace of
economic activity. Virtually all subsec-
tors experienced difficult conditions.
Tourist arrivals dropped in the wake of

the September 11th events in the US,
and a moderation in consumption
spending was felt in the retail segment
and in other services activities. Growth
in the agriculture sector (which ac-
counts for about 8% of GDP) fell to only
1.5% in 2001, from 4.8% in 2000, partly
due to the sluggish performance in pro-
duction following a reduction in the area
planted to rice and cassava.

On the demand side, real consump-
tion growth slowed to 3.2% in 2001 from
4.6% in 2000. In a context of increased
uncer tainty, private consumption
growth fell to 3.4% in 2001, from 4.9% in
2000. Investment, which has been the
slowest component of demand to recov-
er in the wake of the Asian financial
crisis, remained sluggish in 2001. Excess
capacity and obstacles to corporate
restructuring held it in check.

In fiscal year 2001 (ending 30 Sep-
tember 2001), a consolidated central
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government deficit of B109.4 billion, or 2.1% of
GDP, was registered, compared with B154 bil-
lion, or 3.2% of GDP, in fiscal year 2000. This re-
duction resulted largely from shor tfalls in
disbursements on capital projects. The rise in
government revenues, mostly in the form of in-
creased excise taxes, also contributed to the defi-
cit reduction. The deficit was financed mainly
through the issuance of domestic debt securities.

Money supply (M2) growth rose slightly to
4.2% in 2001 and short-term interest rates re-
mained low throughout the year in a context of
ample liquidity, but, despite these two factors,
nominal net domestic credit continued to con-
tract by 6.2% during the year. In particular, cred-
it to the private sector (in nominal terms)
dropped by 7.5%. This was the fourth year of the
domestic credit decline, largely reflecting com-
mercial banks’ unwillingness to lend in the face of
high credit risks, weak balance sheets, and slug-
gish domestic demand. Consumer price inflation
stayed virtually unchanged at 1.7%, mainly due
to weak demand, a stable exchange rate, and a
moderation of fuel prices.

In 2001, exports shrank by 7%, as a result of
reduced external demand and the downturn in
the electronics business cycle. Import demand
also contracted but by less than exports, causing
the trade and current account surpluses to con-
tract. Reduced demand for intermediate goods
for exports and lackluster growth in consumer

demand were largely responsible for this import
demand shrinkage. The trade surplus narrowed
to about $2.5 billion in 2001 from $5.5 billion in
2000, as the current account surplus narrowed to
5.5% of GDP from 7.5% (Figure 2.12).

The overall balance of payments was in sur-
plus in 2001. However, the capital account re-
mained in deficit, mainly due to the continued
payment of foreign loans by private commercial
banks and nonbank financial institutions. Offi-
cial international reserves continued to accumu-
late, reaching $33 billion as of December 2001,
up from $32.7 billion in 2000. This is more than
twice the level of short-term debt and equivalent
to around 6 months of imports. Currently, free
international reserves, as defined by the gross re-
serves net of swap obligations and IMF package
liabilities, are estimated at about $18 billion–$20
billion.

On a variety of indicators, the economy’s ex-
ternal financial vulnerability is improving. By the
end of 2001, total external debt had fallen to $69
billion, from $80 billion at the end of 2000. The
reduction in debt was largely due to the liquida-
tion of private sector foreign exchange liabilities.
The external debt service ratio stood at about
17%. The baht depreciated from an average of 40
to the dollar in 2000 to an average of 44.5 to the
dollar in 2001, which was broadly in line with the
depreciation of other regional currencies against
the dollar.

TABLE 2.12 Major Economic Indicators, Thailand, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growth 4.4 4.6 1.8 2.5 3.0
Gross domestic investment/GDP 19.9 22.7 22.0 22.2 22.5
Gross domestic savings/GDP 29.9 30.2 27.5 26.3 25.5
Inflation rate (consumer price index) 0.3 1.6 1.7 2.0 2.2
Money supply (M2) growth 2.1 3.7 4.2 6.5 5.0
Fiscal balance/GDPa -11.2 -3.2 -2.1 -3.8 -3.0
Merchandise export growth 7.4 19.6 -7.0 4.0 9.0
Merchandise import growth 16.9 31.3 -2.8 5.0 9.2
Current account balance/GDPb 10.0 7.5 5.5 4.1 3.0
Debt service ratio 19.4 15.4 17.4 15.0 15.5

a Excludes grants. Central government balance ending 30 September. b Excludes official transfers.

Sources: Bank of Thailand, Ministry of Finance; National Economic and Social Development Board;
International Monetary Fund; staff estimates.
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POLICY DEVELOPMENTS

In the face of the weakening external demand,
domestic demand recovery is crucial to economic
growth. In this context, the Government plans
deficit-spending measures to support domestic
demand. For fiscal year 2002, a budget deficit of
B199.5 billion is targeted, or 3.8% of GDP, repre-
senting an increase of B90.2 billion, or 1.7% of
GDP, over the budget for fiscal year 2001. The
measures include higher spending on a public
health program, a village and urban revolving
fund, a tourism promotion program, a debt-sus-
pension program for farmers, and housing credit
support for government officials. The deficit will
be financed mainly by the issuance of govern-
ment bonds to the public.

As a result of successive deficit-spending
measures to stimulate the economy and support
finance sector restructuring, public debt has ris-
en substantially. Total public debt outstanding
amounted to about B2.9 trillion at the end of
2001, equivalent to around 57% of GDP. In 1996,
prior to the financial crisis, the ratio of public
debt to GDP was 15%. If debt continues to esca-
late, it could pose risks over the medium term, as
an increasing debt service burden will constrain
public expenditure options. Rising debt levels
may also eventually force up domestic interest
rates and have an adverse effect on perceptions
of sovereign creditworthiness. In an attempt to
alleviate these concerns, the Government has im-
posed a ceiling of 60% on the ratio of public debt
to GDP.

In June 2001, the Bank of Thailand raised its
14-day repurchase rate by 100 basis points to
2.5%. In a low inflation setting, this move was in-
tended to support the income of deposit holders
and to deter capital outf lows through the refi-
nancing of foreign currency debt in baht. Late in
2001 and early in 2002, the Bank of Thailand
partially reversed its earlier stance by lowering
the repurchase rate by 50 basis points, in two 25
basis point steps. Accumulating international
reserves and an appreciating baht over the last
6 months of 2001 suggest that monetary policy
may have been too restrictive.

The proportion of nonperforming loans
(NPLs)—defined as loans for which payment is
at least 3 months overdue—decreased to about
10% of the total, or B478 billion in December
2001, from about 18%, or B858 billion in Decem-
ber 2000. Although this sharp reduction was
partly the result of debt restructuring, the main

reason was the transfer of NPLs to asset manage-
ment companies (AMCs), since assets with these
AMCs are not counted in the NPL ratio.

To overcome a variety of obstacles to debt
restructuring and to promote efficient manage-
ment of NPLs, the Government established the
Thai Asset Management Company (TAMC) in
June 2001. The TAMC plans to acquire and man-
age about B1.3 trillion (about $30 billion) in book
value of distressed assets. Over 80% of these
assets consist of NPLs held by state-owned
entities. The bill empowering the TAMC was
approved in September 2001. In bypassing the
existing slow judicial and administrative pro-
cedures, it is hoped that the TAMC, with its spe-
cial legal powers, will speed up the
debt-restructuring process. By January 2002, the
TAMC had taken over more than B700 billion
(approximately $16 billion) in NPLs, mostly from
state-owned banks. By the end of 2002, the
TAMC is expected to have restructured about
70% of this debt. Under the approved bill, the
TAMC is empowered to restructure debt
through debt and debt service reductions, debt
for equity swaps, transfer of collateral through
the reorganization of businesses, and the foreclo-
sure and disposal of collateral. Resolving the cor-
porate debt problem definitively is a crucial issue
for the economy, in view of difficulties with earli-
er restructuring arrangements.

Thailand has made substantial progress in
reducing poverty over the last 2 decades. Howev-
er, the financial crisis in 1997 interrupted this
momentum and had a severe impact on the poor.
Poverty incidence increased to about 15.9% in
1999 from 11.4% in 1996 and may have risen fur-
ther by the end of 2001. In the Ninth National
Economic and Social Development Plan (2002–
2006), the Government has committed to intensi-
fying the fight against poverty and has set a target
of reducing the poverty incidence to less than
10% by 2006. Achieving this target is likely to re-
quire much faster economic growth than cur-
rently anticipated and/or the concer ted
application of pro-poor redistribution measures.
In particular, the prospects for sustained poverty
reduction will hinge on reversing current trends
toward growing income inequality. Rural regions
have not benefited from growth to the same ex-
tent as Bangkok. In addition, national education-
al attainments compare unfavorably with those of
other middle-income developing economies.
Measures to bridge education gaps deserve prior-
ity attention from the Government, as do initia-
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tives to promote greater geographic balance in
the creation of economic opportunities.

OUTLOOK FOR 2002–2003

Growth prospects will be inf luenced signifi-
cantly by the evolution of global economic trends
over the next 2 years. The economy is relatively
open, with aggregate trade (defined as the ratio
of exports plus imports to nominal GDP) of
111% of GDP. Thailand’s ICT exports constitute
about 60% of total exports. The major export
markets are the US and Japan, which account for
about 21% and 15% of total exports, respectively.
In addition, with the economy a large net import-
er of fuel, oil price movements can have a pro-
nounced effect on domestic income.

With the external outlook uncertain and do-
mestic private demand still constrained by a large
debt overhang, GDP growth in 2002 of 2.5% is
projected. Economic momentum is expected to
strengthen in late 2002 with the expected acceler-
ation in recovery of global demand. In the

absence of unanticipated adverse shocks, growth
in 2003 should be in the range of 3–3.5%. Over
the medium term, the prospects for growth will
remain crucially dependent on continued
progress in finance sector reform and corporate
debt restructuring. Without significant advances
in these two areas, it is unlikely that the recovery
of investment needed to propel activity will
materialize.

Inflation is projected to rise to around 2% in
2002 and to edge up to about 2.2% in 2003 as a
result of the widening fiscal deficit supporting
domestic demand. The scheduled increase in
VAT from 7% to 10% in October 2002 will also
act as a one-off boost to inf lation, though it
should provide a much-needed fillip to fiscal
revenues.

The current account surplus is projected to
narrow further to 4.1% of GDP in 2002 and then
to about 3% in 2003. As economic growth begins
to accelerate, import growth is expected to slight-
ly outpace that of exports. Overall external debt is
projected to decline in 2002–2003.
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VIET NAM

MACROECONOMIC ASSESSMENT

GDP growth slowed moderately to around 6% in 2001, due to

weakening exports and agricultural output. In spite of this, the

economy remained fast growing, with stable prices and solid

indicators of public finance and external debt. Steadier progress

in state enterprise and banking sector reform is needed for the

economy to maintain its international competitiveness, while

policymakers should pay more attention to balanced regional

development to consolidate past achievements in poverty

reduction.

Despite the slowdown in the
global economy, preliminary
staff estimates for 2001 sug-
gest that GDP in Viet Nam

grew by 5.8% (6.8% according to prelim-
inary official estimates), representing
one of the highest rates of expansion in
the region. As external demand weak-
ened throughout the year, particularly in
the aftermath of the events of Septem-
ber 11th, domestic demand—mainly
investment—became the main source of
growth.

On the supply side, the agriculture
sector recorded weaker growth than the
government target. The moderate 2.3%
increase was due to a 1.7% decrease in
rice output, a fall in the price of agricul-
tural goods, and estimated growth of 5%
in fisheries, the best-performing sub-
sector.

However, the deceleration in agri-
culture was more than offset by a strong
performance in industry and construc-
tion. Growth in industry was estimated

at 9.7% in 2001, on the back of manu-
facturing and construction strength.
Manufacturing is estimated to have in-
creased by 9.2% while construction re-
corded a robust performance of 13%,
due to the implementation of infrastruc-
ture projects, urban development

projects in major cities, particularly
Hanoi and Ho Chi Minh City, and a real
estate boom. Within industry generally,
the foreign-invested subsector grew at its
lowest rate in recent years, namely
12.1%. Nonstate activities grew by
20.3% in 2001, partly due to the vigor-
ous impact of the Enterprise Law, which
streamlined administrative procedures
for doing business. The Law abolished
145 out of 400 licenses in 2000, and gov-
ernment decree no. 30 issued that year
required 60 licenses to be abolished in
2001. Registration requirements were
also simplified. As a result, the number
of private enterprises surged in both
2000 and 2001. In the improved busi-
ness environment, capital investment
also increased.

In 2001, services sector growth was
estimated at 4.4%. Wholesale and retail
trade maintained its modest improve-
ment of 3.3%. Real estate services were
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the leading area, strengthening by an estimated
8% due to the buoyant real estate market. The
easing of procedures for issuing land-use certifi-
cates, the granting of permission to buy land to
overseas Vietnamese, and the recognition of
Viet Nam as one of the safer countries in the
region all promoted land transactions. As a result,
land prices in major urban centers such as Hanoi
and Ho Chi Minh City increased by three or four
times during the year.

On the demand side, domestic demand was
the main source of economic expansion in 2001,
led by strong growth in investment stemming
from low interest rates, the continuing creation of
a large number of SMEs, an increase in govern-
ment capital spending, and a rise in FDI inflows.
Investment’s strong growth offset the decelera-
tion in consumption, which rose by only 4.9% in
2001, due to declining rural incomes resulting
from the weakening performance of the agricul-
ture sector.

Official data based on the new national pov-
erty line introduced in 2001 by the Ministry of
Labor, Invalids, and Social Affairs show a further
decline in poverty to 16% by end-2001, from
17.2% at end-2000. While these data are not in-
ternationally comparable, the draft Comprehen-
sive Poverty Reduction and Growth Strategy
released in January 2002 suggests that poverty—
as measured by an international poverty line
developed by the General Statistical Office and
the World Bank—has also continued to decline

since the last household survey, from 37% in
1998 to about 32% in 2000. Given the emerging
disparities between urban and rural areas and
among regions, the Government will need to
ensure equitable distribution of the benefits of
growth. The urban unemployment rate fell some-
what from 6.4% in 2000 to 6.3% in the first
7 months of 2001. The gradual shift in labor from
agriculture continued, and was directed mainly
toward the services sector.

The fiscal deficit in 2001, including onlend-
ing, was estimated at 4.9% of GDP, lower than
budgeted because revenues strengthened more
than expected, to 21.2% of GDP. On the expendi-
ture side, the fiscal stimulus stance translated
into higher capital spending, primarily on infra-
structure projects. Overall expenditure was esti-
mated at 25.6% of GDP in 2001.

The consumer price index remained fairly
stable over the year with a slight increase of 0.8%
by end-December 2001 on a year-on-year basis.
Food prices fell through the first half of the year
due both to the fall in world prices of agricultural
commodities, particularly rice, and to 2 years of
bumper rice harvests at home. Food prices re-
covered in the second half of 2001, and the food
price index rose by 6% by the end of the year,
reversing the downtrend of the previous 2 years.
The transport and communications price index
declined by 4.7%, reflecting, among other ele-
ments, lower Internet and telephone prices, as
the market became more competitive and tariffs

TABLE 2.13 Major Economic Indicators, Viet Nam, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growth 4.7 6.1 5.8 6.2 6.8
Gross domestic investment/GDP 22.2 23.9 25.9 26.8 28.0
Gross domestic savings/GDP 26.3 25.5 27.4 27.1 27.8
Inflation rate (consumer price index) 0.1 -0.6 0.8 3.0 4.0
Money supply (M2) growth 39.3 39.0 23.2 25.0 26.0
Fiscal balance/GDPa -2.8 -3.0 -4.9 -5.4 -6.5
Merchandise export growth 23.2 25.2 6.5 8.5 12.0
Merchandise import growth 1.1 34.5 6.0 10.0 13.0
Current account balance/GDP 4.1 1.6 1.5 0.3 -0.2
Debt service ratio 12.8 11.2 10.2 8.3 6.8

a Excluding grants and including net lending.

Sources: General Statistical Office; Ministry of Finance; State Bank of Viet Nam; staff estimates.
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were reduced. So that trends in the prices of non-
food goods and services could be more fully cap-
tured, the weighting of food items in the
consumer price index basket was reduced from
60% to 47% in July 2001.

 Though interest rates fell during 2001, it is
estimated that credit growth to the economy de-
celerated from a high 38.1% in 2000 to 21% in
2001. Credit growth to SOEs slowed significantly,
while accelerating by 27.5% to other sectors. This
partly reflects the impact of the ongoing restruc-
turing of the SOE sector on lending decisions by
commercial banks. Broad money (M2) expanded
by 23.2%. Within M2, the increase in foreign cur-
rency deposits fell by more than half to 27.7%
from 60.5% in 2000. This reflects the disincen-
tive to holding foreign currencies as opposed to
local currency, as the interest rate spread be-
tween foreign currencies and dong deposits wid-
ened significantly in favor of the dong due to the
fall in global interest rates.

The number of companies listed on the stock
exchange increased from five in 2000 to 11 by the
end of 2001. The market is still at a very early
stage of development. Share trading constituted
almost all transactions in the market; bond trad-
ing accounted for only 6.4% of the total. The
stock exchange market was volatile as the index
soared to 500 by mid-2001 and then fell sharply
to 235 by the end of the year.

Since, during the early months of 2001, cur-
rencies of other countries in the region depreci-
ated against the dollar even faster than did the
dong, in real terms the dong appreciated against
them. In view of this, attempting to accelerate ex-
port growth, the Government allowed foreign ex-
change management to become progressively
more f lexible, and the dong depreciated more
rapidly in the second half of the year. Just before
the events of September 11th, the dong was trad-
ing at 15,150 to the dollar. It then appreciated
slightly, and remained at the 15,130 level until the
end of 2001. This represented a depreciation of
about 4% during the year.

In 2001, export growth was estimated at
6.5% compared with 25.2% in the previous year
(Figure 2.13). The fall in international crude oil
prices accounted for a large part of this decele-
ration. However, non-oil export growth was also
slower than in 2000. Agricultural expor ts
remained depressed, particularly rice and coffee,
whose higher volumes were insufficient to offset
declining world prices. Manufactured exports
fared relatively poorly, with slowing export

growth of footwear and garments due to subdued
demand from within the region and from the EU.
Against a broad-based weakening in export per-
formance, marine products were among the few
strong performers. Import expansion too was
sluggish at 6%. Petroleum import growth was
slower, due in part to the decline in world oil pric-
es but also to the slowing domestic economy,
which also accounted for the decline in imports
of machinery and equipment.

On the current account, foreign exchange
remittances surged in 2001, reflecting the impact
of liberalization of regulations on foreign cur-
rency accounts and the permission granted to
overseas Vietnamese to buy land. Current official
transfers have remained broadly constant over
the last few years. The current account surplus,
excluding official transfers, was estimated at 1.5%
of GDP in 2001.

On the capital account, FDI commitments
rose. During 2001, 458 foreign-invested projects
were licensed with a total registered capital of
$2.2 billion, representing an increase of 12% over
the 2000 level. The pickup in FDI commitments
reflects the improved climate for foreign enter-
prises following amendments to the Foreign
Investment Law and the successful conclusion of
prolonged negotiations on a number of large
energy projects. Another positive trend was the
increasing share of FDI in light industries and
agriculture, as these are more labor intensive and
have export potential. For 2001, the surplus on
both the current and capital accounts contri-
buted to a rise in official reserves from $3.3 bil-
lion in 2000 to $3.5 billion in 2001, representing
11 weeks of imports.

POLICY DEVELOPMENTS

The lower fiscal deficit than earlier projected in
2001 gives room for phasing in some of the costs
of implementing SOE and banking reforms in
2002. By some estimates, the capital cost of such
reforms could come close to 3-4% of GDP this
year. The Government also took steps to strength-
en expenditure management, by endorsing, in
September 2001, the Master Plan of Public
Administration Reform for 2001-2010, which
includes suggestions for public finance reform.
In this regard, in an initial trial, the Government
plans to replicate the success of a pilot scheme of
lump-sum allocations for operational costs of
administrative agencies to major cities such as
Hanoi and Ho Chi Minh City. In addition, to
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enhance predictability and strengthen budget
allocation for operation and maintenance, multi-
year expenditure programming for education
and transport was piloted in 2001, as opposed to
the usual annual expenditure budgeting.

The Government has been gradually moving
toward market-determined interest rates. The
base rate, which replaced the ceiling on dong bor-
rowings, is based on information on lending rates
collected from nine commercial banks. Since
June 2001, banks have been able to set dollar
lending rates in line with the international mar-
ket. Further, on 1 August 2001, the State Bank of
Viet Nam liberalized its policy on the rates at
which locally based companies may borrow from
overseas lenders. This practice will require close
monitoring, however; the experience of several
countries during the Asian financial crisis dem-
onstrated its potential dangers.

The State Bank of Viet Nam responded to
the fall in global interest rates by lowering its base
rate on dong loans on four occasions, from 0.75%
to 0.6% per month. To increase banks’ liquidity of
dong holdings, currency swap operations be-
tween dollars and dong were reintroduced in
August 2001. Reserve requirements on foreign
currency holdings were raised from 12% to 15%
in May 2001, but were lowered to 10% in Novem-
ber.

The Government adopted an overall reform
framework for SOCBs in March 2001 and devel-
oped restructuring plans for individual SOCBs.
The main challenges in this area are twofold: im-
plementation of financial restructuring plans
through resolution of nonperforming loans and
recapitalization, and operational restructuring to
strengthen corporate governance and risk man-
agement. Resolving the nonperforming loan
problem is related to SOE reform in that much of
the bad debt is owed by loss-incurring SOEs.
With regard to developing the nonbank financial
sector, the Government has broadened the scope
of financial leasing and strengthened regulations
to improve the business environment for domes-
tic and foreign leasing companies.

The Government initiated, also in March
2001, a 3-year SOE reform framework that pro-
vides for the equitization, liquidation, and merg-
er of around 1,800 small and medium SOEs, but
progress in implementing plans and achieving
targets has been slow. Against the 2001 target of
450–500, only 113 enterprises were equitized in
the first 8 months of the year. Factors accounting
for the slow pace include problems in resolving

inter-enterprise debt; valuation of land, build-
ings, and equipment; decisions over the manage-
ment structure of equitized enterprises; and
difficulties in handling redundancies. There is a
risk that the larger and more capital-intensive
SOEs, which account for 90% of the SOE debt,
will remain largely untouched by the reforms.

Significant progress was made in trade re-
form in 2001. Among the various measures intro-
duced were lifting quantitative restrictions on all
but a few items, abolishing quota allocations for
rice expor ts and fer tilizer imports, further
liberalizing trading rights, and lowering the for-
eign exchange surrender requirement from 50%
to 40%. The bilateral trade agreement with the
US was ratified, and active preparations started
toward the goal of WTO accession by 2004.

OUTLOOK FOR 2002–2003

Viet Nam’s medium-term growth is expected to
remain robust and sustained, as domestic de-
mand continues to expand. GDP is projected to
rise by 6.2% in 2002 and by 6.8% in 2003. The
lagged impact of the fall in interest rates in 2001
and possibly in the first half of 2002, as well as
the improvement in the business environment,
should provide impetus for further development
of the private sector.

As public sector debt is manageable, it is
expected that, to ease the impact of the global
slowdown on export demand and to accelerate
SOE and banking reforms, the Government will
continue its cautiously expansionary f iscal
stance. Consequently, investment is likely to in-
crease in all subsectors—namely private, foreign-
invested, and public. Gross domestic investment
is projected to reach nearly 27% of GDP in 2002
and 28% in 2003. Consumption is forecast to
continue growing moderately at about 4.5%, as
incomes in rural areas remain depressed due to
the weak prices of agricultural commodities pro-
jected for 2002.

On the supply side, industry and construc-
tion together are projected to grow at about 10%
annually in 2002–2003, acting as the main drivers
of growth. Construction is expected to continue
performing strongly in the medium term due to
ongoing infrastructure projects, such as the
Truong Son highway and urban development
projects in major cities. The services sector,
which is still dominated by the more traditional
wholesale and retail trade and by transport
services, is expected to post moderate growth of
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5–6%—a rate somewhat higher than in recent
years—in spite of a more steady increase in
tourism.

It is expected that the Government will con-
tinue its cautious fiscal stimulus. Revenues are
projected to grow, reflecting broadly stable but
slightly rising oil prices in 2002. Given the higher
rates of expenditure, and the implementation
costs of some of the proposed reforms in the
areas of public administration, SOCBs, and
SOEs, the overall government deficit may
increase to 5–6% of GDP in 2002–2003. Infla-
tion rates are expected to increase, but to remain
below 4%. Given the attempt to reduce nonper-
forming loans and to strengthen risk manage-
ment by banks, credit restraint is expected to
continue over the period.

Viet Nam’s already rather high level of trade
as a proportion of GDP is expected to rise fur-
ther  as a result of the bilateral trade agreement
with the US and diversification toward manufac-
tured exports. This should bring higher growth
but also greater exposure to the risks and f luctua-

tions of the external environment. External de-
mand is anticipated to strengthen modestly in
2002, when the global economy is expected to
gather momentum for a more robust expansion in
2003. The expectation of stable oil prices with an
upward bias projected throughout 2002 and a
projected increase of exports to the US and EU,
particularly of footwear and garments, will sup-
port export growth in 2002–2003. Exports are
forecast to increase to $16.7 billion in 2002 and to
$18.7 billion in 2003, representing growth of
8.5% and 12%, respectively.

The recent trade liberalization measures
and the expected rise in goods and machinery
imports for the implementation of FDI projects
approved in the oil, gas, and power sectors will
result in medium-term import growth, projected
at 10% in 2002 and 13% in 2003. The current
account surplus, excluding official transfers,
i s  projected to narrow to 0.3% of GDP in
2002 and move to a deficit of 0.2% in 2003, as
imports pick up along with the expected eco-
nomic recovery.
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AFGHANISTAN

MACROECONOMIC ASSESSMENTThe events of 2001 were the culmination of a period of
hostilities in the country, ongoing since 1979, which devastated
social and economic structures and institutions. Physical
infrastructure and social services have collapsed. The population
has been decimated, and virtually all skilled professionals have
either fled the country or perished in the hostilities. Many cities
and villages are in rubble, and the makings of a formal economy
beyond subsistence farming and animal herding are all but
nonexistent. The majority of the population remains extremely
poor, lacking food, clothing, housing, and medical care.
Afghanistan today has one of the highest infant, child, and
maternal mortality rates, and one of the lowest literacy and life
expectancy rates, in the world. It also has one of the highest
proportions of disabled people in the world. Disruption to
transport and communications has fragmented the economy
and society. Delivery of social services has ground to a halt;
women and girls were forbidden an education and prevented
from working in many places during the Taliban regime. The
severe drought over the past 3 years, coming on top of the
hostilities, has substantially reduced food availability further;
there is mounting evidence of famine conditions and forced sale
of livestock. Renewed fighting after October 2001 triggered a
population exodus from major Afghan cities. Some 2 million
Afghan refugees are living in Pakistan and about 1.5 million in
Iran, while there are an estimated 1 million–1.5 million
internally displaced people. However, a new administration is
now in place, and the task of rebuilding the economy has
begun. With substantial commitments for international
assistance, the economy is in a position to make rapid progress
over the medium term. Nevertheless, a daunting range of
constraints must be overcome to sustain a long-run
development drive.

A ny assessment of recent eco-
nomic performance is nec-
essarily tentative since the
underlying information base

is extremely weak. Prior to the recent
conflict that ousted the Taliban regime,
an ADB estimate placed Afghanistan’s
per capita income at about $300, for a
population of 23 million, giving an
aggregate GDP of about $6.9 billion.
However, this is likely to have declined
substantially during the past year. Cur-
rent assessments of assistance needs
start from the assumption of a per capita
GDP of only $200 in 2001. According to
the latest available estimates, the bulk of
national production consists of agricul-
ture and forestry products (53%), fol-
lowed by mining and light industry
(28%), trade (8%), and construction
(6%). Transport, communications, and
services account for the remaining 5%.
These estimates exclude the illegal culti-
vation of poppy and the production of
narcotics, which are known to be major
sources of income.

Agriculture is the mainstay of the
economy. Most Afghans used to be
settled farmers, herders, or both. In
recent years, opium replaced wheat as
the country’s main crop. Recent infor-
mation suggests that poppy cultivation
fell significantly over most of 2001 but
may have resumed in recent months.
Meat and fruits are the other main prod-
ucts. Traditional production of food
crops, primarily wheat and livestock
products, has been severely affected by
3  consecutive years of drought, which
has considerably reduced irrigation cov-
erage. Agricultural production has also



80   ASIAN DEVELOPMENT OUTLOOK 2002

been affected by the shortage of quality seeds
and fertilizers. The restoration of traditional agri-
culture and food security over the medium term
will be difficult. Extensive demining and rehabili-
tation of irrigation systems will have to be com-
bined with mobile livestock extension, the
rehabilitation of the road system, and a policy
regime that encourages traditional agriculture.

Mining and light industry constitute the sec-
ond major sector of the economy after agricul-
ture. Afghanistan is believed to have substantial
hydrocarbon reserves, both oil and gas, in the
north. Exploration started in 1967 with collabo-
ration from the former Soviet Union, but ended
with the Soviet withdrawal in 1989. With the res-
toration of peace, prospects for the resumption
of hydrocarbon exploration are good , as well as
for the transit flow of oil and gas from the Central
Asian republics to India and Pakistan, on the
basis of foreign capital. Among manufactured
products, carpets, leather goods, and gold and
silver jewelry are the main items. With the resto-
ration of political and economic stability, produc-
tion of these goods should recover fairly quickly.

Large-scale rehabilitation programs will,
however, be required for the restoration of trans-
port, power, and communications systems, and
social services, including education and health.
Afghanistan has a road infrastructure of about
21,000 kilometers, of which only 13% were paved
in 1991. There are also nearly 50 airports, half of
which have paved runways. However, roads and
airports have suffered considerably from the hos-
tilities of the past decade, and especially from the
heavy aerial bombardment of the Taliban forces
in late 2001. Similarly, a telephone and telegraph
network that linked the main towns has been
destroyed and will have to be redeveloped. Power
generators and transmission systems that pro-
vided electricity to the main towns are heavily
damaged. The immediate policy priority is to
restore the major transport links and power and
communications systems in the towns, based on
a  decentralized structure with, to the extent
feasible, full cost recovery, to make them self-
sustaining without undue pressure on the bud-
get. Over the longer term, cross-border trans-
mission grids may have to be developed with the
help of Afghanistan’s neighbors, within the
framework of regional cooperation.

Rebuilding the country’s devastated human
resources base is a prerequisite to long-term
recovery. The restoration of the destroyed educa-
tion and health services is an urgent economic

management priority. Prior to 1979, Afghanistan
had a school system that made primary educa-
tion accessible to at least half the under-12 popu-
lation, and included secondary schools in most
provincial towns, as well as universities in Kabul
and other major towns. After the occupation of
1979 by the former Soviet Union, the system
eroded, especially during the civil war and under
the Taliban interdiction on education for women.
Today, the literacy rate is only around 31%, and is
significantly biased toward men. However, uni-
versities in Kabul and at least five other towns are
now in the process of reopening. Furthermore,
there are plans to open community colleges to
provide demand-based posteducation services.

Health services collapsed in the last 2 de-
cades, especially in the 1990s due to the Taliban
ban on women in the workplace, including most
hospitals and health clinics. The World Health
Organization ranks Afghanistan 173 out of 191
countries in terms of health care.

On the external front, the latest available
trade statistics, for 1999, indicate a total export
volume of $235 million. Fruits and nuts are the
main exports, followed by carpets. Wool, sheep-
skin, and cotton are other important exports.
Belgium, Germany, India, Pakistan, and the
Russian Federation are the main destinations.
The total volume of imports in 1999 was $900
million, implying a trade deficit of about $665
million or close to 10% of estimated GDP. The
major imports include capital goods, food items
(including sugar and edible oils), textiles, petro-
leum products, and tires. The main sources of
imports are India, Japan, Kenya, Korea, Pakistan,
and Turkmenistan.

Once again, the trade data exclude the large
illegal trade in narcotics. A very rough estimate
by the Economist Intelligence Unit placed the
country’s total debt at about $5 billion in the
1990s, or 72% of GDP, with the bulk of it ruble-
denominated debt to the former Soviet Union,
and mostly on concessional terms. Arrears to pre-
ferred creditors are estimated at $50 million, in-
cluding $15.3 million to ADB.

POLICY DEVELOPMENTS

The public sector used to consist of the central
Government, provincial governments, munici-
palities, and public enterprises. In the early
1990s, public expenditures were about 13% of
GDP while recorded revenues (which excluded
levies on opium and other illegal traffic) had
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declined to 3% of GDP. The 10% fiscal deficit
was covered mainly by external assistance. Since
then, the budgetary system has broken down and
public finance has taken place off-budget. The
budget itself has been supported principally by
aid from Pakistan, a few minor tax revenues, and
aid from Saudi Arabia, which was suspended in
1998. Following the collapse of the Taliban
regime in December 2001, the interim adminis-
tration discovered that the treasury was virtually
empty. The budgetary system is now being
restored with technical assistance from IMF as
part of efforts to establish a credible macroeco-
nomic framework, restore the revenue system,
and enable the country to qualify for substantial
external assistance.

Alongside the fiscal system, the interim ad-
ministration also needs to immediately review its
monetary and financial systems. The finance sec-
tor used to comprise a central bank, established
in 1938, and four commercial banks, which were
all nationalized in 1975. Financial intermediation
has largely been conducted through “money
bazaars,” which engage in both money lending as
well as foreign exchange transactions. The local
currency is the afghani (Af), earlier pegged to the
dollar, and f loated in 1996. It was trading at
almost Af80,000 to the dollar in October 2001,
but had appreciated to Af30,000–40,000 by Janu-
ary 2002, when the interim administration had
succeeded the Taliban. While this is a mark of
confidence in the system, the authorities now
need to quickly reestablish regulation of both
financial intermediation and foreign currency
transactions to stabilize the afghani. Its rapid
appreciation has already upset the basis on which
external aid f lows were calculated. The United
Nations had initially appealed for a “start-up”
fund of $20 million to enable the interim admin-
istration to start functioning. However, by under-
estimating the size of the civil service, and given
the appreciation of the afghani, the interim ad-
ministration requires start-up funding equiva-
lent to $100 million, including $70 million to

cover back pay owed to civil servants. An initial
inflow of $7 million was almost all liquidated
immediately by a first back-pay installment of
$6 million for the period 16 December 2001–15
January 2002.

OUTLOOK FOR 2002–2003

At the Second Meeting of the Afghanistan
Reconstruction Steering Group, concluded in
Tokyo in early 2002, the international community
addressed the country’s urgent development
needs, pledging a total of $4.5 billion in external
assistance, including $1.8 billion for 2002. How-
ever, a system of internal governance and a finan-
cial system need to be quickly established to
absorb and deploy such assistance effectively.
With this level of aid and progress in achieving
internal security, Afghanistan will likely experi-
ence rapid growth over the next few years as re-
habilitat ion, renewed conf idence, and
reestablished external economic relations quickly
boost productive capacity.

Moreover, if these quick gains can foster a fa-
vorable environment of willingness to tackle the
huge constraints faced by the country, long-term
development prospects are good. The Prelimi-
nary Needs Assessment—jointly prepared by
ADB, United Nations Development Programme,
and World Bank at the initiative of the Steering
Group—estimated that reconstruction require-
ments are $1.7 billion in the first year and about
$5 billion in the first 2.5 years—the period span-
ning the current interim administration and the
transitional government due to follow that. Part
of the $5 billion will have to cover the interim
administration’s recurrent costs, estimated at
about $1.8 billion, as it is unlikely to be able to
collect taxes in the foreseeable future. These
costs include the salaries of civil servants who
lost their jobs in the Taliban era and whom the
interim administration plans to rehire. The
10-year figure for reconstruction is estimated at
$15 billion.
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BANGLADESH

MACROECONOMIC ASSESSMENT

Based on a record crop harvest and an industrial recovery, the

economy maintained steady growth, despite external economic

and internal political pressures. A deteriorating external

environment is likely to pull down GDP growth a little in 2002.

The economy should then pick up in 2003, reflecting a rise in

both domestic and external demand. The Government needs to

address structural issues in the external sector, in public finance,

and in banking, if the economy is to achieve sustained growth

over the medium term.

Despite lingering external pres-
sures and political disrup-
tions, the economy achieved
steady growth during 2001

with GDP expanding by 5.2%, com-
pared with 5.9% in 2000. This perform-
ance was underpinned by an exceptional
crop harvest and a rebounding industry
sector.

Favorable weather, the increased
use of high-yielding varieties of crops,
extended irrigation, and the ready avail-
ability of agricultural inputs such as
seeds, fertilizer, and fuel at lower prices
contributed to a record 26.8 million tons
of food grain production. This repre-
sents a 7.6% increase over the previous
year and was over 2 million tons more
than domestic requirements (calculated
at 455 grams per person per day).
Despite the record, the overall growth
rate of the agriculture sector declined
to 3.1% from 7.4% in 2000, due to a

high base for comparison following
several years of successive bumper crop
harvests.

Industry sector growth improved to
7.2% in 2001 from 6.2% in 2000, due
mainly to stronger manufacturing.

Increasing to 6.3% from 4.8% in 2000,
manufacturing expansion was under-
pinned by a rise in domestic demand
and a rapid strengthening in the export-
oriented garment industry. The output
of domestic market-oriented industries,
including food processing, chemicals,
cement, and small-scale industries, also
rose considerably. Greater availability
of bank credit to the private sector and
higher imports of raw materials and
machinery also supported manufactur-
ing growth. Value added in 2001 in elec-
tricity, gas, and water supply together
grew by a robust 7.4% compared with
6.8% in the preceding year, partly re-
flecting greater manufacturing activity.
Growth in construction, however, rose
marginally to 8.7% from 8.5% in 2000
because of an oversupply of commercial
buildings and apartments. Services sec-
tor expansion was sustained at about

2001 refers to fiscal year 2000/01, ending 30 June.
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5.4%, due to notable progress in the transport,
communications, and financial services sectors.

Public investment growth is provisionally
estimated to have slightly decreased to 7.3% of
GDP, from 7.4% in 2000. In contrast, private
investment activity strengthened somewhat, from
15.6% of GDP to 15.9%, reflecting increased
domestic economic activity, lower interest rates,
and buoyant export demand during the first half
of 2001. Overall investment activity rose only
slightly to 23.1% of GDP from 23% in 2000.
Gross national savings, on the other hand, de-
clined to 21% of GDP––about 1 percentage
point lower than in the preceding year––due
mainly to a decline in overseas workers’ remit-
tances. In terms of consumption expenditure,
both public and private consumption broadly
maintained their respective shares of GDP.
Robust growth in exports was readily matched by
import growth due to the import-dependent
nature both of exports and of domestic market-
oriented manufacturing activity.

The country faces a huge challenge to
absorb some 2 million people entering the labor
force annually, on top of the large number of
existing underemployed. The only avenue of
employment for this growing labor force, which is
currently expanding at almost twice the popula-
tion growth rate, is self-employment in the low-
productive segments of the nonformal sector.
Declining population growth has been more
than offset by women’s increased labor force
participation rates. According to the 1995/96

Labor Force Survey, the unemployment rate in
Bangladesh was estimated at only 2.5%. This is
widely believed to grossly underestimate the true
figure and to overlook the large number of under-
employed. According to some estimates, the
unemployment rate in the country is over 25%.
The garment industry, which had absorbed a
large proportion of the population entering the
labor market, especially females, seems to have
become oversaturated. In recent years, the
overseas job market employed about 250,000
Bangladeshis annually, and their remittances
constituted about 4% of GDP. However, overseas
job opportunities seem to be declining, with only
around 230,000 leaving for jobs abroad during
2001. According to the latest Household Income
and Expenditure Survey of the Bangladesh Bu-
reau of Statistics, 49.8% of the population lived
below the poverty line in 2000 (based on the cost
of basic need method). It shows that, over the
course of the last decade, income pover ty
declined by 1 percentage point a year due to the
overall increase in employment and decrease in
real food prices during this period.

Although the wage level in Bangladesh is
low, increases in real terms have been maintained
in recent years. Nominal wages during 2001 went
up by 4.2% from the 2000 level; in real terms, this
was a 3.3% rise.

In 2001, the Government ’s revenues
improved to 9.6% of GDP from 8.5% in 2000,
due to an increase in import taxes and strength-
ened tax administration. Nontax revenues, how-

TABLE 2.14 Major Economic Indicators, Bangladesh, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growtha 4.9 5.9 5.2 4.5 5.7
Gross domestic investment/GDP 22.2 23.0 23.1 23.2 24.0
Gross national savings/GDP 20.8 22.0 21.0 20.7 21.9
Inflation rate (consumer price index) 8.9 3.4 1.6 2.4 2.6
Money supply (M2) growth 12.8 18.6 16.6 16.0 17.0
Fiscal balance/GDP -4.8 -6.2 -6.1 -6.0 -5.8
Merchandise export growth 2.9 8.2 12.4 -8.0 10.0
Merchandise import growth 6.6 4.8 11.4 -5.0 6.0
Current account balance/GDP -1.4 -1.0 -2.1 -2.5 -2.1
Debt service ratio 7.0 7.2 7.5 8.0 7.5

a Based on constant 1995/96 market prices.

Sources: Bangladesh Bank; Bangladesh Bureau of Statistics; World Bank; staff estimates.
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ever, remained depressed as a result of losses in-
curred by SOEs. Despite the overall improve-
ment in revenue performance, the budget deficit
declined only marginally to 6.1% of GDP from
6.2% in 2000 due to expenditure overruns. In the
wake of declining availability of external resourc-
es, domestic financing of the budget deficit
stayed at 3.6% of GDP. This is a cause for con-
cern, as domestic borrowing is costlier than for-
eign financing. As a result of this high level of
domestic borrowing, the Government’s domestic
interest payment obligations as a ratio of reve-
nues—reflecting debt service capacity—rose to
13.6% in 2001.

Although money supply (M2) remained ex-
pansionary to accommodate fiscal spending,
growth eased to 16.6% in 2001 from 18.6% in
2000. This was due to a decline in the net foreign
assets of the banking system and a moderation in
credit expansion to the central Government. Nev-
ertheless, the growth rate of government borrow-
ing from the banking system remained at a high
level of 19.7% in 2001, with the bulk of the bor-
rowing coming from the central bank. Credit
growth to the private sector also climbed, from
10.7% in 2000 to 16.9% in 2001. This stemmed
from the pickup in private sector economic activ-
ity, as well as from measures taken in 2000 to re-
duce the bank rate and reserve requirements,
and to abolish the interest rate bands applicable
to agriculture and SMEs.

Consumer price inf lation dropped from
3.4% in 2000 to 1.6% in 2001, due mainly to
increased production of food grain. Food infla-
tion declined from 4.1% to 0.9% over this period,
while nonfood inflation remained unchanged at
around 2.7%. The value of the taka was adjusted
twice against the dollar, in August 2000 and May
2001, resulting in a cumulative devaluation of
10.5%. This, together with lower domestic infla-
tion, led to a depreciation of the real effective ex-
change rate to a level similar to that prevailing at
the beginning of 1998.

Over the course of 2001, the Dhaka Stock
Exchange’s all-share price index increased by
27.6%. The capital market is still, however, at a
nascent stage, with market capitalization
amounting to only $1.27 billion at the end of
2001 (and $1.05 billion at the end of 2000). De-
spite some progress in reducing nonperforming
loans, the finance sector remained under stress,
with the proportion of such loans in the banking
system amounting to around 34% at the end of
2001.

The export growth rate accelerated from
8.2% in 2000 to 12.4% in 2001, though it deceler-
ated sharply as 2001 progressed because of the
global economic slowdown. This affected apparel
exports particularly, which, together with knit-
wear, have accounted for about three quarters of
total exports in recent years. Import growth
picked up from 4.8% in 2000 to 11.4% in 2001,
due mainly to increased imports of intermediate
and capital goods from the import-dependent
domestic and export-oriented manufacturing
sectors. A higher trade deficit was accompanied
by a decline in overseas workers’ remittances of
3.4%. These developments led to a widening of
the current account deficit (excluding official
grants) from 1% of GDP in 2000 to 2.1% in the
following year.

Despite a mild improvement in the capital
account, the overall balance deteriorated, result-
ing in an erosion of foreign exchange reserves
from $1.6 billion (2.3 months’ equivalent of im-
ports) at the end of 2000, to only $1.3 billion (1.7
months’ equivalent of imports) at the end of 2001
(Figure 2.14). The country’s outstanding external
debt was around 34% of GDP at the end of 2001,
while the debt service ratio crept up from 7.2% in
2000 to 7.5% in 2001.

POLICY DEVELOPMENTS

The 2002 budget projects a revenue target of
9.8% of GDP, or 0.3 percentage points higher
than the figure achieved in 2001. In the absence
of significant new revenue-raising measures, the
Government aims to achieve the higher target by
improving the efficiency of tax administration,
modernizing the tax collection process, ensuring
closer monitoring and supervision, and expand-
ing coverage.  After exceeding the revenue collec-
tion target in 2001 by 2%, the revenue intake
during the first half of 2002 was 2.4 percentage
points lower than the target set for the period.
This was due mainly to a significant reduction in
import-based taxes and to relatively subdued
domestic economic activity. Despite a number of
initiatives to reduce costs, such as upward adjust-
ments in administered prices, cancellation of a
summit of the Non-Aligned Movement, limiting
contracts under suppliers’ credit, and freezing
government recruitment, the Government will
remain under pressure to contain the fiscal defi-
cit. It continues to subsidize loss-incurring SOEs
and its revenues are below target. Given these
developments, the Government’s original budget
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deficit target of 5.4% of GDP for 2002 appears
difficult to attain. Moreover, the Government is
also unlikely to be able to reduce domestic
financing of the budget from 3.5% to 2.6% of
GDP, between 2001 and 2002, unless it takes
steps to curtail unproductive and low-priority
public expenditures, improve utilization of for-
eign aid, and privatize SOEs.

As the prospect of a lower than expected
revenue outcome in 2002 unfolds, the expansion-
ary trend in monetary policy is likely to continue
to accommodate increases in government
borrowing from the banking system. This has
resulted in a crowding out of private investment.
The growth of credit from the banking system to
the Government has accelerated considerably,
from 21.4% in July 2001 to 27.1% in October. The
growth rate of broad money (M2) on a year-on-
year basis, however, declined marginally from
15.1% in July 2001 to 14.1% in October. To en-
courage lending to the private sector, the central
bank reduced the bank rate from 7.0% to 6.0%,
also in October. Monetary policy is likely to re-
main expansionary for the duration of the fore-
cast period.

The policy stance on exchange rate manage-
ment remains unchanged with periodic adjust-
ments in the exchange rate of the taka against the
dollar as the main vehicle of management. In
January 2002, the taka was devalued by a further
1.6% against the dollar as foreign exchange
reserves came under heavy pressure. External
reserves declined to only $1.1 billion (1.5 months
of imports) during early January 2002 after two
Asian Currency Union payments were made. The
Government recently imposed regulatory duties
on nonessential imports and enhanced margin
requirements for letters of credit to ease pressure
on foreign exchange reserves. These measures are
not, however, consistent with the spirit of past
trade policy reforms and may introduce new
distortions. As the probable range within which
the taka needs to be adjusted to maintain com-
petitiveness is likely to be quite small, the Gov-
ernment needs to consider other trade policy
reform measures that remove distortions on the
tariff front.

OUTLOOK FOR 2002–2003

The global economic slowdown and develop-
ments following the events of September 11th in
the US have considerably undermined the coun-
try’s growth prospects for 2002. The resulting

setback in export-oriented manufacturing and
loss of investor confidence are also adversely af-
fecting key production and services sectors such
as trade and transport, banking, insurance,
ports, and shipping. Moreover, the sharp deceler-
ation in export growth over recent months is also
leading to considerably slower import growth,
with negative consequences for the Govern-
ment’s revenue intake. The loss of employment in
the sectors immediately affected by the global
slowdown, including garments in particular, is
likely to be substantial with adverse consequenc-
es for poverty reduction.  Between July and De-
cember 2001, about 1,200 garment factories
closed and an estimated 350,000 workers in the
garment industry lost their jobs. Higher unem-
ployment will also make it harder for the Govern-
ment to achieve its goal of reducing income
poverty by 25% in 2005, from the levels that pre-
vailed in 2000.

The GDP growth rate for 2002 is expected to
decline to around 4.5%, due to a more subdued
performance of export-oriented manufacturing
and services, and lower agricultural growth.
Based on the index of industrial production,
manufacturing output declined by 0.02% during
the first 3 months of 2002 (July–September
2001) compared with the corresponding period
of 2001. There appears to be a discernible down-
ward trend with manufacturing output declining
by 2.3% in September 2001 compared with
a year earlier. GDP growth is likely to pick up in
2003 to 5.7%, due to a measured recovery in ex-
ternal demand, particularly in the US and EU,
and to progress with the country’s structural and
economic reforms.

During the first 5 months of 2002 (July–
November 2001), year-on-year export earnings
fell by 10.9%, with all major export categories
registering declines. The granting of duty- and
quota-free access to the US market to garment
exports from 72 Caribbean and Sub-Saharan
African countries has disadvantaged the coun-
try’s garment exporters. Imports, in terms of
letters of credit opened, declined by 7% during
the first 5 months of 2002 over the correspond-
ing period of the previous year, as exporters’ de-
mand for industrial raw materials dropped. The
current account deficit in 2002 is projected to
widen to 2.5% of GDP on the assumption of an
8% decline in exports, a 5% decline in imports,
and a gradual tapering off in remittances. For-
eign exchange reserves are likely to be under
mounting pressure from the expanding current
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account deficit. In 2003, the deficit is likely to
decrease to around 2.1% of GDP, aided by stron-
ger export performance and an increase in work-
ers’ remittances as the world economy recovers.

The budget deficit is expected to remain
high in 2002 at 6% of GDP, mainly on account of
a shortfall in revenue collections. The annual
average rate of inflation remained broadly stable
between end-June 2001 and end-October 2001.
On a point-to-point basis, however, consumer

prices rose marginally over this period due to a
pickup in prices of nonfood items. The inflation
rate is expected to increase to 2.4% in 2002 due to
a further rise in administered prices and slower
growth in crop production. This will, to some
extent, be offset by relatively subdued domestic
demand. In 2003, consumer prices are likely to
edge up to around 2.6% as the Government’s
expansionary fiscal and monetary policies con-
tribute toward demand-pull inflation.
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BHUTAN

MACROECONOMIC ASSESSMENT

Close ties to India helped protect Bhutan from the slowdown of

the global economy in 2001. The country’s medium-term

prospects are good, provided that the Government achieves

greater fiscal discipline. Construction of hydropower plants and

power exports to India will continue to play a key role in GDP

growth.

Economic activity, vigorous for
the past few years, was robust in
2001 when GDP grew by 6.5%,
compared with 6% during the

1990s and 5.7% in 2000 (Figure 2.15).
The economy’s close ties to India helped
Bhutan avoid the direct impact of the
global economic slowdown, though the
main driving force behind economic
growth was, in fact, the construction of
hydropower plants to serve the Indian
market. Accordingly, the industry sector
grew by 8%, despite a disappointing per-
formance by mining and manufactur-
ing. The services sector grew by 6.3%,
buoyed by the transport and communi-
cations subsectors. However, tourism,
which registered double-digit growth in
the 1990s, performed poorly as a result
of slower tourist arrivals following the
events of September 11th, poor weather
conditions earlier in the year, and logis-
tics difficulties with air transport from
overseas. Agriculture, traditionally the
slowest sector, stayed at 4.8% growth
due to stable livestock production and to

strong forestry output offsetting disap-
pointing crop production and exports of
fruits and horticultural products.

The fiscal deficit expanded to 5.1%
of GDP in 2001 from 4.1% in the pre-
vious year because of increased capital
investments on large projects, including
a housing project, an expressway project,
and a renovation project for a former
capital city. Broad money supply growth

decelerated to 5.5% from 21.4% in 2000,
ref lecting a deceleration of external
assistance, which has a direct impact on
money creation. Inflation has tradition-
ally run in parallel to inflationary trends
in India in view of the porous nature of
the border with that country, and the
existence of the ngultrum-Indian rupee
peg. As measured by the consumer price
index, inf lation fell substantially in
2000 and remained low at 3.6% in 2001,
largely due to declines in food prices.
Interest rates also fell, ref lecting low
domestic inflation.

The trade account deficit increased
from 16.7% of GDP in 2000 to 22.6% in
2001. However, the improvement of ser-
vices and transfers helped narrow the
current account deficit from 30.6% of
GDP in 2000 to 27.5% in 2001. Capital
inflows in the form of grants and loans,
primarily to fund the power sector, con-

2001 refers to fiscal year 2000/01, ending 30 June except
in the case of GDP, which is on a calendar year basis.
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tinued to exceed the current account deficit by
some margin, despite the lack of FDI. Grants,
having surged in 2000, returned to the 1999 level
in 2001, while the volume of loans increased. The
net effect was to keep foreign exchange reserves
at a level equivalent to 16 months of merchandise
imports. In 2001, India accounted for 94% and
74% of total exports and imports, respectively,
and 70% of total grants and loans. Total external
debt increased by 37%, largely in response to
loans from India for the new hydropower
projects. The debt service ratio declined margin-
ally from 5.7% of GDP in 2000 to 5.6% of mer-
chandise exports in 2001.

POLICY DEVELOPMENTS

The Government used to pursue a prudent fiscal
policy, maintaining current expenditures at a lev-
el that could be completely financed by domestic
revenues. However, the fiscal deficit rose steeply
in recent years and reached over 5% in 2001,
though some favorable factors are expected to
mitigate the fiscal constraints. These include the
fact that domestic revenues will probably
strengthen as a result of the commissioning of
major hydropower plants over the coming
months, the likely upward revision of power ex-
port tariffs, and the introduction of a personal
income tax this year.

Given that monetary policy has to be geared
to supporting the exchange rate peg with the In-
dian rupee, inflation and interest rates have to be
kept in line with those in India and therefore the
scope of monetary policy is substantially limited.

A high level of excess reserves in the banking
system persisted for many years. It was regarded
as the result of the banks’ low capacity for selec-
tive lending and the lack of domestic investment
opportunities that are, in turn, due to the weak-
ness of the private sector. The overall situation
with respect to strengthening the domestic bank-
ing system is being addressed with assistance
from ADB and IMF.

OUTLOOK FOR 2002–2003

Bhutan’s medium-term economic prospects are
good. Beginning this year, the Government will

pursue a policy of maximizing “gross national
happiness”. This balances growth in GDP with
environmental and cultural protection as laid out
in the Ninth Five-Year Plan (2002–2006). Such a
strategy could, though, make it difficult to
achieve very rapid economic growth. The
Government will also move toward a holistic
approach to development and poverty reduction,
with a greater focus on those living in rural areas.
The economy is, other than tourism, relatively
well insulated from the direct effects of global
economic volatility, although it is vulnerable to
the effects of major developments in India.

GDP growth of 6–7% a year over the medi-
um term can be achieved, in particular if hydro-
power generation and power exports come on
line as scheduled. The prospects for agriculture
largely depend on the Government’s decentrali-
zation drive initiated under the Ninth Five-Year
Plan, starting in July 2002, as well as the develop-
ment of domestic and external markets for farm
products. Electricity and related construction
will continue to boost the industry sector, while
private sector development will determine the
prospects for mining and manufacturing. The
services sector will also benefit from an expected
recovery in tourism.

It is projected that the Government will
manage fiscal policy prudently, and that the over-
all fiscal deficit will be confined to about 3% of
GDP. Monetary conditions are expected to
remain more or less unchanged. Inflation will
continue to ref lect Indian price movements
primarily, rather than domestic conditions, and is
expected to remain moderate.

Despite generally good medium-term
prospects, however, risks could arise from both
external and internal forces. If India’s fiscal situa-
tion worsens, hydropower projects could be
delayed. Given the importance of external
finance to Bhutan’s development plans, it is
important to maintain the flow of resources,
since a reduction in these flows could reduce
the development plan implementation rate and
the Government’s financial room for maneuver.
Of more significance, perhaps, are the risks of
not achieving rising living standards and ade-
quate job creation, which could lead to growing
unemployment.
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INDIA

MACROECONOMIC ASSESSMENT

Economic growth improved in 2001, despite deteriorating

external demand. While industrial expansion slowed, agriculture

recorded a marked improvement due to a favorable monsoon,

and services registered accelerated growth. Inflation fell and a

comfortable level of foreign exchange reserves was built up. In

2002–2003, a more favorable external environment and

stronger domestic demand due to a revival in agriculture should

lead to faster economic growth which, to be sustained, must be

supported by fiscal and structural reforms.

GDP growth in 2001 is esti-
mated at 5.4%, somewhat
stronger than the 4% in 2000
but below the 6.5% average

of the previous 5 years. Several factors
prevented the economy from achieving
growth rates comparable with those of
the mid-1990s. The global economic
slowdown impacted negatively on ex-
ports, which contracted after growing at
double-digit rates in 2000. Domestic
demand growth remained weak, despite
some strengthening in 2001, partly re-
flecting poor performance in the agri-
culture sector in 1999 and 2000. These
two elements, plus a perception among
the business community of slow
progress in reforms, eroded business
confidence and slowed the pace of
growth in fixed investment.

Due to relatively favorable weather
conditions, the performance of agricul-
ture is projected to have improved signi-

ficantly to 5.7% growth in 2001 after a
contraction of 0.2% in 2000. This raises
expectations of a possible demand-led
pickup in economic performance,
fueled by higher rural incomes. How-
ever, prospects for a continued sustain-

able agricultural improvement over the
medium term depend on investment
both to ease infrastructure bottlenecks
(irrigation and rural electrification, in
particular) and to modernize the sector.

As export demand shrank in 2001,
industrial growth slowed significantly. In
the first 9 months of the year, the index
of industrial production rose by 2.3%
compared with 5.1% in the comparable
period in 2000. Manufacturing, ac-
counting for the bulk of industrial out-
put, expanded by a mere 2.3% in both
the first and second quarters of 2001 af-
ter showing growth of 8.1% and 7.1%,
respectively, in the corresponding quar-
ters in 2000. However, moderate signs of
improvement in growth momentum
were evident from the second quarter of
2001 in other subsectors, such as elec-
tricity, gas, water supply, and construc-
tion. Industrial growth for the whole of

2001 refers to fiscal year 2001/02, ending 31 March.
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2001 is estimated at around 3.3%, the lowest rate
in 5 years.

The performance of the services sector im-
proved moderately in 2001, but fell short of the
outstanding growth rates recorded in the 1990s.
The sector recorded year-on-year increases of
6.7% and 7.4% in the first two quarters of 2001,
respectively, with the figure for the whole year
estimated at 6.5%. This represents a substantial
improvement over 2000’s 4.8% growth rate and
reflects more robust performance in the finan-
cial and business services segment, particularly
the key ICT and software services sector, which,
after growing by a disappointing 2.9% in 2000,
expanded by 25% during the third quarter of
2001 compared with the same quarter in 2000.

During 1992–2000, employment growth in
the organized private sector averaged 1.3% a year
compared with 0.2% in the public sector. In
2000, employment in these sectors rose by 0.6%
and 0.5%, respectively. The largest contribution
to employment generation is likely to have come
from the informal sector, for which data are not
available. Stronger agricultural performance is
likely to have improved rural labor market con-
ditions somewhat and helped reduce poverty
(Box 2.3), while slower growth in industry and a
retrenchment in the public sector have likely
resulted in a deterioration of labor market condi-
tions in the urban sector (though data are not yet
available for 2001).

A low inflation environment accompanied a
modest improvement in domestic demand. The
annual average inflation rate measured in terms
of the wholesale price index (WPI) declined from
7.2% in 2000 to 4.7% in 2001. The drop in WPI
inflation stemmed from lower fuel and power
prices. However, inflation, as measured by year-
on-year variations in the consumer price index
for industrial workers, was higher in December
2001 than a year earlier. This resulted from
increases in prices of some primary articles, such
as fruits and vegetables. However, as long as pros-
pects of agricultural growth are positive, infla-
tion should stay within moderate levels.

In terms of fiscal performance, falling im-
ports and slowing industry hurt central govern-
ment tax collections, which were down by about
8% through the first 9 months of 2001 relative to
the previous year. Overall, revenues, budgeted to
increase by 21%, were at about the same level as
in 2000 through December 2001 because of bet-
ter than expected nontax revenues. In order to
contain the fiscal deficit, the Government took
steps to curtail nondefense expenditure growth,
including reducing the size of the civil service
through attrition and reductions in capital ex-
penditures. Despite these measures, the central
Government is likely to miss its fiscal deficit tar-
get of 4.7% of GDP with an actual deficit pro-
jected at 5.7%. However, with some improvement
in fiscal performance at the state level, the com-

TABLE 2.15 Major Economic Indicators, India, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growtha 6.1 4.0 5.4b 6.0 6.8
Gross domestic investment/GDP 24.3 24.0 24.0 24.5 24.9
Gross domestic savings/GDP 23.2 23.4 23.0 23.6 23.8
Inflation rate (wholesale price index) 3.3 7.2 4.7 4.0 5.0
Money supply (M3) growth 14.6 16.7 11.2 14.0 15.0
Fiscal balance/GDP -5.4 -5.7 -5.7c -5.3d -4.8
Merchandise export growth 9.5 19.6 -1.0 11.0 14.0
Merchandise import growth 16.5 7.0 -0.9 13.0 14.5
Current account balance/GDP -1.1 -0.6 -0.5 -1.0 -1.5
Debt/GDP 22.2 22.3 22.0 21.0 20.0

a Based on constant 1993/94 factor cost. b Advance estimate by the Government of India.
c Revised estimate by the Government of India. d Budget estimate.

Sources: Central Statistical Organisation, National Accounts Statistics 2001; Ministry of Finance, Union Budget
2002–2003; Reserve Bank of India, RBI Annual Report 2000–01; Reserve Bank of India, 2002, RBI Bulletin, February;
staff estimates.
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bined government fiscal deficit may not worsen
significantly.

The central Government’s lack of progress
in  reducing its deficit meant more domestic
borrowing. Through the first 8 months of 2001
(through November 2001), the market borrow-
ings of the central Government reached Rs719.3
billion, or 93% of the budgeted Rs773.5 billion
for the whole fiscal year. This large volume of
government borrowing continued to impart an
upward bias to the interest rate structure and to
increase the complexity of monetary manage-
ment.

Monetary and financial developments were
characterized by relative stability. Nonfood bank
credit decelerated considerably in the last quar-
ter of 2000, mirroring the slowdown in economic
activity. In the first 9 months of 2001, broad
money (M3) growth slowed to 10.5% from 13.2%
in the comparable period of the previous year.

On an annual basis, M3 growth slowed to 11.2%
from 16.7% in the previous year. Bank deposits
surged in response to adverse developments in
other segments of the financial market, present-
ing the banking sector with the challenge of de-
ploying these resources in a context of low credit
and investment demand. Financial markets expe-
rienced some turbulence due to a domestic stock
market scandal in March 2001 and the Septem-
ber 11th events in the US, but recovered quickly.
Mindful of maintaining price and interest rate
stability, the Reserve Bank of India (RBI) took
limited countercyclical action. In October 2001,
it reduced the bank rate from 7.0% to 6.5%, its
lowest level since May 1973. It also reduced the
cash reserve ratio in a staggered manner down to
5.5% in December 2001.

Exceptionally strong export performance,
together with moderate import growth and a sta-
ble capital account, underpinned the attainment

hroughout postindependence
planning experience spanning
the last 50 years, policymakersT

have considered economic growth a
tool to achieve the wide and
equitable access of India’s citizens to
necessary economic and social
resources. Results, however, have
been mixed. While poverty and social
indicators have improved, they have
done so at a slower pace than in
other developing countries originally
in a comparable position (e.g., the
PRC and the economies of East Asia
and Southeast Asia). Also, within
India, outcomes have diverged with
some states—Gujarat, Goa, Kerala—
achieving substantial progress and
others—Bihar and Orissa—lagging
behind.

Overall, data show that poverty
has been reduced the most, and the
most quickly, during periods of faster
economic growth. For example, the
post-1991 reform period, during
which economic growth accelerated
significantly, witnessed a relatively
rapid drop in poverty incidence.
Thanks to fairly strong economic

growth in a conducive reform
environment, India reached some
important socioeconomic and
development milestones during this
period, including:
• a reduction of 10 percentage points

in poverty incidence, from 36% in
1993 to 26% in 1999;

• a deceleration in population growth
to 2% (for the first time in four
decades); and

• an increase in literacy of 13% during
the 1990s (to 65% in 2001).
The Approach Paper to the Tenth

Five-Year Plan (2002–2007) sets an 8%
GDP growth target for India over the
plan period. Achieving this goal would
contribute substantially to further
reducing poverty in the subcontinent.

The Approach Paper also sets some
explicit goals, both in terms of poverty
reduction and of social development,
which would, if achieved, enable India to
contribute substantially to the
realization of the Millennium
Development Goals as outlined in the
Millennium Declaration, which was
adopted by 191 nations in September
2000. For India, this would mean:

• a reduction of the poverty ratio
by 5 percentage points by 2007
from the current level;

• all children to be in school by
2003 and an increase in literacy
rates to 75% by 2007;

• a reduction in gender gaps in
literacy by at least 50% by 2007
from the current levels; and

• a reduction of the infant
mortality rate to 45, and of the
maternal mortality ratio to 2,
per 1,000 live births by 2007.
If India is to achieve these

development goals, public policy will
need to actively address other
aspects of human deprivation
alongside a reduction in income
poverty.

In particular, the historical
declining trend of health and
education expenditures as a
proportion of total public
expenditures will need to be
reversed. Finally, issues of access of
the disadvantaged—in particular the
poorest of the poor and women—to
key basic services and goods will
need to be tackled with greater vigor.

BOX 2.3 Socioeconomic Development and the Approach Paper to the Tenth Five-Year Plan (2002–2007)
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of a balance-of-payments surplus in 2000. In
contrast, export growth collapsed in 2001 be-
cause of the protracted global economic slow-
down, while import shrinkage reflected sluggish
industrial activity and a substantial easing in oil
prices compared with 2000. The trade deficit is
projected to record a moderate improvement for
the whole of 2001, and the invisibles account is
expected to maintain a surplus in line with the
2000 outcome. Overall, the current account defi-
cit is likely to have narrowed slightly to remain
less than 1% of GDP in 2001.

The capital account strengthened in the first
8 months of the year (April to November 2001),
ref lecting mainly an increase in foreign
investment inflows: FDI increased by over 61%
compared with the same period in 2000, to $2.4
billion from $1.5 billion. This surge can be
explained by the delisting of many foreign
companies on the Indian bourses, as the money
brought in by foreign companies for the purposes
of delisting is considered as FDI. In light of these
developments, the balance of payments is
expected to register a moderate surplus for the
sixth consecutive year in 2001.

India’s external debt position is expected to
remain manageable in 2001. As of September
2001, external debt rose marginally to $100.4 bil-
lion, a 2.1% increase from the previous quarter’s
figure of $98.3 billion.  The debt service ratio de-
clined from the peak level of 35.3% in 1990 to
17.1% in 2000 as the Government continued to
pursue a prudent external debt management
strategy. The external debt-to-GDP ratio
dropped to 21% in September 2001 from 22.3%
in 2000. By the end of September 2001, the share
of short-term debt in total debt had declined to
2.8% from 3.2% in June and the ratio of short-
term external debt to foreign exchange reserves
had fallen to 2.8%.

POLICY DEVELOPMENTS

In the 2001 budget, the Government announced
a comprehensive program of second-generation
reforms aimed at fiscal consolidation. The 2002
budget seeks to build on this platform through a
two-pronged approach comprising both revenue-
generating measures, including a 5% surcharge
on all taxpayers, and expenditure-management
measures, such as containing growth in public
sector employment and reducing subsidies. At
the same time, the budget made significant
provisions for investment in infrastructure. Con-

solidating on earlier initiatives such as the State
Fiscal Reform Facility, the budget sought to
encourage the states to move toward better fiscal
management by linking financial assistance to
progress in implementing reforms, particularly
in the area of tariff adjustment. It also took some
steps toward the creation of a nationwide inte-
grated market for goods and services, by pre-
senting a reform framework for the agriculture
sector.

Proposed finance sector reforms include
implementing measures to strengthen creditor
rights, establishing a pilot asset reconstruction
company, allowing foreign banks to establish sub-
sidiaries in India, and reforming pensions. The
budget also introduced implementing measures
to link administered interest rates to the market
interest rates on government securities of equal
maturity, in a move that should bring down the
overall level of interest rates in the economy. With
respect to capital markets, sector caps on portfo-
lio investments made by foreign institutional in-
vestors were eased. India’s economic prospects
depend largely on the extent to which the Gov-
ernment will succeed in implementing these
reforms, and particularly on its ability to achieve
fiscal adjustment. They will also depend on the
enactment of reforms to eliminate existing distor-
tions in the factor market, including the reform of
labor laws, as earlier recommended by the Coun-
cil of Economic Advisors.

While there was some success in addressing
fiscal problems in 2000, the deterioration of the
fiscal situation in 2001 is a cause for concern.
Large fiscal deficits are a chronic condition in
India (Figure 2.16) and the cumulative debt bur-
den of central and state governments is substan-
tial. The fiscal situation has clear implications for
the performance of the economy and for overall
development. The Fiscal Responsibility and Bud-
get Management Bill, under discussion in Par-
liament, contains a medium-term program of
fiscal discipline, which would allow the debt path
to converge toward a more sustainable trajectory.

The quality of fiscal deficits has been wors-
ening. The large component of relatively rigid
current expenditures—interest payments, sub-
sidies, and public sector salaries and pensions—
has risen over time and now accounts for a
disproportionately large portion of the gross fis-
cal deficits at both the central and state levels. As
a consequence, there is little money left for devel-
opment and capital expenditures in physical and
human infrastructure. Rationalization of public
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expenditures is required, but fiscal correction
will require stronger revenues and an improve-
ment in the overall efficiency of the tax system as
well. In this respect, it is regrettable that the date
of one of the key measures, the introduction of
VAT, originally planned for 1 April 2002, has now
slipped to 2003.

The Government cannot cut fiscal deficits
substantially without reducing public sector sub-
sidies, a large share of which is accounted for,
directly or indirectly, by public sector under-
takings (PSUs). For example, some estimates
indicate that power sector subsidies and losses
alone are equivalent, on average, to 50% of the
states’ deficits. Clearly, reforming PSUs and
embracing decisively a disinvestment and privati-
zation program would go a long way toward im-
proving fiscal performance. In the context of the
states’ fiscal reform facility (2000–2004), power
sector reforms are a key component of the states’
medium-term fiscal reform programs and are
included in memorandums of understanding
between the central and state governments.

However, progress in disinvestment and
privatization has been limited, for two main
reasons. First, political economy factors tend to
delay the process of PSU reform and results have
been slow. Of a targeted disinvestment of Rs100
billion in 2000, only Rs25 billion were realized,
while a similar outcome appears likely for 2001.
However, the elevation of the Minister of Dis-
investment to a cabinet position in October 2001
suggests greater government commitment.

Second, the economy will need the private
sector to step in as the Government moves out of
certain critical areas. A substantial share of pri-
vate sector resources will need to come from out-
side the country. However, as the Enron-Dabhol
case shows, the path to successful project imple-
mentation based on FDI is fraught with risk.
Here, again, the precarious state of public financ-
es, particularly at the state level, plays a role in the
dynamics related to specific deals. But fiscal prof-
ligacy is also among the factors that contribute to
creating an overall investment climate that is not
conducive to FDI or to private investment in
general. A recent study by the Confederation of
Indian Industries and the World Bank found that
significant disadvantages in power costs, interest
rates, customs delays, infrastructure bottlenecks,
and regulatory encumbrances far outweighed
the marginal advantage that the economy has in
terms of value added per unit of labor cost vis-à-
vis other emerging economies.

Increasing the operational efficiency and
transparency of the finance sector is also impor-
tant to the creation of a supportive investment cli-
mate. To respond to concerns about the
vulnerability of the sector, the financial reforms in
2001 continued to focus on strengthening both
banking and nonbanking sector prudential stan-
dards. This meant upgrading norms for capital
adequacy, income recognition, provisioning for
nonperforming assets (NPAs), disclosure and
transparency in accounting, and risk manage-
ment. Specific proposals included new prudential
norms for cooperative banks on lending against
shares and on access to call money, and an apex
supervisory body for the urban cooperative bank-
ing sector. RBI examined possible measures to
strengthen the supervisory role of the boards of
banks and of other financial institutions. Reforms
also aimed at developing or strengthening linkag-
es among the various segments of the financial
market and at upgrading market practices and
technologies. Guidelines were introduced in Oc-
tober 2001 for conversion of  commercial paper
from physical into dematerialized form. Steps
were taken to develop government securities mar-
kets further, including measures to facilitate the
availability of treasury bonds of varying maturi-
ties in the secondary markets, and the introduc-
tion of a negotiated dealing system. The
amendment of the Securities Contract (Regula-
tion) Act of 1956 better defined the supervisory
and regulatory role of RBI with respect to govern-
ment, money market, and gold-related securities,
and related derivatives transactions.

The overhang of NPAs remained a factor in
structurally high intermediation costs in the
banking and nonbanking sectors, and, together
with the high cost of funds and noninterest oper-
ating expenses, somewhat limited the downward
flexibility of interest rates and, therefore, the ef-
fectiveness of monetary policy. Over the period
1996–2000, average gross NPAs as a share of total
assets were 6.6% for public sector banks, 4% for
private sector banks, and 2.9% for foreign banks.
RBI is now moving toward the adoption of inter-
national norms for classifying loans as perform-
ing and nonperforming by 2004. RBI issued new
guidelines for the recovery of NPAs in 2000,
which were operative until June 2001. Under
these guidelines, public sector banks recovered
Rs22 billion. In addition, banks were mandated
to include the risk-weighted assets of their sub-
sidiaries in their consolidated balance sheets on a
notional basis and to make adequate provisions.
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The limits of bank exposure to individual or
group borrowers and to capital markets were
made more conservative. Prudential norms intro-
duced for banks were, in many cases, extended to
nonbank financial institutions as well, in the con-
text of a move toward the consolidated supervi-
sion of the whole finance sector. New norms were
set for entry of new private sector banks and for
eligibility criteria of banks and nonbank financial
institutions to enter the insurance business.

The strengthening of prudential and disclo-
sure norms and of supervision remained a major
plank of the capital market reforms. Following
turbulence in the equity markets in March 2001,
a series of capital market reforms was announced
in May, including a code of conduct against
insider trading.

OUTLOOK FOR 2002–2003

During 2002, a moderate pickup in domestic
demand as well as a rebound in global markets
should provide sufficient stimulus for India’s
economy to grow at around 6%. Export growth in
particular, should return to a double-digit rate,
even though it is unlikely to reach the exceptional
level of 2000. The current account deficit is
expected to remain moderate, under the assump-
tion of fairly stable oil prices, at around 1% of
GDP. On account of substantially unutilized
industrial capacity, industry sector activity will
be  able to respond quickly to the increase in
demand, without undue inflationary pressure in
the short term. Downward pressures on the price
level may, in fact, be accentuated by the availa-
bility of cheap imports, provided that the positive
impact of the removal of quantitative restrictions
in compliance with WTO obligations is not offset
by other forms of protection. With a stable rupee

around the current level of Rs48 to the dollar, in-
flation is forecast at about 4% in 2002.

However, as the economy approaches full
capacity utilization in 2003, and as investment
demand recovers, structural impediments, such
as high fiscal deficits and high real interest costs,
may become binding constraints to economic
performance if they are not dealt with. Assuming
that visible and effective interventions are made
both to address the structural fiscal deficits and
to facilitate a further reduction in interest rates,
the economy will grow at 6.5–7% in 2003. This
requires a solid performance in the agriculture
sector, as supported by the effects of reform and
modernization. The projected improvement in
growth performance also rests on the assump-
tion of continued industrial recovery and strong
services sector performance, in a favorable exter-
nal demand environment. Inflation should still
be moderate at around 5%, with the current ac-
count deficit in the range of 1–2% of GDP, to the
extent that high export growth largely offsets an
increase in imports.

Further liberalization of FDI may be
required, but for Indian producers to compete
effectively with foreign producers both at home
and abroad, restrictions on key entrepreneurial
decisions concerning scale and factors of produc-
tion need to be removed. These include small-
scale industry reservations that preempt the
adoption of the optimal scale of production, and
archaic labor laws that substantially hinder the
ability of producers to retrench and restructure
their businesses when market conditions require
them to do this. Only if these necessary policy ac-
tions are undertaken can the higher projected
growth rate of 2003 be taken as an indicator that
the economy is moving onto a higher and sustain-
able growth path.
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MALDIVES

MACROECONOMIC ASSESSMENT

The economy came under stress after the September 11th

events, due to a fall in tourist numbers. The prospects are for

continued weak performance in 2002 and beyond. Progress in

accelerating growth will depend to some extent on

developments in the global economy and on security conditions

in South Asia.

T he economy performed quite
well during the first 8 months
of 2001. However, particularly
after the events of September

11th, it faltered, with the result that full-
year growth fell from 4.6% in 2000 to
2.1%. Tourism—which accounts for
more than one third of GDP and is the
largest source of foreign exchange earn-
ings—stagnated, due primarily to con-
cerns over travel safety, as well as to
declines in global consumer spending
and confidence. In October and Novem-
ber 2001, tourist arrivals dropped off by
20.1% and 22.2%, respectively, com-
pared with the corresponding months
in the previous year (Figure 2.23). Over-
all, the tourism sector, which had shown
annual growth of about 6% in recent
years, declined by 0.5% in 2001. The
downturn of the sector had spillover ef-
fects on the rest of the economy. Whole-
sale and retail trade contracted by 0.4%
during the year. Transport and commu-
nications, the second largest sector, grew
fairly strongly at 6.3%, but even this was
significantly lower than the double-digit
annual rates in 1996–1999. Other
sectors, including fisheries, financial and

business services, real estate, and retail
trade, were weak, growing at 1% or less.

The fiscal deficit widened from
4.9% in 2000 to 5.3% in 2001, largely
due to a rise in government expenditures
to 41.3% of GDP from 40.8% in 2000.
Monetary policy was more expansionary
than in 2000, with  money supply
growth rising to 9% in 2001 from 4.1%.
However, the consumer price index rose
by only 0.7%, reflecting the sluggish
economic performance.

On the external front, the trade def-
icit, already at over 40% of GDP, deterio-
rated by 3.6% from $233.3 million in
2000 to $242 million in 2001. The cur-
rent account deficit worsened to $62
million, or 10.9% of GDP, in 2001 from
$53 million, or 9.5% of GDP, in the pre-
vious year. Net nonmonetary capital in-
flows in 2001 amounted to $36 million, a
20% decline from the 2000 level. While
inflows of official assistance increased,
private capital inf lows and net errors
and omissions declined. In aggregate,
the balance-of-payments deficit surged
to $26 million in 2001 from $7.9 million
in 2000. Foreign exchange reserves de-
clined to $94.3 million at the end of
2001, sufficient to cover 2.9 months of
imports.

POLICY DEVELOPMENTS

The Government made some important
economic policy changes in 2001. First,
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the rufiyaa, pegged to the dollar under a de facto
fixed exchange rate policy, was devalued on 25
July 2001 by 8% to Rf12.80 to the dollar from
Rf11.77. A major reason for the devaluation was
to respond to accumulated stresses in the foreign
exchange market, including a premium of about
10% in the parallel market over the official ex-
change rate, a decrease in foreign currency de-
posits, and undue delays in traders obtaining
foreign exchange for international transactions.
The devaluation successfully eased pressure on
the rufiyaa, resulting in the elimination of the
parallel market.

Second, the Maldives Monetary Authority
further liberalized financial markets, through
measures such as the withdrawal in July of the
bank-specific credit ceiling that was imposed on
banks in 1995; the introduction in August of a
Lombard facility (an emergency facility to pro-
vide liquidity in the interbank market) for com-
mercial banks; and the elimination, also in August,
of the 7 percentage point maximum spread
between the rufiyaa deposit and lending rates.

OUTLOOK FOR 2002–2003

In view of the slow growth in the global economy,
especially in the main tourism markets after the
September 11th events, the Government’s earlier
projected 6% growth rate of GDP for 2002 is un-
realistic. The health of the tourism sector will de-
pend on recovery in the EU and Japanese
economies, which are the major markets for
Maldives tourism, and on an improvement in the
security situation in South Asia. The tourism sec-
tor is unlikely to fully recover in 2002, though it

has made some headway in the early months of
the year. Initial projections indicate GDP growth
this year of around 2%, with some upside poten-
tial, and inflation at around 1%.

The Government’s budget for 2002, ap-
proved by the People’s Majlis (or Parliament), was
developed with balancing in mind, through
streamlining nonurgent expenditures in light of
an expected government revenue constraint
stemming from a shortfall in tourism tax receipts.

On the external account, the services bal-
ance will weaken due to lower receipts from tour-
ism, contributing to a worsening of the current
account. However, a significant increase in the
disbursement of official assistance is expected,
which will help offset the weakening current ac-
count. Therefore, while tourism will remain un-
der pressure in 2002, an immediate and acute
deterioration of the balance of payments or the
foreign exchange reserves is not currently fore-
seen. However, a close monitoring of the situation
is warranted.

The recent completion of the Government’s
Sixth National Development Plan should facili-
tate the process of poverty reduction, though an
immediate reduction in the numbers of poor
people may be difficult because of slow econom-
ic growth. For the long run, government initia-
tives to reduce poverty include establishing
regional growth centers on the key atolls, promot-
ing electrification on the outer islands, expanding
education in the atolls, and developing SMEs.
These measures are expected to have a significant
impact on improving living conditions on the
atolls and on reducing regional disparities be-
tween Male and the atolls.
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NEPAL

MACROECONOMIC ASSESSMENT

Overall economic performance remained generally favorable in

2001, though the economy experienced a sharp downturn in

the first part of 2002 following both internal and external

shocks, including the deaths of members of the royal family in

June 2001 and a rise in insurgency. The outlook for 2002 has

been further clouded by the impact of the September 11th

events in the US.

GDP growth slowed to 5% in
2001 from 6.1% in 2000,
mainly because of agricul-
ture’s slightly weaker perfor-

mance after an exceptional year in 2000,
a sharp deceleration in manufacturing,
and continued weakness in tourism.....
Agricultural output slowed to 4%
growth in 2001 from 5% in 2000, while
industry sector growth fell to 2.5% from
over 8% during the same period. Tour-
ism-related services were hit by the esca-
lating insurgency and the shocking
circumstances surrounding the deaths
of members of the royal family. These
factors contributed to a 21% drop in
tourist arrivals by air during the year.
Labor market conditions, characterized
in 1999/2000 by a 47% underemploy-
ment rate and a 7% urban unemploy-
ment rate, likely deteriorated somewhat
in 2001, given the slowing pace of urban
expansion and the rapid enlargement of
the labor force.

The budget deficit widened to 4.2%
of GDP in 2001 from 3.3% in 2000 (Fig-

ure 2.18). Domestic revenue collections
recorded a 16% gain due to improved tax
administration. However, this was more
than offset by a 26% rise in expenditures,
resulting mainly from higher spending
on security, a salary increase for civil
servants, and the implementation of a
voluntary early retirement scheme.

Broad money supply (M2) showed
slower growth of 14.9% in 2001, down
from 21.8% in 2000; a sharp slowdown
in the rise of net foreign assets was a key
factor. Because of the exchange rate peg
to the Indian rupee and the active trade
across the relatively open border be-
tween the two countries, inflation in
Nepal generally tracks India’s. It was low
at 2.4% in 2001—the lowest rate in more
than 20 years—compared with 3.5% in
the previous year. Increased agricultural
production, due to a balanced monsoon,
kept prices of food items in check and
helped counteract rising prices in the
nonfood and services group, including
fuel, power, water, and education.

Growth in merchandise exports fell
sharply to 3.7% in 2001 from the sub-
stantial rate of 42% in 2000. Most of the
decline was due to the sharp drop in the

2001 refers to fiscal year 2000/01, ending 15 July.
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growth rate of exports of ready-made garments
and woolen carpets. Imports, meanwhile, de-
clined by nearly 1%, following expansion of 20%
in 2000. The poor import performance reflected
a deceleration of growth in manufactured im-
ports. The current account deficit remained at
4.4% of GDP in 2001. While net services receipts
continued to fall that year, this was offset by an
increase in net transfers, mainly due to rising re-
mittances from overseas workers.

At the end of 2001, foreign exchange re-
serves amounted to $1 billion, or sufficient to
cover more than 7 months of imports of goods
and services. Dependence on foreign assistance
became more pronounced in 2001, with foreign
grants and loans financing 58% of development
expenditures, a sharp increase from the 47% level
of the previous 5 years. External debt as a propor-
tion of GDP declined to less than 47%. The debt
service ratio also fell and, due to the concessional
nature of Nepal’s external debt, was at a manage-
able 3.9% of exports in 2001.

POLICY DEVELOPMENTS

Although the 2002 budget is not as ambitious as
2001’s, it is still expansionary, with a total outlay of
NRs90.1 billion, representing an increase of 22%
over an estimated NRs74 billion in the previous
year. The budget calls for a 27% increase in devel-
opment expenditures to be financed in greater
part by grant assistance. Nevertheless, the bud-
getary target will be very difficult to achieve.

While the Middle Marshyangi hydropower
project and the Melamchi water supply project
entail a high level of investment and resource
transfers, development spending is likely to be
severely curtailed due to increasing expenditures
on security operations and the adverse impact of
the insurgency on development projects and pro-
grams. The Government has recently indicated
that about 25% of the 2002 development budget
will be reallocated to additional security expendi-
tures. Estimates for domestic revenues in the
2002 budget, with a projected growth rate of
22%, also appear optimistic, given the sharp
downturn in the main tax sources of manufac-
turing and services.

To support the central bank’s efforts to con-
trol inflation and maintain the exchange rate peg,
further development of the market for govern-
ment securities is required to break the link be-
tween budget deficits and monetary expansion.
Moreover, the Government needs to keep its
overdraft with the central bank within prudent
limits.

OUTLOOK FOR 2002–2003

The underlying assumptions of the following
projections are that (i) the recent resurgence in
domestic political unrest will stabilize somewhat,
(ii) the global economic slowdown and the im-
pact of the events of September 11th on the global
economy will be modest and relatively short-
lived, (iii) the Indian economy will grow at about

TABLE 2.16 Major Economic Indicators, Nepal, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growtha 4.4 6.1 5.0 3.5 5.0
Gross domestic investment/GDP 20.5 23.3 24.4 22.0 22.0
Gross domestic savingsb/GDP 13.8 15.0 16.0 13.0 13.0
Inflation rate (consumer price index) 11.3 3.5 2.4 5.0 5.0
Money supply (M2) growth 20.8 21.8 14.9 12.0 12.0
Fiscal balance/GDPc -3.9 -3.3 -4.2 -6.0 -6.0
Merchandise export growth 18.2 42.4 3.7 5.0 10.0
Merchandise import growth -10.3 20.2 -0.9 5.0 5.0
Current account balance/GDP -3.3 -4.5 -4.4 -5.0 -5.0
Debt service ratio 6.1 5.9 3.9 5.5 5.5

a Constant 1984/85 factor cost. b Data on savings were derived as a residual. c Includes grants.

Sources: Central Bureau of Statistics; Nepal Rastra Bank; staff estimates.
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5.6% in 2002 and 6% in 2003, and (iv) the weath-
er in Nepal and neighboring regions in India will
be normal. On this basis, economic growth is pro-
jected to slow further to 3.5% in 2002, but to pick
up to about 5% in 2003.

Growth in the agriculture sector may decline
somewhat to about 3% because of the uneven
monsoon from June to August 2001 in the East-
ern Region, which will adversely impact agricul-
tural growth in 2002. Growth in the industry
sector may slightly increase to 3.5% in 2002, be-
fore further strengthening to 5.9% in 2003 as
prospects for exports improve. The services sec-
tor is projected to decline sharply to 3.5% in
2002, but may strengthen in the following year to
5.5%, boosted by a recovery in tourism. In the
absence of any external shocks to the economy,
inflation is likely to be moderate over the next few
years, and in 2002 and 2003 is projected at 5%,
despite rising nonfood prices.

As a result of the anticipated sharp down-
turn in the economy in the early months of 2002
and the increase in security expenditures associ-
ated with the insurgency, the budget deficit in
2002 is likely to widen to 6%. Monetary policy
will be geared to supporting the exchange rate
peg with the Indian rupee. Continuing moneti-
zation of the economy will provide some leeway
in monetary policy, but the 20% annual money
supply growth rates in some recent years cannot
be repeated without fueling inflation. Given pro-
jections for GDP growth and inflation, targets
for broad money supply growth need to be in the
range of 12–14% in the medium term.

While the recent renewal of the 1996 bilater-
al Trade and Transit Treaty with India in March

2002 has revived export prospects to India, the
global economic slowdown will continue to un-
dermine Nepal’s exports. Among exports to other
countries, garments, carpets, and pashmina
shawls used to be strong, but exports of these
products have sharply declined and will be fur-
ther subject to a gradual removal of quotas in the
US as part of WTO’s Agreement on Textiles and
Clothing. As a result, the trade and current ac-
count deficits should rise.....

Historically, high population growth rates
and low economic growth rates have limited
progress in poverty reduction. To achieve the lev-
el of growth necessary to reduce poverty in the
country, Nepal needs to restore law and order. It
must also accelerate the reforms that began in
the early 1990s and were agreed on during the
National Development Forum in 2000 to provide
an environment conducive to private sector
development.

Given the fiscal problem that the Govern-
ment is now facing, public resource management
reform is needed both to ensure macroeconomic
stability and to effectively use the limited public
resources. It will require major improvements in
budget planning, in domestic and external re-
source management, and in expenditure manage-
ment. These improvements should begin with
redefining the role of the Government versus the
private sector in the economy. Prioritization of
development expenditures and civil service re-
form is also vital, while to reduce dependence on
foreign assistance for the country’s development
expenditures, continued efforts are required to
mobilize domestic resources and reduce the
fiscal deficit.
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PAKISTAN

MACROECONOMIC ASSESSMENT

Economic growth slowed in 2001. A severe drought caused the

agriculture sector to contract, though the rest of the economy

registered strong expansion. The outlook for the medium term is

for continued low growth, because of drought-induced weak

agricultural performance and because industry will remain

affected by weak external demand in a context of a slow

improvement in the world economy and continued economic

and political uncertainty.

Economic growth in 2001 is
estimated to have fallen to 2.6%
from 3.9% in the previous year.
This was primarily due to a

drought-induced contraction in the
agriculture sector, which posted a de-
cline of 2.5% compared with growth of
6.1% in 2000. The output of major crops
fell by 10.5%, the most significant drop
since 1993. The drought also had ad-
verse impacts on hydropower genera-
tion, while value added in the power and
gas distribution sector declined by 3.1%.
Overall, non-agriculture GDP growth
improved slightly to 4.3% in 2001 from
3.1% in the previous year. The drought
is estimated to have caused a loss of
about 2% in national income.

The large-scale manufacturing sec-
tor grew by an impressive 7.8% in 2001,
as against a 0.2% decline in 2000, be-
cause of strong external demand, in part
arising from exchange rate depreciation.
This was the highest rate of expansion

since the 1980s, and was significantly
higher than the annual sector average of
4% posted in the 1990s. The perfor-
mance of all major industry groups was
good in 2001, but some of the better
growth rates were recorded in paper and
board (24.9%), automobiles (23.3%),

and petroleum (16.6%). Growth in the
services sector declined marginally in
2001, to 4.4% from 4.8% in 2000. The
decrease was due mainly to a slowdown
in the finance and insurance subsector,
as well as to a reduction in the growth
rate of the public administration and de-
fense subsector from 7% to 3% over the
period.

Despite a moderate rise in public
investment, total investment fell to
14.7% of GDP in 2001 from 15.6% in
2000, because of a fall in private invest-
ment. This can be attributed to a range
of factors, including the short-term im-
pact of an anticorruption campaign and
changes in the foreign exchange regime
that eliminated subsidies, and the persis-
tence of excess capacity in key indus-
tries, such as cement, sugar, and power,
which served to retard private invest-
ment in the industry sector.

2001 refers to fiscal year 2000/01, ending 30 June.
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National savings slipped from 13.5% of GDP
in 2000 to 12.8% in 2001. Public savings showed
exceptionally high growth, and their ratio to
GDP increased to 1.2% in 2001, up from 0.3% in
2000. This improvement came about as a result of
a decrease in the budget deficit and improved
management of SOEs. However, private savings
declined by an estimated 6.5% from the 2000 lev-
el, falling to 11.5% of GDP. The continuing low
levels of private savings are the result of various
factors, including a high dependency ratio, low
and f luctuating growth rates of per capita in-
come, and low investment returns. Corporate
savings also moved lower in 2001, partly due to
high cotton prices, which reduced profit margins
in the textile sector.

The annual population growth rate in
Pakistan is estimated to be 2.2%, while the labor
force is estimated to be growing at 2.4% a year.
The unemployment rate (among those aged 10
and above) was 7.8% in 2000—6.1% for men and
17.3% for women—but underemployment is
likely to be pervasive. In general, the economy’s
absorptive capacity is estimated to have declined
over the last few years, given low GDP growth of
an average of 3.6% during 1999–2001, and
increasing capital intensity in the commodity-
producing sectors. Unemployment is estimated
to rise by an average of 0.5 million every year.

The fiscal deficit fell from 6.5% of GDP in
2000 to 5.3% in 2001, the lowest level in 23 years

(Figure 2.19). This decrease is entirely due to the
Government’s reduction in public expenditures
to meet its fiscal target under an IMF standby
arrangement. Public revenues edged down from
16.5% of GDP in 2000 to 15.7% in 2001 because
of weak tax collections. The composition of defi-
cit financing marked a significant shift from do-
mestic to external sources in 2001, with the
proportion of funding from external sources
more than doubling to 69% of the total deficit,
from 33% in 2000. This was a result of higher in-
f lows from international financial institutions.

Despite a slight rise to 4.4% in 2001 from
3.6% in 2000, inflation remained low. Contribu-
tory factors included low growth rates of the
money supply (largely due to the decline in bud-
getary support) and lower international com-
modity prices. Weighted average lending rates
were 13.1% in June 2001, down from 13.5% in
June 2000. Real interest rates remained high, al-
though they declined slightly from 9.9% in 2000
to 8.7% in 2001.

At the beginning of 2001, the State Bank of
Pakistan (SBP) replaced the managed float ex-
change rate system with a market-based, free-
f loat system. The currency subsequently came
under speculative attack on several occasions
during the year, and depreciated by 18.6%
against the dollar. Because of the low rate of
domestic inflation, this resulted in a real depreci-
ation of over 10% in 2001, providing a much-

TABLE 2.17 Major Economic Indicators, Pakistan, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growtha 4.2 3.9 2.6 3.0 5.0
Gross domestic investment/GDP 15.6 15.6 14.7 15.2 16.2
Gross national savings/GDP 11.4 13.5 12.8 14.6 14.7
Inflation rate (consumer price index) 5.7 3.6 4.4 5.0 5.0
Money supply (M2) growth 6.2 9.4 9.0 9.1  —
Fiscal balance/GDPb -6.1 -6.5 -5.3 -5.3 -4.1
Merchandise export growth -10.7 8.8 9.0 -0.3 7.6
Merchandise import growth -6.7 -0.1 5.9 0.2 6.2
Current account balance/GDPc -4.1 -1.9 -0.9 -3.6 -3.1
Debt service ratio 41.2 38.4 32.1 32.0 28.1

— Not available.
a Based on constant 1980/81 factor cost. b Excludes grants. c Excludes official transfers.

Sources: International Monetary Fund, 2001, Pakistan: Request for a Three-Year Arrangement Under the Poverty
Reduction and Growth Facility (PRGF), Country Report 01/222, December; State Bank of Pakistan, 2001, Annual
Report 2000–2001.
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needed boost to exports, which were close to
$9 billion for the first time. Exports expanded by
9%, with eight out of the top 10 export items re-
cording double-digit growth rates—particularly
raw cotton, leather, and synthetic textiles. The
trade deficit improved, from $1.4 billion in 2000
to $1.2 billion in 2001, as did the current account
deficit, from $1.1 billion to $0.5 billion over the
same period. If proceeds from the Saudi Oil Fa-
cility were to be categorized as official transfers,
the current account deficit would, in fact, be a
surplus of $331 million.

The improvement in the current account
deficit came primarily from a reduction in the
trade deficit, increased workers’ remittances, and
higher foreign exchange purchases by SBP on the
open market, which show up in the current ac-
count under private transfers. Foreign exchange
reserves rose to $3.2 billion by end-June 2001.
Net public debt as a proportion of GDP in-
creased to 95.4% in 2001. Public or publicly guar-
anteed external debt, valued at $32.8 billion,
accounted for 58% of the total public debt and
was equivalent to 55.1% of GDP. At the end of
June 2001, the net present value of Pakistan’s
public external debt was estimated at about 260%
of the value of exports of goods and services, far
in excess of the commonly accepted benchmarks
for sustainability, which fall in the range of
150–200%. After the debt rescheduling granted
by the Paris Club in December 2001, however,
this ratio fell to below 200%.

POLICY DEVELOPMENTS

The Government’s attempts to rectify macro-
economic imbalances and stabilize the economy
in 2001 were fairly successful, and the country’s
macroeconomic indicators showed significant
improvement. Prudent fiscal and monetary poli-
cies succeeded in reducing the budget deficit sig-
nificantly and in containing inflation. However,
the reduction in the deficit was achieved at the
expense of development spending, which in 2001
was at its lowest level ever recorded. Given the
country’s high and rising levels of poverty and its
low level of human development, the Govern-
ment should significantly increase development
spending and focus on revenue enhancement, in-
cluding reforms to improve revenue collection by
broadening the tax base and strengthening tax
administration. In addition, the authorities need
to urgently improve the management of public
sector financial resources and to stop the consid-

erable drain of public resources to loss-incurring
SOEs.

The structural changes in the exchange rate
regime at the start of the year had implications
for monetary policy, as SBP was forced to restrict
the money supply and raise interest rates to
defend the rupee against speculative attacks.
SBP concentrated on reducing liquidity from the
market in 2001, and replaced the system of pre-
determined open market operations with discre-
tionary open market operations, depending on
the prevailing conditions in the money market.

The Government continued with its struc-
tural reform agenda in 2001, including trade and
tariff reforms (further reduction of the maxi-
mum tariff from 35% to 30% and of the number
of tariff categories), finance sector reform
(strengthening SBP and the Securities and Ex-
change Commission as well as deregulation of the
insurance sector), and reform of public resources
management (separation of government audit
and accounts functions).

The response of the donor community to the
country’s increased economic vulnerability since
September 11th has been positive. Pakistan’s case
for increased assistance was strengthened by its
successful completion of a standby arrangement
with IMF in September 2001. In addition, on
6 December the same year, IMF approved a
3-year arrangement for Pakistan under the Pov-
erty Reduction and Growth Facility (PRGF),
totaling about $1.32 billion.

The PRGF commits the Government to a
number of performance criteria and indicative
targets, including a reduction in the budget defi-
cit to 3.2% of GDP by 2004, in addition to imple-
mentation of key sector- and governance-related
reforms. The successful negotiation of the PRGF
set the stage for negotiations with bilateral credi-
tors for the long-term rescheduling of external
public debt, and on 13 December, the Paris Club
comprehensively restructured Pakistan’s debt.
The Government estimates that the Paris Club
agreement will lead to cash-flow savings of $2.7
billion during the 3-year PRGF, with further sig-
nificant savings in the following decade. Interna-
tional sanctions against Pakistan have been
largely removed or suspended, and the country
has received bilateral grant pledges of $1.16 bil-
lion. In addition, the EU has pledged to ensure
increased market access to Pakistan’s exporters
through a combination of lower tariffs and high-
er quotas with a view to mitigating the fall in
exports.
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OUTLOOK FOR 2002–2003

Large-scale manufacturing grew at a rate of 2.9%
in the first 6 months of 2002, compared with
growth of 2% recorded in the corresponding
period of the previous year. However, it is too
early to comment on how manufacturing growth
in 2002 will compare with 2001 given the high
variability in production of agro-based industries
due to seasonal f luctuations. When the sugar
industry is excluded from the analysis, for exam-
ple, growth in the first 6 months of 2002 was
3.8% compared with 6.7% in the first 6 months
of 2001.

In the first half of 2002, exports registered a
decline of 0.5% compared with the same period
in the preceding year. Imports contracted by
9.6% over the period, with the major falls seen in
food items (down by 36%) and petroleum and
petroleum products (down by 26.7%). The trade
deficit fell by more than half to $425.4 million
during July–December 2001, from $921.7 mil-
lion in the corresponding period of the previous
year.

The value of the rupee appreciated by about
10% in October–December 2001 as a result of
the US Government’s announcement of its inten-
tion to monitor monetary transfers through infor-
mal channels, prompting a greater inf low of
transfers through the banking system. This was
reflected in the large increase in remittances
through banks, to $982.3 million in the first half
of 2001 from $609.2 million in the first half of the
previous year. Foreign exchange reserves rose to
$4.8 billion by end-January 2002—the highest
level ever—as a consequence of the increase in
remittances, higher inflows of foreign assistance,
and purchases of hard currency by SBP in the
interbank market to prevent the rupee from
appreciating further. Revenue collections were
adversely affected in the first half of 2002, mainly
because of the decline in imports and slow
growth in industrial production. Inflation regis-
tered 2.6% during this period compared with
4.9% in the corresponding period in 2001. This

was primarily due to low food inflation and the
decline in petroleum prices in the international
market.

This review of the data from the f irst
6 months of 2002 suggests that GDP growth is
likely to be only slightly higher for the whole year
than it was in 2001. The short-term effects of the
military action in Afghanistan on the balance of
payments have been particularly adverse, as
export orders were rescinded and shipping and
insurance costs increased. Manufacturing has
also been hit by the fall in export demand. The
prevailing uncertainty led to a further deteriora-
tion in the investment climate, and effectively
forestalled the proposed privatization of Pakistan
Telecommunications Corporation. Growth in the
agriculture sector is likely to remain slow as
cotton and rice production is expected to be low-
er than last year due to pest attacks and an
expected 51% shortfall in irrigation water. (The
effects of the last 2 years’ drought are persisting
in that water flows from snowmelt remained low
in the winter of 2001/02, and winter rainfall was
lower than expected.) The GDP growth rate in
2002 is projected to be in the range of 2.5–3%.
Also, in light of the adverse expenditure and reve-
nue impacts of the post-September 11th events,
the fiscal deficit in 2002 is expected to be at least
5.3% of GDP, if not higher.

The Government has had to face a number
of policy challenges in the wake of the September
11th events. At the same time, Pakistan’s support
to the international community in the fight
against terrorism has provided it with an im-
mense opportunity. If the Government contin-
ues to follow sound macroeconomic policies and
to implement the planned economic and gover-
nance reforms, it could fairly quickly achieve
rapid and sustainable economic growth and pov-
erty reduction. However, if increased aid flows
are used to postpone the necessary reforms and
macroeconomic developments, as happened in
the 1980s, Pakistan will be unable to break out of
the existing vicious circle of low growth and
rising poverty.
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SRI LANKA

MACROECONOMIC ASSESSMENT

After a year marred by security problems and the worst

economic performance ever recorded—in which the currency

peg was abandoned, inflation picked up, and foreign finance

became scarce—Sri Lanka is poised for a modest private sector-

led recovery in 2002. However, the new Government must

provide a stable macroeconomic environment if the turnaround

is to take on substance and sustain itself.

Sri Lanka’s economy suffered a
serious setback in 2001. In the
first half of the year, GDP grew
by less than 1% over the corre-

sponding period in 2000. This poor per-
formance was largely due to external
factors, with the slowdown in global
growth dampening demand for the
country’s manufactured exports, high oil
prices increasing the costs of production
and shipping, and a serious drought
lowering agricultural yields and hydro-
power generation. On 24 July, the Liber-
ation Tigers of Tamil Eelam (LTTE)
attacked the country’s only international
airport. Consequently, tourist arrivals
plummeted, while a hefty war-risk insur-
ance surcharge on ships docking at the
country’s ports damaged the shipping
industry, leading to a contraction of
GDP in the second half of the year.
Overall, real output declined by 1.3% for
the year, the worst performance since
the compilation of national accounts
(Figure 2.20). This stands in marked
contrast to the previous year when the
economy achieved 6% growth. Early
indicators suggest a rising level of unem-

ployment, particularly in manufacturing
and tourism-related services.

Savings and investment rates suf-
fered, mainly due to actions in the public
sector. The suspension of Parliament in
July and its dissolution in October ad-
versely affected the public investment
program, as insufficient funds were
available to support many ongoing

projects, while the political instability
was detrimental to private sector invest-
ment. The weak position of the Govern-
ment also impeded commitments for
new public sector projects, particularly
those accompanied by strong sector re-
forms. The run-up to the December
elections saw the Government approv-
ing a number of costly measures—such
as increases in civil service allowances
and cuts in taxes—that reduced public
saving. Consequently, as a proportion of
GDP, fixed capital investment fell from
28% in 2000 to 25.1% in 2001, while the
savings rate remained at 17.3%.

Despite the Government’s agree-
ment with IMF to reduce the budget
deficit, fiscal performance in 2001 was
worse than in 2000. Current revenues
remained at around 17% of GDP, even
though the Government added a 40%
surcharge to import duties and
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increased the National Security Levy—a turn-
over tax applied to certain goods—by 1 percent-
age point for most of the year. Current
expenditures continued to rise, to nearly 22% of
GDP from 20.3% in 2000. This expansion in cur-
rent spending was partly offset by poor perfor-
mance in capital expenditures. The overall
deficit, including grants and privatization pro-
ceeds, worsened from 9.5% of GDP in 2000 to
10% in 2001. When grants and privatization
earnings are excluded, the deficit is in excess of
11% of GDP.

Receipts from privatization increased for the
year, but this is due to the Government’s receiv-
ing the second $25 million installment from
Emirates Airlines for its stake in Sri Lankan Air-
lines in early 2001, rather than a reflection of
progress in the privatization program. In fact, the
budget had included the planned sale of a 20%
stake in Sri  Lanka Telecommunications that was
expected to raise $250 million, but this did not
push through due to globally depressed telecoms
prices and the uncertain domestic political cli-
mate. Local events also adversely affected the
Government’s ability to attract foreign financing.
The Government was preparing a syndicated
loan of $200 million in the international market,
but increased country risk following the LTTE
airport attack prevented this deal from being
concluded. Although a dollar-denominated de-
velopment bond issue was f loated at the end of
the year, the financing of the overall gap was still
heavily dependent on the issuance of domestic
bonds and bank financing.

Growth in the money supply (M2) slowed in
2001 to 11.4% from 13% the year before. While
the banking system raised its holdings of foreign
assets, the bulk of the monetary expansion came
from an increase in domestic credit. Due to the
large fiscal deficit, domestic credit to the public
sector rose by 14%. Following 2 years of reserve
losses, and as it could no longer provide a defense
against attacks on a fixed rate, the central bank
floated the rupee in January 2001, when official
reserves had fallen to $918 million, or only about
5 weeks of import cover. Although the exchange
rate spiked immediately, the trend became less
volatile, with the local currency depreciating by
16% over 2001.

Consumer prices rose by 11% in 2001, up
from 1.2%, despite the drop in world oil prices
toward the end of the year. The acceleration in
inflation was driven by increases in key adminis-
tered prices (diesel and power in particular) and
the depreciation of the rupee, with poor weather
also generating high domestic food prices.
However, the continued high rate of monetary
expansion paints a worrying picture for future
inflation.

Sri Lanka’s export performance paralleled
the slowdown in the global economy. The coun-
try’s largest source of foreign exchange, the textile
and garment industry, experienced a drop in vol-
ume and earnings from May 2001, mainly due to
lower demand from the US and EU. Tea exports,
the country’s third largest generator of foreign
exchange, were affected by a drought in the first
half of the year and a drop in international prices.

TABLE 2.18 Major Economic Indicators, Sri Lanka, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growtha 4.3 6.0 -1.3 3.5 5.5
Gross domestic investment/GDP 27.3 28.0 25.1 27.5 29.0
Gross domestic savings/GDP 19.5 17.3 17.3 17.5 18.0
Inflation rate (consumer price index) 5.9 1.2 11.0 8.5 6.0
Money supply (M2) growth 13.3 13.0 11.4 12.0 11.5
Fiscal balance/GDP -6.9 -9.5 -10.0 -8.5 -7.5
Merchandise export growth -3.9 19.8 -12.8 7.0 15.0
Merchandise import growth 1.5 22.4 -18.4 15.0 14.0
Current account balance/GDP -3.6 -6.5 -3.4 -6.5 -7.5

a Based on constant 1996 factor cost.

Sources: Central Bank of Sri Lanka; Ministry of Finance; staff estimates. The country’s
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Export earnings contracted by nearly 13%, from
$5.5 billion in 2000 to $4.8 billion. The decline in
imports was even more dramatic—from $7.3 bil-
lion to $5.9 billion—in part because the slow-
down in expor ts reduced the demand for
imported intermediate and investment goods.
Consequently, the trade deficit narrowed to 7.5%
of GDP from 11% in 2000. Although the tourism
sector, the second largest source of foreign ex-
change, was on track for a record year, the LTTE
attack caused tourist arrivals to plunge such that
full-year tourism earnings fell by 15.5%. How-
ever, the initial tranche release of an IMF stand-
by arrangement helped boost the level of official
reserves to $1.3 billion, compared with $1 billion
at the end of 2000, or about 2.7 months of import
cover.

POLICY DEVELOPMENTS

To support the transition to a floating currency
regime in January 2001 and to bolster official re-
serves, the Government negotiated a standby ar-
rangement with IMF. Conditions for the support
focused on the underlying factors placing pres-
sure on the exchange rate, namely the fiscal defi-
cit and losses of key SOEs.

The 2001 budget targeted a reduction in the
overall deficit, excluding grants and privatization
proceeds, to 8.5% of GDP from nearly 10% in
the previous year. To reach this goal, expenditure
growth generally was to be slowed and defense
expenditures were to be reduced. Revenue mea-
sures included increases in customs duties and
the National Security Levy as well as an ambi-
tious target for privatization receipts. Although
this target was agreed with IMF, the budget be-
came a victim of politics in the latter part of the
year. In the run-up to the elections, the Govern-
ment instituted a series of costly measures, such
as increasing public sector allowances, reducing
administered prices, and regularizing temporary
public employees. The cost of these measures in
2001 was around SLRs10 billion, or nearly 1% of
GDP, but the bulk of the impact will be felt in
future budgets. Moreover, the Government’s in-
ability to sell part of its holding in Sri Lanka Tele-
communications left a large gap in its financing
plan. As a result, the deficit actually increased
from the 2000 level, violating the standby ar-
rangement with IMF, which then put the ar-
rangement on hold.

The elections brought in a new administra-
tion, led by the former opposition United

National Party. Its platform is more pro-business
than that of the other parties, and should there-
fore be a positive influence for reform in the
areas of labor legislation, tax administration, and
infrastructure investment. The most promising
postelection development has been the ceasefire
signed between the Government and the LTTE.
Both parties are now working toward a negotiat-
ed settlement, with the Government of Norway
acting as mediator.

OUTLOOK FOR 2002–2003

With improvements in the external environment,
the economy is likely to turn around in the sec-
ond half of 2002, but the key for the first half of
the year is to stop the decline in macroeconomic
performance and to focus on stability. Export
production will continue to sag for the first half
of 2002, as the country’s main foreign markets
emerge from the current economic downturn.
The expected break in the drought should lead to
improved performance in the agriculture and hy-
dropower sectors. For the year, the recovery
should be modest, with GDP expanding by 3.5%,
and with potential for higher growth in 2003 if a
stable macro environment is in place. While in-
creases in some administered prices—notably
power—will raise inf lationary pressure, stable
food and oil prices will mitigate the effect, bring-
ing inflation down to 8.5%. The recent adoption
of an automatic pricing formula for petroleum
products means that price changes for such
goods will evolve more smoothly over time.

Slower money supply growth is needed to
contain  inflation, a key factor in which is control-
ling the fiscal deficit, to eliminate pressure for
monetary expansion to fill the financing gap.
Lower interest rates and the current ceasefire
will help keep recurrent expenditures in check,
but for the sake of medium-term growth, public
investment in basic infrastructure needs to be ac-
celerated. While revenues will likely grow more
slowly, the Government’s commitment to privati-
zation of SOEs will help bring the overall deficit
down to 8.5% of GDP in 2002, which should fall
further in 2003. A stable macroeconomic envi-
ronment should attract higher rates of invest-
ment, leading to a widening of the current
account deficit as capital import growth acceler-
ates. The recovery in exports, which are forecast
to grow by 7% in 2002, will be more than
matched by import growth to support the higher
investment rates.
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Looking beyond the short-term stabilization
issues, Sri Lanka needs to achieve high and sus-
tainable rates of growth in per capita income to
make substantial inroads in reducing poverty and
to provide new jobs for entrants to the labor
force. The private sector will need to take the lead
in realizing more rapid economic expansion, with
the Government providing an appropriate legal
and regulatory environment. To this end, reforms
in land and labor markets are needed to free the
flow of these critical factors of production and to
increase economic efficiency. Eliminating market

distortions will also entail a reduction in the Gov-
ernment’s direct involvement in commercial ac-
tivities.

In the medium term, the Government needs
to strive for a more commercial orientation in the
remaining SOEs, reversing the losses in some
cases and preparing the way for their eventual
transition to private sector operations. The Gov-
ernment faces many challenges ahead, and it will
need to prioritize its reform agenda to optimize
the use of its scarce planning and management
resources.
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AZERBAIJAN

MACROECONOMIC ASSESSMENT

With improved performance in the non-oil sector, the economy

maintained strong momentum in 2001, but overall GDP growth

fell slightly as world oil prices declined. Growth prospects remain

positive for 2002–2003 as major investments in the oil and gas

sector are expected. Policy commitment to developing the non-

oil sector through deepening structural reforms remains key to

achieving sustained growth and poverty reduction.

GDP growth for 2001 is esti-
mated at about 9.9%, a slight
decrease from the 11.1% in
2000 (Figure 2.21). Agricul-

ture increased by around 11% because
of higher grain production resulting
from an expansion in the area under cul-
tivation. The oil and gas sector, the most
important part of the economy and ac-
counting for almost 30% of GDP, con-
tinued to grow only slowly, due mainly to
a sluggish rise in  production.

Domestic investment recovered
in 2001. Preliminary data point to im-
proved foreign investment. Foreign in-
vestment inflows (primarily in the oil
and gas sector), which currently account
for 56% of total gross domestic invest-
ment, are estimated to have climbed to
about $700 million, or 13% of GDP, dur-
ing the year. Despite strong economic
growth and improved investment, there
is no indication of improvement in the
employment situation: unemployment is
now estimated to have risen to 18%,
because much of the economic growth
has been in capital-intensive areas that
create few jobs.

Government revenues (excluding
the State Oil Fund), which rose in nomi-
nal terms on account of the strong GDP
growth, still fell short of budget targets.
As a result, revenues relative to GDP
declined to 18% in 2001 from 18.6% in
the previous year. Although government
expenditures rose by 10% in nominal
terms, the expenditure-to-GDP ratio fell

to 20.1% from 20.8% in 2000. As a re-
sult, the fiscal deficit slightly improved
from 2.2% of GDP in 2000 to 2.1% in
2001. Foreign capital remained the
major source of deficit financing.

Broad money supply increased by
9.7% in 2001. Much of the increase was
due to financial deepening, as total
money supply, including foreign cur-
rency deposits, is currently only 12% of
GDP. Annual inflation, measured by the
consumer price index, remained modest
at 1.5%. The exchange rate depreciated
by 4.4% against the dollar to AZM4,748
by the end of the year.

Exports strengthened by 7.9% in
2001, lifted by strong oil exports. With
falling imports, this resulted in an im-
proved trade balance and a surplus
equivalent to 9.6% of GDP. As a result,
the current account deficit narrowed
to 2.3% of GDP from 3.4%, despite
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the growing deficit on the nonmerchandise
account.

On the capital account, gross foreign
investment recovered, mainly in the form of FDI
in the oil and gas sector. Despite rising debt re-
payments and growing funds in the State Oil
Fund, gross international reserves improved from
$680 million in 2000 to $744 million at the end of
2001, or equivalent to about 5 months of non-oil
imports of goods and services. Total public and
public-guaranteed external debt rose from $1.16
billion in 2000 to about $1.27 billion in 2001, but
as a proportion of GDP remained stable at 22%.

POLICY DEVELOPMENTS

A mix of a tight fiscal policy and a looser mone-
tary stance was pursued in 2001. In view of the
growing accumulation of spending arrears and
worse than expected revenue performance, the
fiscal deficit target of 2% of GDP was not met.
The loosening of the monetary stance reflected
the policy intention of supporting the develop-
ment of the non-oil sector. But credit availability
in this sector remained limited because of the
underdeveloped banking sector and poor finan-
cial intermediation. The Government continued
with its f lexible exchange rate policy with the ob-
jective of maintaining currency stability and of
supporting the non-oil sector.

The Government demonstrated a renewed
commitment to structural and institutional re-
form, including the launching of a new privati-
zat ion program and the streamlining of
governnment organization. Preparation of a na-
tional program for poverty reduction, which em-
phasizes non-oil sector development, also began.

A new reform program—introduced with the
assistance of IMF—aimed at deepening trade
liberalization; promoting good governance, espe-
cially financial discipline in the energy sector;
and improving the legal and regulatory environ-
ment for private sector development.

OUTLOOK FOR 2002–2003

The growth prospects for 2002–2003 are posi-
tive, provided that, as expected, oil investments
increase and the world economy begins to recov-
er in the second half of 2002. With agricultural
performance likely to be stable, overall economic
growth is forecast at around 10% in 2002 and
11% in 2003. Some major investment activities
are expected to begin in 2002, which will help
boost economic activity. They include the start of
phase one of the full development of the Azeri-
Chirag-Guneshi oil field and the construction of
the Baku-Tbilisi-Erzurum gas pipeline. The in-
flation rate is expected to be fairly stable at 1.8%
and 2.0% in 2002 and 2003, respectively.

The Government’s current tight fiscal and
looser monetary policy mix is expected to con-
tinue. However, a challenge for the Government
is to increase much-needed social expenditures
while keeping the fiscal deficit under control.
Higher investment, which is closely associated
with oil equipment imports, is expected to
increase pressure on the current account, which
is projected to swing to a deficit of 3% of GDP in
2002 and to 5% of GDP in 2003. To promote
non-oil trade activities, the Government will
likely allow a quicker depreciation of the manat.
Debt service is expected to rise, reaching about
8.5% of exports of goods and services in 2003.

TABLE 2.19 Major Economic Indicators, Azerbaijan, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growth 7.4 11.1 9.9 10.0 11.0
Inflation rate (consumer price index) -8.5 1.8 1.5 1.8 2.0
Money supply (M2) growth 15.2 18.3 9.7 — —
Fiscal balance/GDP -4.5 -2.2 -2.1 -2.0 -2.0
Merchandise export growth 51.5 83.6 7.9 — —
Merchandise import growth -16.6 7.5 -5.4 — —
Current account balance/GDP -13.1 -3.4 -2.3 -3.0 -5.0

— Not available.

Sources: Asian Development Bank, Country Strategy and Program Update (2002–2004); State Statistical
Committee.
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KAZAKHSTAN

MACROECONOMIC ASSESSMENT

Economic growth improved in 2001 to over 13%.

Manufacturing performed well while production and exports of

oil and other minerals were buoyed by high prices in the first

three quarters of the year. However, the economy, dependent on

a narrow range of exports, remains vulnerable to external

factors. The medium-term outlook hinges on the pace of

structural reform, economic diversification, and commodity

prices, particularly those of oil.

Economic performance in 2001
remained strong, with real GDP
growth accelerating to 13.2%
from 9.8% in 2000. Continued

rapid growth was driven by buoyant
world oil and other mineral prices (until
the fourth quar ter of 2001), robust
regional demand for exports, and strong
investment. The pace of growth, how-
ever, slowed to 11.7% in the fourth quar-
ter from 16.6% in the second due to the
softening of prices for oil and other min-
erals and uncertainty following the Sep-
tember 11th attacks in the US.

The easing of these prices was
largely responsible for a slight decele-
ration in industrial output growth to
13.5% in 2001 from 15.5% in 2000.
Manufacturing output rose by 14.8%,
benefiting from strong regional demand
for Kazakhstan’s machinery, textile,
leather, and chemical products. Agricul-
tural output grew by 16.9%, compared
with a contraction of 3.3% in 2000.
Aided by good weather and an extension
of the sown area, grain production in-
creased by 37% to 15.9 million tons from

11.6 million tons in 2000. Cotton pro-
duction rose by 45% in 2001, also partly
because of an extension of the sown
area. The services sector accelerated to
13.6% growth in 2001 from 9.3% in the
previous year as private sector activities
in wholesale and retail trade, hotels, res-
taurants, and housing continued to
expand.

Capital investment remained strong,
rising by 21%. More than half the total
capital investment went to the oil and
gas sector, followed by manufacturing,
transport and communications, and
construction. Major sources of capital
investment were private domestic and
foreign investment, which accounted for
58% and 30% of the total, respectively,
while public investment made up the
balance.

Rapid economic growth contribut-
ed to an improvement in the popula-
tion’s standard of living. Per capita
income rose by over 10% relative to
2000. Average nominal monthly wages in
2001 were T17,258 (equivalent to $117),
a 25.4% rise over the 2000 level. In real
terms, average monthly wages went up
by 9.5%. As a result, the share of the
population living below the subsistence
minimum of T4,637 (equivalent to $31 a
month at the end of 2001) declined from
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31.8% in 2000 to 28% in 2001. The actual unem-
ployment rate fell to 10.4% from 12.8% in 2000,
but despite the decline, unemployment is still a
major problem in rural areas and among women
(Figure 2.22).

The fiscal position remained stable, sup-
ported by continued growth as well as by en-
hanced tax collection and the expansion of the
tax base. Total government revenues rose to
24.2% of GDP from 22.6% in 2000, as a result of
strong receipts from income and social insurance
taxes and from VAT. Nontax revenues, accounting
for roughly 10% of the total, rose by 88%, largely
due to the rent paid by the Russian Federation
for use of the Baikonur space complex. In con-
trast, capital revenues amounted to only 49% of
the target due to slow progress in privatization.
In line with total revenues, government expendi-
tures increased to 24.7% of GDP from 23.1% in
2000. The Government raised spending for the
social sectors and capital investment, which
accounted for 46.4% and 11.5%, respectively, of
total government expenditures. Overall, the bud-
get deficit widened to 0.6% of GDP in 2001 from
0.1% in 2000, due to the sharp expansion of pub-
lic spending and budgetary transfers to the
National Fund. The transfers totalled 3% of GDP
in 2001, and the Fund had accumulated nearly
$1.24 billion by the end of 2001 (equivalent to 6%
of GDP). The Fund was established in May 2001,
both to reduce the volatility of budgetary reve-
nues caused by fluctuations in world oil prices
and to consolidate savings for future generations.
Budgetary contributions to the Fund are made if

the price of Kazakhstan oil exceeds $19 a barrel
(or $23 a barrel for Brent crude).

The central bank followed a somewhat ex-
pansionary monetary policy, keeping pace with
the liquidity demand of a rapidly expanding
economy. The refinancing rate was reduced from
14% in 2000 to 9% in 2001, the lowest level since
independence in 1991. This led to a cut of the
average weighted interest for the corporate sector
from 18.8% in 2000 to 16.3% at the end of 2001,
and consequently a rise in commercial bank
lending by 77.3% compared with the previous
year. A capital amnesty, announced by the central
bank in 2001 to encourage money illegally trans-
ferred to foreign banks to return to the country
tax free, brought over $500 million back into the
banking sector. As a result, money supply grew by
40.2% over the course of 2001, but the steriliza-
tion efforts of the central bank, continued mone-
tization of the economy, and increased produc-
tivity helped keep inflation under control. Slower
increases in the prices of nonfoodstuffs and ser-
vices (4.5% and 3.5%, respectively) and a 15.5%
decline in the price of gasoline contributed to
lower inflation, which, as measured by the con-
sumer price index, fell to 8.4% in 2001 from
13.2% in 2000. The tenge remained fairly stable
in 2001, with a depreciation of 3.2% against the
dollar in nominal terms.

Lower prices of oil and other minerals in the
international markets, together with rapidly
increasing imports, reduced the size of the trade
surplus, which shrank to about 4% of GDP from
15.2% in 2000. Exports—almost 90% of which

TABLE 2.20 Major Economic Indicators, Kazakhstan, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growth 2.7 9.8 13.2 7.0 6.0
Gross domestic investment/GDP 17.8 17.9 23.0 16.9 16.8
Gross domestic savings/GDP 16.0 22.9 22.3 23.5 24.7
Inflation rate (consumer price index) 8.3 13.2 8.4 6.6 5.6
Money supply (M2) growth 84.4 44.9 40.2 27.0 22.4
Fiscal balance/GDPb -3.5 -0.1 -0.6 -2.3 -2.0
Merchandise export growth 2.0 60.6 -3.5 11.6 5.2
Merchandise import growth -15.3 21.3 23.5 11.7 15.3
Current account balance/GDP -1.4 4.1 -4.6 -4.5 -4.7

a Annual average. b Fiscal balance for 2001–2003 includes transfers to the National Fund.

Source: Asian Development Bank Kazakhstan Resident Mission datafile.The fiscal position
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were oil and other minerals—declined by 3.5% in
2001 from the prior year level, while imports
surged by 23.5%, mainly due to rising capital
goods imports. As a result, the balance of pay-
ments suffered, with the current account record-
ing a deficit equivalent to 4.6% of GDP.
Nevertheless, the heavy presence of oil multina-
tionals in the country ensured a steady inflow of
FDI to cover the current account deficit. The
sharp rise in gross FDI to $3.6 billion in 2001,
contributed to an increase in the capital account
surplus, from 5.6% of GDP to about 7% over the
same period. International reserves of the cen-
tral bank rose by 22% to $2.56 billion, while gross
official reserves (including the National Fund)
soared by 79% to $3.75 billion (equivalent to 4.2
months of imports of goods and services). Total
public external debt continued to fall, from $4
billion (21.9% of GDP) in 2000 to $3.4 billion
(16.6% of GDP) in 2001 due to limited new bor-
rowing by the Government and its continued
repayments of the outstanding external debt. The
public debt service ratio declined to 17.3% from
24.6% in 2000.

POLICY DEVELOPMENTS

The Government continued its efforts in 2001
toward fiscal sustainability. A new tax code de-
signed to broaden the tax base was approved by
Parliament in June 2001 and became effective on
1 January 2002. A number of tax exemptions were
abolished and f iscal stimulus was provided
through a lowering of the social insurance tax
and VAT rates. In April and November 2001, the
Government revised the state budget and in-
creased revenues and expenditures: revenues
mainly as a result of improved tax collection and
buoyant prices for the country’s major exports;
expenditures because of the Government’s deci-
sion to clear wage and pension arrears accumu-
lated from previous years.

As budget revenues remain sensitive to oil
and other mineral prices, the Government needs
to restore fiscal balance in the coming years by
expanding the tax base through diversifying the
economy and accelerating privatization. Despite
the adoption of a new tax code, it needs to
strengthen the tax and customs administration by
introducing simplified declarations and complet-
ing the computerization of the system. In addi-
tion, it needs to enhance the administration of
transfer pricing, rationalize public spending, and
prioritize capital expenditures.

Monetary policy developments were encour-
aging in 2001. A decline in inflation allowed the
central bank to cut the refinancing rate to 9%,
below its target of 11%. As a result, the primary
lending rates by commercial banks were reduced
to the lowest level since independence. Because
of sterilization of capital inflows, the central bank
was able to maintain a relatively stable exchange
rate and to avoid an overappreciation of the
tenge, which could have had an adverse effect on
the non-oil sector.

Finance sector reform continued, with a
focus on strengthening the banking sector. A
sound regulatory system and a fairly stable na-
tional currency are contributing to the stability
of the banking system, while the deposit insur-
ance system, banking secrecy, and confidentiality
of the capital amnesty all helped increase house-
hold confidence in the system. As a result, public
deposits rose to T185.5 billion (or $1,223 million),
as against the 2001 target of T135 billion (or $890
million).

To provide long-term financing to the corpo-
rate sector, including SMEs, the Government
established the Kazakhstan Development Bank
in July 2001. The development of nonbank finan-
cial intermediaries continued, since pension
funds account for almost 6% of GDP. However,
little progress was made in relaxing strict regula-
tions on pension fund investments and diversify-
ing investment instruments. In view of the weak
domestic stock market, investment regulations
should be amended, allowing pension funds to
invest some of their assets abroad.

The Government maintained its liberal
trade policy, as accession to WTO remains a
priority. Selected customs tariffs were abolished,
and further simplification of the tariff system is
expected.

OUTLOOK FOR 2002–2003

The economic prospects for 2002–2003 remain
positive, though GDP growth is expected to slow
to 7% in 2002 and to 6% in 2003, mainly due to
moderate world prices for oil and other minerals.
However, the impact of low oil prices will be mit-
igated by the expected growth of oil production
due to the recent opening of the Caspian Consor-
tium Pipeline. In addition, a new pipeline linking
the North Caspian oil field to this pipeline is to be
completed by 2005. Therefore, the oil sector and
continued FDI inflows to the development and
exploitation of hydrocarbon resources will con-

As budget

revenues remain

sensitive to oil and

other mineral

prices, the

Government needs

to expand the tax

base through

diversifying the

economy.



114   ASIAN DEVELOPMENT OUTLOOK 2002

tinue to drive medium-term growth. Projected
strong regional demand is also likely to boost
GDP growth as the other economies in the Com-
monwealth of Independent States increase their
imports of manufactured goods, including ma-
chinery, textile, and leather products.

A deterioration of the fiscal situation is ex-
pected in 2002–2003 as the Government will
raise its budgetary spending to ensure a 25% in-
crease in public sector wages and large external
debt repayments in 2002 (mainly due to a $350
million eurobond redemption). Under the
assumption that the oil price for Brent crude
stays at $23 a barrel, the budget deficit is project-
ed at 2.3% of GDP in 2002 and 2% of GDP in
2003. Nonetheless, if oil prices decline further,
the National Fund will be able to provide some
offset and support for the fiscal position. In
2002–2003, monetary policy should be expan-
sionary in support of continued robust economic
growth. The central bank has announced a medi-
um-term monetary policy that focuses on infla-
tion targeting rather than currency devaluation.
It is likely to pursue a reserve money manage-
ment regime to keep inflation in the 4–6% range
in 2002–2003. Interest rates are expected to de-
cline in line with the fall in inflation.

The trade balance is likely to remain positive
over the next 2 years as oil production increases.
Exports are expected to r ise, ref lecting an
anticipated moderate global economic recovery
in the second half of 2002. The current account
deficit is projected to increase to about 5% of
GDP in 2002–2003, as imports are likely to grow
faster than exports. However, the expected
increase in FDI inflows in the near term will
likely cover the current account deficit. External

public debt is projected to decrease, in view of
the fact that the Government is committed to re-
paying its outstanding external debt and to limit-
ing new external borrowing.

Despite recent achievements, the economy
faces some major development challenges on two
main fronts. On the first, limited economic diver-
sification and high dependence on oil and other
minerals make the country vulnerable to volati-
lity in prices of these commodities. In addition,
structural reforms have been very slow because
privatization and restructuring of the corporate
sector have been at a virtual standstill. Economic
diversification is important for sustainable
development. Equally, greater efforts are needed
to raise the competitiveness of industry through
accelerating the privatization process, restructur-
ing or closing nonperforming enterprises, im-
proving the legal and business environment, and
building a system of good corporate governance.
These measures will encourage greater invest-
ment in the non-extractive sector. On the second
front, while projected strong growth is likely to
further improve living standards, the Govern-
ment needs to ensure that it benefits the whole
population.

The Government is giving high priority to
poverty reduction, and a comprehensive medi-
um-term poverty reduction program for 2003–
2007 will be developed by May this year. The
realization of the Government’s commitments to
increase public sector wages and to introduce a
mandatory social insurance system in 2003 will
also contribute to enhanced living standards.
However, additional efforts need to be made in
addressing regional inequality, particularly in
rural areas where poverty is more prevalent.
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KYRGYZ REPUBLIC

MACROECONOMIC ASSESSMENT

The macroeconomic situation stabilized in 2001 as the

Government pursued prudent fiscal and monetary policies and

implemented key structural reforms. The recently concluded

Paris Club meeting has addressed the short-term problems of

debt burden and bunching of debt service payments. Long-term

prospects depend on further debt rescheduling by bilateral

creditors in 2004.

In 2001, GDP grew by 5.3%, a rate
slightly lower than in the previous
year. In agriculture, which expanded
by a healthy 6.8%, productivity

growth and an expansion in the area un-
der cultivation generated a large food
grain harvest of 1.8 million tons. This
was 16.3% higher than 2001’s output
and 12% more than the previous peak.
However, the output of animal husband-
ry, important for the poorer mountain-
ous regions, rose by only 2.2%. Though
the industry sector grew by 5.4%,
growth was uneven and masks the de-
cline in the output of several subsectors.
Excluding the metallurgical sector,
whose gross production increased by
13.8%, industrial output fell by 1.6% in
2001 due to a significant decline in the
output of power generation, agropro-
cessing, oil refining, and pharmaceuti-
cals. A sharp drop in transport services
restricted growth in the services sector
to a modest 2.4%, reflecting the decline
in both industrial and foreign trade
activity.

Gross domestic investment fell from
18% of GDP in 1999 to about 16% in

2000 due to a fall in the Public Invest-
ment Program (PIP), from 9% of GDP
to 7% over this period. In 2001, the rate
of investment declined further, by about
35%. A heavy external debt repayment
burden, caused by the bunching of debt
service requirements, pulled down the
PIP to 4.4% of GDP in 2001.

The unemployment rate increased
from 5.9% of the labor force in 1998 to
7.5% in 2000. The level of unemploy-
ment is not officially available, but on
the basis of estimates of the registered
unemployed, it seems that there has
been very little reduction in unemploy-
ment in spite of robust growth in the last
2 years. However, poverty incidence has
dropped, from 52% at the end of 2000 to
47.4% in September 2001, as a result of
higher agricultural growth and stable
food prices (Figure 2.23). This suggests
that the insensitivity of the unemploy-
ment rate to significant growth may be
the result of an increase in labor force
participation rates.

Under IMF’s new Poverty Reduc-
tion and Growth Facility (PRGF) pro-
gram, the Government embarked on an
ambitious fiscal compression program,
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cutting its fiscal deficit from 10% of GDP in 2000
to 4.4% in 2001. Current revenues increased by
1.2 percentage points of GDP while public
spending fell by 4.3 percentage points, and the
PIP recorded a sharp fall. Parliament reviewed
the budget in the middle of the year and amend-
ed certain tax measures to enhance the revenue-
to-GDP ratio. It also increased user charges on
many paid services to improve nontax revenues.

Continuing a policy begun in 2000, the cen-
tral bank restricted monetary growth to 10–12%.
However, it relaxed the reserve requirements of
the commercial banks in June, resulting in an
easing of the banking sector’s liquidity position.
Tight monetary policy and solid performance of
the agriculture sector sharply reduced the
monthly average rate of consumer price inflation
to 6.9% in 2001 from 18.7% in 2000, while the
year-on-year rate of inflation fell sharply to 3.6%
from 9.6% in the previous year. Increases in the
administered prices of utilities and in user
charges represented the main source of inflation,
as nonfood consumer goods prices registered a
modest increase of 1.4% and food prices did not
rise at all.

The foreign sector contracted in 2001. Ex-
ports fell by 6% due mainly to lower exports of
power, food products, and nonprecious metals,
while imports shrank by 14.4% due to a fall in
public investment. This resulted in a positive
trade balance of $50.5 million, which helped lim-
it the current account deficit to about 0.7% of

GDP. The som depreciated by about 1.5% against
the dollar in 2001.

POLICY DEVELOPMENTS

Under IMF’s PRGF, the Government will adopt
a three-pronged approach to mitigate the medi-
um-term risks to the economy and to improve
economic performance. The PRGF takes into
account some of the important structural adjust-
ment reform programs of ADB and the World
Bank. The key components of the program are:
implementation of a credible debt strategy, con-
tinued pursuit of prudent fiscal and monetary
policies to maintain macroeconomic stability, and
implementation of structural reforms.

The high burden of public debt prevented
the Government from devoting more resources
to consumption and investment expenditures.
Total external debt was estimated to be about
$1.7 billion (112% of GDP) at the end of 2001, of
which 55% was multilateral and 29% bilateral
(owed mainly to Japan, the Russian Federation,
and Turkey), and the rest commercial debt. The
debt service burden is high at around 30% of
exports of goods and services, and until recently,
the Government had to face the looming prob-
lem of bunching of debt over 2002–2004. A large
part of the nonconcessional debt (representing
about one fifth of the total) was due for repay-
ment, with grace periods for many concessional
loans coming to an end. However, in March this

TABLE 2.21 Major Economic Indicators, Kyrgyz Republic, 1999–2003 (%)

Item 1999 2000 2001a 2002 2003

GDP growth 3.7 5.4 5.3 4.5 4.5
Gross domestic investment/GDP 18.0 16.0 — 16.1 15.8
Inflation rate (consumer price index) 35.9 18.7 6.9 7.5 5.5
Money supply (M2) growth 33.9 12.4 11.3 13.5 —
Fiscal balance/GDP -12.7 -10.0 -4.0 -4.9 4.3
Merchandise export growth -13.5 10.4 -6.0 2.8 3.4
Merchandise import growth -27.6 -8.2 -14.4 4.8 5.9
Current account balance/GDP -14.4 -5.6 -0.7 -6.3 -6.5
Debt service ratio 26 25.7 29.4 30.7 31.0

— Not available.
a Preliminary data.

Sources: National Statistics Committee; National Bank of the Kyrgyz Republic; Ministry of Finance; International
Monetary Fund (for 2002–2003).....
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year, agreement was reached at the Paris Club
whereby debt servicing during 2002–2004 was
rescheduled favorably with the possibility of debt
stock restructuring in 2004, provided that the
ongoing PRGF is implemented successfully. In
addition, the Government has adopted a debt re-
duction strategy that, among other things, stipu-
lates lowering the PIP to 3% of GDP by 2005.

The main objective of the fiscal stance for
2001–2004 is to achieve a turnaround in the bud-
get, securing budgetary savings of 2% of GDP by
2004 from dissavings of 2.5% in 2000. This
requires an increase in fiscal revenues of about
3.5% of GDP and rationalization of government
consumption expenditures. The Government
proposes to cut direct tax rates in 2002. Several
measures have been put in place to compensate
for the potential short-term loss of tax revenues.
Further reforms to customs; VAT; and turnover,
property, and land taxes are envisaged to improve
revenues, and a 10% tax on interest incomes is to
be introduced. Tax administration will be mod-
ernized and streamlined with a special focus on
the customs department. On the expenditure
side, the burden of fiscal adjustment will fall
mainly on the PIP.

The Government undertook several struc-
tural reform measures in 2001 in an attempt to
create a conducive environment for the private
sector to function efficiently and to improve pub-
lic sector governance. In the finance sector, it
took steps to liquidate four nonviable banks. It
also purchased the largest commercial bank—
Kairat—from the central bank, augmented its
capital, and has taken steps to improve its man-
agement with a view to eventual privatization.
The regulatory capacity and powers of the cen-
tral bank are being strengthened further. The
Government has also initiated measures to
strengthen the legal framework for the debt re-
structuring agency. Other notable structural re-
form measures include the introduction of
international accounting standards, preparation
of a blueprint and a time-bound implementation
plan for judicial reform, and steps to facilitate
rapid implementation of public enterprise re-
forms.

OUTLOOK FOR 2002–2003

GDP is expected to grow at 4.5% in each of the
next two years. This is lower than the 5% target

set under the interim National Poverty Reduc-
tion Strategy (NPRS), which charts the develop-
ment approach for the 3 years 2001–2003. The
lowering of the growth target reflects the con-
straints imposed by a gradually declining public
investment program and the difficulties in at-
tracting private investment to fill the gap. Achiev-
ing even this lower growth target depends on
several important factors: substantial easing of
the debt repayment burden this year; continued
pursuit of tight fiscal and monetary policies to
maintain macroeconomic stability; prompt im-
plementation of key structural reforms in a num-
ber of areas, particularly in banking, agriculture,
energy, and infrastructure; public sector gover-
nance and adjudication processes; and a favor-
able external environment for the economy.
Under these assumptions, consumer price infla-
tion is expected to have fallen to 5.5% by 2003
(after reaching 7.5% in 2002). Although the cur-
rent account deficit in 2001 fell sharply due to a
trade surplus and a squeeze on public invest-
ment, it is expected to rise to over 6% of GDP in
the next 2 years as investment activity reverts to
normal levels.

The recent restructuring of external debt is
likely to prove critical for ensuring sustainability
of public finances and for maintaining even the
gradually reduced levels of spending on the PIP.

Recent developments, such as declining pro-
duction in several industry subsectors including
food processing, a fall in commercial credit in the
banking sector, low levels of private investment,
and subdued inflows of FDI indicate that the
general business environment is still not support-
ive of the private sector.

Economic prospects depend to a large
extent on the urgent implementation of struct-
ural reforms under a tight fiscal regime, limited
implementation capacity, and political difficulties
in implementing stringent measures to improve
public sector governance. Fortunately, though,
the aftermath of the events of September 11th

and the conflict in Afghanistan did not have the
feared major adverse impact. Nevertheless,
political uncertainty in the region could make
Central Asia a less attractive destination for FDI.
Therefore, any deterioration in the political
situation in Afghanistan could impede inflows
of FDI and the long-term prospects for eco-
nomic growth and poverty reduction in the
Kyrgyz Republic.
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TAJIKISTAN

MACROECONOMIC ASSESSMENT

The economy in 2001 fared much better than forecast, with

GDP growth reaching double digits, though this is expected to

slow somewhat as capacity constraints are reached in aluminum

smelting. External developments will also be critical, since

exports, primarily cotton and aluminum, amount to about 70%

of GDP. The situation in neighboring Afghanistan and

developments in the Russian Federation, the country’s major

trading partner, will be particularly important to watch.

W ith the conclusion of the
peace process in 2000,
Tajikistan embarked on
rebuilding an economy

ravaged by civil war. In 2001, contrary to
all expectations, economic growth accel-
erated to 10%, up from 8.3% in the pre-
vious year. As in 2000, it was led by a
substantial increase in aluminum pro-
duction. However, other industry sub-
sectors languished, so while overall
industrial production rose by 14.1%, in-
dustrial output (excluding aluminum)
shrank by 5%. The agriculture sector,
which contributes around 20% of GDP
and accounts for more than half total
employment, performed very well. De-
spite continued drought, it recorded an
11% expansion, fueled mainly by a 35%
increase in cotton production, which
stemmed from an increase in both plant-
ed and irrigated areas and from the low-
base effect of low output in 2000.

Economic growth, in which the
driving force is rising capital-intensive
aluminum production, has so far failed

to have much of an impact on formal
sector employment or the level of pover-
ty. While the official unemployment rate
fell to 2.8% in 2001 from 3.3% in 2000,
unofficial estimates put the unemploy-
ment or underemployment rate much
higher at over 30%. An estimated
200,000 people left the country in 2001,
more than in the previous year, most of

them to the Russian Federation in
search of work. Some emigrated perma-
nently, and some left for seasonal work.
Further, about one third of the labor
force is estimated to be working abroad.
(Even during the Soviet era, Tajikistan
was a major supplier of labor within the
Soviet Union.) Such population move-
ments should be seen against a back-
ground in which almost 80% of the
population continue to live in poverty.

The Government derives its main
revenues from sales taxes on cotton and
aluminum (37% of the revenue base), as
well as from excise and customs duties.
The tax base of the private sector is very
narrow, and neither personal nor corpo-
rate income tax yet plays a significant
role. The budget deficit fell by half to
0.2% of GDP in 2001, and showed a pri-
mary surplus of 0.4% of GDP, a switch
from a 0.3% deficit in 2000. This surplus
was attained mainly by higher than ex-
pected revenue collections,  but excludes
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the largely externally financed Public Investment
Program, which accounted for 3% of GDP in
2000 and 4.1% in 2001. The greatest strain on,
and danger to, the economy derive from the high
levels of external debt repayments, both in terms
of the principal and debt service. For 2001, over
1.7% of GDP was scheduled for servicing the ex-
ternal debt, up from 0.3% in 2000. Despite some
successful bilateral negotiations, the grace peri-
od for some loans expired, and substantial repay-
ments were due to IMF.

In 2000 and 2001, social spending account-
ed for 48% of government revenues and this has
resulted in a squeeze on other essential expendi-
tures, because of the Government’s aim that over
40% of the budget should go to providing essen-
tial social services. Capital expenditures invari-
ably suffered.

The Government continued its tight mone-
tary stance in 2001. In the past, much of the in-
flationary pressure in the country was generated
by exchange rate movements, the high costs of
key imports from the Commonwealth of Inde-
pendent States, and bad harvests that drove up
food prices. Overall annual inflation was 38.5%
in 2001, about 6 percentage points higher than in
the previous year (Figure 2.24). The currency is
stronger while the impact of the ongoing drought
has diminished as a result of imports.

Burdened by many nonperforming loans,
mostly extended in the form of direct credits to
SOEs, or privatized enterprises with strong state
connections, the banking sector remains para-
lyzed. Lending to the private sector is at a virtual
standstill. If banks extend loans at all, they are
short term and intended for trade finance only.
Indeed, the largest sources of credit to the pri-

vate sector are the nonperforming loans of com-
mercial banks that are rolled over.

The economy is highly dependent on foreign
trade, with exports equivalent to 70% of GDP.
Cotton and aluminum are responsible for over
80% of export earnings, rendering the economy
extremely vulnerable to terms-of-trade shifts
caused by fluctuations in international prices
and, indeed, the prices of these two major ex-
ports deteriorated considerably in 2001: cotton,
for example, fell by 35%. In addition, production
of goods for export was severely hampered by a
2-month closure of the railway connection be-
tween Tajikistan and the Russian Federation—
the country’s major trading partner. Some
conservative estimates put the loss of export
earnings at about $8 million, approximately 1% of
total exports. Imports increased, but at a slower
rate than in 2000. Wheat and power imports rose
as a result of the drought. Thus, the current ac-
count deficit widened from 5.9% of GDP in
2000 to 7.7% in 2001.

The balance of payments is shored up by
international donors. In 2001, additional donor
transfers increased reserves and resulted in
import cover of 2.3 months at year-end, compared
with 2.1 months 12 months earlier. External debt
stood at 113% of GDP at the end of 2001.

POLICY DEVELOPMENTS

The external debt burden is the most pressing
economic problem that the Government will face
over the next decade. It has therefore agreed to a
debt reduction strategy with IMF, which includes
making fiscal adjustments. To broaden the tax
base, the Government now plans to strengthen

TABLE 2.22 Major Economic Indicators, Tajikistan, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growth 3.7 8.3 10.0 6.0 5.0
Inflation rate (consumer price index) 30.1 32.9 38.5 8.9 7.6
Fiscal balance/GDP -2.3 -0.4 -0.2 -1.0 -1.0
Merchandise export growth 13.7 18.9 1.8 8.8 8.7
Merchandise import growth -5.2 21.1 8.0 4.5 6.8
Current account balance/GDP -3.2 -5.9 -7.7 -6.2 -5.5
Debt service ratio 5.1 10.0 18.0 43.0 38.0

Sources: International Monetary Fund; Government of Tajikistan; staff estimates.
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the Large Taxpayers Inspectorate and to comput-
erize the tax system. This is crucial, if it wants to
offset the effects of the reduction to 5% in the
cotton sales tax by end-2002. It also plans to ear-
mark privatization proceeds for debt reduction,
as well as to continue bilateral debt restructuring,
for which purpose it is negotiating with the
Russian Federation, its largest creditor. Although
in 2001 the two governments agreed to reduce
Tajikistan’s debt stock by $49.5 million, the
remaining discussions will be more controversial
as both parties disagree on the exchange rate for
valuing the remaining debt and on the question
of debt-equity swaps. However, even the more
optimistic debt scenarios conclude that the fiscal
burden of servicing the debt will become unsus-
tainable, and that debt rescheduling through an
approach to the Paris Club in the near future will
be necessary. The Government hopes to resched-
ule its debt under Naples terms (i.e., a debt re-
duction of two thirds of the net present value of
eligible debt).

Since 2000, foreign exchange has been trad-
ed in the relatively competitive interbank curren-
cy market, and the authorities aim to intervene
only to smooth out short-term volatility. The fi-
nancial market itself is still undeveloped, ham-
pered by an almost complete public lack of trust
in the banking sector. This is reflected in the very
low deposit-to-GDP ratio of below 5%. To revital-
ize the banking     sector, the Government has em-
barked on a reform program. In 2000, the largest
four commercial banks signed restructuring
agreements, which include submitting business
plans and undergoing financial audits. Two have
already published audit results and the others are
expected to follow soon. Five banks that did not
comply with minimum capital requirements are
now being liquidated. The Government is also
working on changes to the legislative framework
and tax system, including making loan losses 10%
tax deductible.

Agriculture sector restructuring still pre-
sents a major hurdle to economic growth. The
Government is undecided between safeguarding
a minimum number of large-scale, industrialized,
agricultural complexes to produce cash crops
such as cotton, or allowing privatization and agri-
cultural reform (to which it officially pledges its
commitment). The process of privatization itself
has been slowed by allegations of corruption and
by a lack of the necessary skills in government to
deal with such an ambitious undertaking. In
addition, agriculture suffers from both a lack of

credit in the noncotton sector and overindebted-
ness in that sector. It is thus crucial that the Gov-
ernment develop mechanisms to support the
provision of rural finance for noncotton activi-
ties. This will decrease dependence on cotton
and help diversify agriculture. Private farms are
keen to expand production of high value-added
crops, such as fruits and vegetables. In turn, this
could stimulate growth in agroprocessing indus-
tries. Several international nongovernment orga-
nizations are providing microfinance services in
rural regions, and beginning this year, the Gov-
ernment is planning to foster growth of viable
microfinance institutions through creating a sup-
portive regulatory framework.

OUTLOOK FOR 2002–2003

After 5 consecutive years of economic growth,
the outlook continues to improve, but significant
risks remain. The main factors affecting stability
are the high debt burden, the volatility of the ex-
ternal sector, the monolithic nature of industrial
and agricultural production, and developments
in Afghanistan. In addition, the price of alumi-
num will continue to weaken due to global over-
supply. On the other hand, though, growth in the
Russian Federation is expected to remain fairly
constant and oil prices are projected to remain
relatively stable.

Under these broad assumptions, GDP
growth is expected to taper off. The only alumi-
num smelter is already operating close to full ca-
pacity and productivity gains of newly privatized
farms will only be realized gradually. In mone-
tary policy, the Government will keep a tight
stance to reduce inflation to around 9% in 2002,
and ensure fiscal discipline. The budget deficit is
not expected to exceed 1% of GDP. The forecast
for the debt service ratio has worsened in com-
parison with previous estimates made in 2001, as
Tajikistan has to repay newly called-in govern-
ment guarantees. However, the current account
will likely improve as forecast increases in wheat
and power production will reduce the need for
such imports.

Whether economic growth finally succeeds
in bringing down poverty levels depends crucially
on the nature of that growth. There is an urgent
need to diversify the economy and encourage
manufacturing and small-scale enterprises. How-
ever, the Government’s focus has so far remained
on increasing power, cotton, and aluminum pro-
duction, none of which is labor intensive.

The financial

market is

hampered by the

public’s lack of

trust in the

banking sector.
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TURKMENISTAN

MACROECONOMIC ASSESSMENT

With a third successive year of around 20% rates of growth,

GDP in 2001 recovered to above pre-independence levels.

Economic prospects, however, remain strongly linked to export

earnings from natural gas, oil, and cotton. While industrial and

agricultural diversification policies have had some success, policy

distortions in the foreign exchange regime discourage private

sector growth and inflows of FDI.

W ith GDP growth in 2001
off icially repor ted at
20.5%, the economy
registered the third year

in a row of around 20% expansion.
Turkmenistan has benefited from posi-
tive developments in external circum-
stances, which, to a large extent, deter-
mine the economic performance and
prospects of its export-dependent econ-
omy. The continued economic upturn in
the Russian Federation and the Ukraine,
which together absorbed 88% of total
natural gas exports, and in other Com-
monwealth of Independent States (CIS)
economies sustained export demand.
Natural gas exports rose because of full-
er capacity utilization of a new pipeline
to Iran and a larger offtake by the
Ukraine and other CIS importers via the
Russian Federation. Nearly 7 billion
cubic meters (bcm) of gas were exported
in 2001 through the pipeline. Natural
gas production increased to 51.3 bcm, a
rise of 9% over the 2000 level. Of this,
37.3 bcm were exported, 11% more than
in the previous year. Oil production also
rose, by 12%. The value of industrial

output, which consists mainly of oil and
gas production, registered an impressive
growth rate of 27%. However, transport
bottlenecks continued to impose a bind-
ing constraint on further expansion of
energy product exports.

Cotton exports, the other major rev-
enue earner for the economy, also in-
creased, in their case by 7%, and were

helped by a 10% larger harvest than in
2001 (according to official figures). The
superior quality of Turkmenistan’s cot-
ton fiber and the higher share of pro-
cessed and value-added cotton exports
partly mitigated the impact of a fairly
sharp decline in average international
cotton prices. Aided by favorable weath-
er conditions and continued policy sup-
por t, wheat production registered
growth of 18% and contributed to a 23%
rise in agricultural output. The emer-
gence of a small export surplus in cereals
testified to the success of the Govern-
ment’s policies to diversify agriculture
away from a cotton monoculture and to
generate self-sufficiency in grain pro-
duction. The services sector has lagged
behind industry and agriculture, as a re-
sult of weak development in private
financial and retail trade activities.
Transpor t and construction, which
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remain largely in government hands, showed
growth of 4% and 7%, respectively, during
January–October 2001, compared with the same
period in 2000.

A tight monetary policy stance brought
down inflation further to about 6% during the
first 6 months of 2001, from an average level of
7.4% in 2000. The banking sector, dominated by
public sector banks and government control over
all foreign exchange transactions, remains under-
developed. Essentially, the Government is oper-
ating a directed banking sector with public sector
commercial banks having very limited autonomy
and scope for credit management. The differen-
tial between the market and official exchange
rates was unchanged over the year, with the mar-
ket rate depreciating by less than 1% (to 21,500
manat to the dollar) and the official rate remain-
ing pegged at 5,200 manat to the dollar. The huge
differential between the two rates has generated
widespread rent seeking and distortions that ef-
fectively discourage private sector growth.

The state budget recorded a deficit of 291
billion manat (1.2% of GDP) during January–
October 2001. Revenues, at TMM5.37 trillion,
were 14% short of the annual target and expend-
itures were 15% below target at TMM5.66 tril-
lion. The true state of the fiscal balance, however,
remains unclear because of the large number of
off-budget accounts, including the foreign
exchange reserve fund, which is managed direct-
ly by the President’s office and which absorbs a
substantial share of foreign exchange revenues
from exports.

Foreign trade turnover, equivalent to nearly
80% of GDP, increased by 16% from the 2000

level and was estimated at $4.49 billion. Despite a
32% rise in imports—a result of capital goods
imports for the Turkmenbashi oil refinery and
other projects in the petrochemical and textile
sectors—compared with only a 5% rise in ex-
ports, the trade balance still generated a small
surplus of $275 million. While details of invisible
trade flows are not available, there are significant
outf lows of foreign exchange on this account,
leaving the external current account with only a
marginal surplus.

Poverty incidence in Turkmenistan is per-
haps the lowest among the transition economies
of Central Asia. Extensive subsidies—the sustain-
ability of which, however, remains question-
able—in the provisioning of basic goods and
services for the entire population have helped
shelter people from price increases. Nearly 80%
of total annual public expenditures are directed
toward social and public services. The high GDP
growth rates achieved in the last 3 years, com-
bined with the Government’s scheme for subsi-
dized availability of basic commodities and
services, has brought down the level of absolute
poverty to negligible levels. Relative poverty, de-
fined as the proportion of the population living
on less than 50% of the country’s average per
capita income, is estimated at 15.9%.

POLICY DEVELOPMENTS

The Government has adopted a three-pronged
overall economic policy framework: a transition
strategy that accords to the state the leading role
in economic development, a gradual approach to
economic liberalization and privatization, and a

TABLE 2.23 Major Economic Indicators, Turkmenistan, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growth 16.0 17.6 20.5 11.0 11.0
Inflation rate (consumer price index) 23.5 7.4 6.0a 8.5 7.5
Fiscal balance/GDP 0.9 0.3 — — —
Merchandise export growth 93.3 111.7 5.0 6.0 6.0
Merchandise import growth 30.0 16.6 32.0 12.0 15.0
Current account balance/GDP -18.0 -13.0 — — —

— Not available.
a January to June.

Sources: Asian Development Bank, 2001, Economic Report and Interim Operational Strategy for Turkmenistan,
December; National Institute of State Statistics and Information of Turkmenistan datafile; staff estimates.
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special emphasis on minimizing social costs by
subsidizing the provision of basic necessities and
services. Within this framework, the Government
is also pursuing the twin goals of industrial diver-
sification and self-sufficiency in food and other
basic goods.

As part of the diversification strategy, some
public sector investment and foreign exchange
earnings have been used for establishing textile
and garment manufacturing plants, often in
collaboration with Turkish partners. These joint
ventures are now expor ting to the US and
Europe. As a result, the share of the textile sector
in total industrial production increased from
10.4% to 26% during 1995–2000 while the share
of cotton processed domestically in total cotton
fiber production rose from 3% to 35% over the
same period. However, given the multiple ex-
change rates and hidden subsidies available to
these firms, their financial and economic via-
bility cannot easily be ascertained.

The Government is also attempting to raise
the output of processed oil and petrochemical
products, and thus achieve higher value-added
exports. In pursuit of this, it is undertaking a $1.5
billion upgrade of the Turkmenbashi refinery
and developing an associated petrochemicals
complex, which is expected to come into opera-
tion later in 2002. Another smaller refining and
processing facility is being built near Atamurat,
in Lebap province, to supply neighboring coun-
tries such as Afghanistan and Uzbekistan.

OUTLOOK FOR 2002–2003

The economic outlook over the next few years
remains strongly linked to the export prospects
for natural gas, cotton, and—to an increasing
extent—crude oil and refined oil products. The
country currently produces 51 bcm of gas, repre-

senting the utilization of only half its installed
production capacity. In 2002, the production
target for gas is 72 bcm, a near 40% increase over
2001’s level. Similarly, with expanded capacity
coming onstream at the Turkmenbashi oil re-
finery in 2002, a marked increase in production
and expor ts of refined oil products can be
expected. Moreover, exports of natural gas, oil,
and other basic commodities to the northern and
western regions of Afghanistan, which border
Turkmenistan, are likely to strengthen over the
medium term.

Based on these outcomes, GDP growth is
expected to be around 11% in both 2002 and
2003 (Figure 2.25). The official target for GDP
growth in 2002 is 18%, which could be achieved
if some of the more ambitious (but less likely) ex-
port contracts for natural gas materialize, and if
exports of textiles and garments are substantially
larger than in 2001. On the other hand, there is a
risk that, because of the Government’s inflexible
policy stance with respect to the dominant role of
the state in the economy and its maintenance of
an extensive system of regulations and controls
over trade and industrial activity, the economy
may become increasingly isolated from global
trade, investment, and financial flows. This could
pull down future rates of economic growth.

The risk of an externally induced significant
economic downturn, however, may be quite
weak, for several reasons. These include the
dependence of some CIS economies on energy
supplies from Turkmenistan; the emergence of
import demand from reconstruction activity in
neighboring Afghanistan (the two countries al-
ready have extensive trade and commercial links);
and the ready market for the country’s high-qual-
ity cotton fiber in industrial economies, with
which strong export links have been established
since independence.
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UZBEKISTAN

MACROECONOMIC ASSESSMENT

GDP grew by 4.5% during 2001, despite soft international prices

for the country’s main exports and a second consecutive year of

drought. For sustaining long-term growth with macroeconomic

stability, the Government needs to persevere with the major

economic and structural reforms that were initiated in 2001.

GDP growth of 4.5% in 2001,
marginally higher than in
2000, pushed national
income to 3% above its pre-

independence level in 1991 (Figure
2.26). This reflected reasonably strong
growth in industrial output and in agri-
culture, despite continuing drought
conditions. The agriculture sector, the
largest employer and exporter, recovered
after a poor performance in 2000, when
the cotton crop was the lowest since in-
dependence. The sector registered an
expansion of 4.5% in 2001, as cotton
yields increased by nearly 10%.

Growth of industrial output accel-
erated to 8.1% in 2001 from 5.8% in
2000. Production of automobiles
surged, mainly as a result of better ca-
pacity utilization at UzDaewooAuto, a
joint venture. Production of natural gas
and ferrous metals also rose, while out-
put of oil and gas condensate decreased.

Due mainly to growing private ac-
tivity, the services sector strengthened
by 14.2% in 2001, marking a slight
improvement on 13% in 2000. Retail
trading, restaurants, and ICT have con-
tributed noticeably to the expansion of
the sector over the past few years as a
result of small-scale privatization. This

growth was achieved despite govern-
ment restrictions on consumer goods
imports.

 A slump in international cotton
and gold prices in 2001 hurt export
earnings, exposing the vulnerability of
the economy to f luctuations in com-
modity markets. The fall in commodity
prices forced the Government to contin-
ue its policy of import compression and
import substitution, to prevent external
financing requirements from rising fur-
ther. Despite these measures, a current

account def icit of 0.5% of GDP
emerged in 2001, compared with a sur-
plus of 0.8% of GDP in 2000.

The fiscal deficit stayed at 1% of
GDP in 2001. The shortfall was f i-
nanced by central bank credits, the issu-
ance of treasury bills, and proceeds
from the sale of SOEs. The central
bank’s benchmark refinancing rate was
26.8% in 2000 and 2001 on an annual
compound basis. The policy of keeping
interest rates low can be attributed to
the desire of the Government both to
prevent its borrowing costs from in-
creasing and to avoid bankruptcies
among loss-incurring SOEs.

Consumer price inflation stood at
26.6% in 2001. However, IMF estimates
put the inflation rate much higher, as the
official data understate the true level of
inf lation, mainly because of shor t-
comings in the methodology by which
consumer price data are collected.
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Exchange rate reforms and an effective de-
preciation of the commercial exchange rate, along
with a rise in fuel prices and public sector wages,
were the main sources of inflation in 2001. De-
spite the foreign exchange reforms, the market
rate stayed at about 2.5 times that of the official
rate at the end of 2001, about the same level as at
the end of 2000. Exchange rate controls contin-
ued to stif le domestic investment activity and
flows of FDI into the oil and gas sector.

Official statistics show that registered unem-
ployment at end-2001 was the same as 12 months
earlier, namely 0.4% of the workforce. Actual un-
employment, however, is estimated to be much
higher, and hidden unemployment in the rural
sector has been rising.

POLICY DEVELOPMENTS

With the objective of pursuing a tighter mone-
tary policy and making real interest rates positive,
the central bank raised its monthly refinancing
rate to 2.5% on 1 January 2002, or to 34.5% on an
annual compound basis; the rate in 2001 was
26.8%. This should help bring down inflation
and enable the Government to achieve the mac-
roeconomic targets established toward the end of
2001 under an IMF staff-monitored program.
The central feature of the IMF reform package is
the commitment to initially reduce the differen-
tial between the market and official exchange
rates to less than 50% by end-March 2002 and to
unify the exchange rates by July.

The banking sector and financial markets
are still at an early stage of development. This is
reflected in the low level of financial intermedia-
tion in the economy. Moreover, the banking sec-
tor is highly concentrated, with the larger banks
remaining in the public sector and facing limited
competition. There is a need to facilitate market-
oriented reforms, dismantle administrative con-
trols on bank operations including the removal of
restrictions on withdrawals, and strengthen pub-
lic confidence in the banking system. This would
allow the banks to increase their deposit base,
raise the level of financial intermediation in the
economy, and improve the environment for
private sector development by ensuring greater
access to commercial bank credit.

The 2001 budget targeted a fiscal deficit of
1.5% of GDP, with revenues at 30.1% of GDP
and expenditures at 31.6%, based on government
growth forecasts. According to official figures, the
deficit in 2001 stood at about 1% of GDP. How-

ever, this could understate the true figure some-
what because transfers to loss-incurring SOEs
were made as directed credit from the banking
sector, not as allocations from the budget.

OUTLOOK FOR 2002–2003

Prospects for 2002 hinge on the policy stance of
the Government. Exchange rate unification
could dampen short-term growth prospects by
restraining consumption and making imported
capital goods more expensive. In the medium to
long term, however, its positive effects will far
outweigh any short-term negative impact. This
necessary policy advance will significantly im-
prove the investment climate in Uzbekistan.

The Government envisages growth of 5.1%
in 2002. This may not be realized given the global
economic environment, continuing softness in
international commodity prices, and the short-
term impact of the policy changes. A GDP
growth rate of 4% is more realistic. With the pos-
itive effects of policy measures likely to come
through during 2002, higher GDP growth of 5%
could be expected for 2003. Inflation by the end
of 2002 is forecast to fall  to 18%, but the actual
figure may be higher because of upward pressure
on prices due to exchange rate depreciation. In-
flation will tend toward low double-digits in 2003
as the impact of depreciation works its way through
the system and supply conditions improve.

Parliament has endorsed the 2002 state
budget, which envisages a fiscal deficit of 2% of
GDP, to be financed from privatization revenues,
short-term government bonds, and credits from
the central bank amounting to 0.5% of GDP. The
budget includes social assistance to support
vulnerable population groups that are likely to be
affected by the liberalization measures.

The positive stimulus from exchange rate
depreciation may encourage nontraditional ex-
ports and help the economy diversify its export
base away from cotton and gold. However, a cur-
rent account deficit of 1–2% of GDP is forecast
for 2002–2003, as imports are likely to rise faster
with investment activity picking up in response to
an improved policy environment. The deficit is,
however, likely to be fully financed by larger con-
cessional and private foreign capital inflows, pro-
vided that the program of structural reforms is
implemented in line with the Government’s plans
for exchange rate unification and for further
liberalization of price and procurement policies
in the cotton-growing sector.
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COOK ISLANDS

MACROECONOMIC ASSESSMENT

GDP increased by an estimated 3% in 2001, and tourism was

again the leading sector. Medium-term growth prospects have

been clouded by the loss of some international air services in

late 2001. The major policy issues are devolution of power to

the outer islands, development of human resources,

environmental management, and infrastructure development.

GDP in 2001 grew by an esti-
mated 3%, after strengthen-
ing by slightly over 4% in
2000 (Figure 2.27). Tourism

continued to be the leading sector,
though the events of September 11th

had a dampening effect on tourism
growth in the last quarter of the year. In-
ternational air services were curtailed
for some airlines and visitor numbers fell
by 17% in November 2001. Black pearl
production fell from 2000’s record high,
with exports in the first three quarters of
2001 down 17.6% on the corresponding
period in 2000. Commercial agriculture
and fishing activity also declined from
2000’s levels. In contrast, the finance
and business sector grew rapidly, with
gross turnover in the first three quarters
of 2001 rising by 17.6% from the corre-
sponding period in 2000. The inflation
rate accelerated from 3.2% in 2000 to
8% in 2001.

The operating budget surplus in fis-
cal year 2001 was NZ$6.9 million, or
4.2% of GDP, compared with an original
budget estimate of NZ$1.4 million. This
outcome reflected unexpectedly strong
revenue growth at 10.6% above the bud-

get estimate. Continued economic and
import expansion led to increased re-
ceipts of VAT and import levies. Expen-
ditures were kept close to the budget
estimate, which allowed for a 14.4% rise
compared with the previous fiscal year.
The Government increased its spending
on physical infrastructure to support
tourism, education, health, welfare, cul-
tural development, and environment
protection. Net debt stood at NZ$128.7
million, or about 72% of GDP, with the
Government maintaining a reserve for

future debt repayment. This represent-
ed a fall from 77% of GDP in fiscal year
1999 and 76% of GDP in fiscal year
2000.

The budget for fiscal year 2002 esti-
mated that revenues would be relatively
static at around NZ$64.7 million, but
that expenditures, would rise by 12.2%
to NZ$64.2 million, leaving a modest op-
erating surplus of NZ$0.5 million. The
outstanding debt was projected to rise to
NZ$129.9 million, but to fall as a propor-
tion of GDP to approximately 68.3% by
the end of fiscal year 2002.

A drop in pearl exports in the third
quarter largely accounted for a decline
in total merchandise exports in 2001.
Imports grew by 14% during the first
9 months compared with the corres-
ponding period in 2000. Consequently,
the trade deficit rose from NZ$58.7 mil-
lion in the first three quarters of 2000 to
NZ$71.2 million in the corresponding
period of 2001. Tourism growth, supple-
mented by private remittances and offi-
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cial transfers, ensured that the current account
remained in surplus. The use of the New Zealand
dollar as the domestic currency and its 8.5% de-
preciation against the US dollar in 2001 en-
hanced international competitiveness, though
the acceleration in inflation eroded some of this
gain.

Net foreign assets in the banking system at
the end of September 2001 were 41.6% higher
than at the end of 2000. Net domestic credit grew
at the more modest rate of 6.5%, but this aggre-
gate concealed the fact that government deposits
with the banking system had increased and that
credit to the private sector had grown by 11.3%.
The latter was concentrated in tourism, agricul-
ture, and fisheries. On 1 July 2001, the Cook
Islands Development Bank and the Cook Islands
Savings Bank merged to form the Bank of the
Cook Islands, becoming the third commercial
bank in the banking system. Nominal interest
rates on deposits ranged from 1% to 2%, and
were thus significantly negative in real terms.
Nominal lending rates were in the range of 9.25–
19%, with the new Bank of the Cook Islands
adopting a higher interest rate structure.

POLICY DEVELOPMENTS

The principal issue of economic management is
to consolidate and build on recent improvements
in fiscal governance, in order to maintain a stable
macroeconomic environment that supports pri-
vate sector growth.

The budget policy statement for 2002
stressed five strategic priorities: economic sus-
tainability, outer island empowerment, social
cohesiveness, infrastructure advancement, and
good governance. It also affirmed the Govern-
ment ’s commitment to f iscal responsibility,
including meeting all debt obligations, and to
building an enabling environment for private sec-
tor development. Formulation and implementa-
tion of this budget was disrupted somewhat by a
period of political instability in the latter half of
2001, beginning with the dismissal of the deputy
prime minister in early July. Resolution of politi-
cal uncertainties is essential for effective contin-
uation of the economic, public sector, and
governance reform process begun in 1996. A new
Government was formed in February 2002.

A major policy issue arising in the context of
public service reform is the need to improve
service delivery, both on the main island of Raro-
tonga and on the outer islands. Public service
downsizing in the late 1990s was successful in
aggregate terms, but led to migration to New
Zealand of some skilled and qualified workers.
The outer islands were particularly hard hit by
emigration. Implementation of the Govern-
ment’s devolution policy is crucial to reversing the
decline in service delivery. This involves assigning
greater service delivery responsibility to outer
island administrations, capacity building in these
administrations, and improving the provision of
technical suppor t from the central
administration.

The devolution policy is to be complemented
by public investment in roads, ports, and air-
strips, and in health and education. Human re-
sources development, in both the public and
private sectors, is essential if the country is to im-
prove the match between the skills needed in the
civil service and the economy, and the skills avail-
able. Another major issue is the need to improve
environmental management, particularly waste
management on Rarotonga, as this is fundamen-
tal to sustainable tourism development.

OUTLOOK FOR 2002–2003

The official medium-term economic forecast
made prior to the events of September 11th was
that GDP would grow at annual rates of 3.3% in
2002–2003, with tourism and black pearl pro-
duction acting as the primary drivers. The
gloomier global economic outlook after Septem-
ber 11th, the loss of some international air servic-
es to the Cook Islands, and recent concerns over
pearl oyster mortality rates call for a downward
revision to these forecasts. In addition, continued
emigration would further reduce the domestic
economically active population. On the other
hand, growth could be boosted by several large
aid-funded infrastructure projects that were not
factored into the official forecast, and by the fact
that the Cook Islands retains its appeal as a safe
tourist destination. Overall, GDP can be expect-
ed to grow at an annual rate of around 2.5% in
the next few years. Inflation could fall back to the
2–3% range.
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EAST TIMOR

MACROECONOMIC ASSESSMENT

Economic growth continued at a rapid pace in 2001 as the

economy maintained its recovery from the devastation that

occurred following the referendum on independence in 1999.

A gradual transition to greater self-reliance has begun, although

substantial international assistance is expected to continue in

the medium term.

A griculture has been record-
ed as the main source of
income in nearly all of East
Timor’s approximately 500

villages, and most of them consume
their agricultural production—only a
small proportion of them sell a signifi-
cant amount of their rice or maize har-
vest. During 2000 and 2001, rebuilding
of seed stocks and irrigation systems, im-
proved access to fertilizer and transport,
a reduced threat of violence, and high
demand resulting from the large inter-
national presence contributed to expan-
sion in the agriculture sector. Estimates
put GDP growth in 2001 at 18% (Figure
2.28), which compares with 15% growth
in 2000 and a contraction of 34% in
1999. The strong growth in the services
sector in Dili to meet the needs of inter-
national staff and reconstruction activi-
ties also helped lift overall output to
close to precrisis levels by end-2001.

The large international presence,
the reconstruction program, and the

ongoing development of a large oil
project in the Timor Sea led to a very
high level of imports and a large current
account deficit in 2001. The deficit was
estimated at approximately $470 million
that year, and is forecast to rise to about
$662 million in 2002. However, the start
of oil production in 2004 is expected to
improve the current account balance.

Meaningful monetary statistics are
not yet available. The annual inflation
rate was estimated at only 3% in 2001,
compared with 140% in 1999 and 20%

in 2000. The finance sector is very small,
consisting largely of informal lenders,
two operating branch offices of overseas
banks, and a limited central bank role
played by the Banking and Payments
Authority (formerly the Central Pay-
ments Office).

A presidential election is scheduled
for April 2002. UNTAET, the United
Nations Transitional Administration in
East Timor, is to complete its term at
independence and a much smaller suc-
cessor mission has been approved by the
United Nations Security Council. There
is a corresponding downsizing in inter-
national staff numbers.

POLICY DEVELOPMENTS

The future budget position rests heavily
on accessing revenues from petroleum
projects in the Timor Sea. Production in
the first project,  a gas recycling project
in the Bayu Undan offshore gas field, is

The territory of East Timor is under the supervision of
the United Nations. A Trust Fund for East Timor was
established in 1999 with support from international
donors. Grant projects under this Fund are formulated
and supervised by ADB and the World Bank.
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expected to begin in fiscal year 2004. There is
the  prospect of revenues being earned from
additional projects once a range of fiscal, legal,
and market issues is resolved. By fiscal year 2006,
revenues are projected to flow in, but they will
begin to fall off by the end of the decade. The
Government has announced its intention to save
some of the earnings in high-revenue years, and
invest the funds. The Government will have to
make up the short-run revenue shortfall either
through borrowing against future oil income or
continued funding from the international donor
community.

One consequence of the absence of a finan-
cial market and the use of the US dollar is that
many poorly educated rural dwellers are required
to revise the basis of their trading arrangements.
This imposes new transaction costs at a time
when the rural economy is generally weak and
reestablishing itself after the violence.

A second consequence is that the exchange
rate cannot be used as an instrument for increas-
ing the competitiveness of the non-oil private
sector. Public sector wages that are well above
previous levels may create artificially high reser-
vation wages in the non-oil private sector and
cause serious market distortions. At the same
time, the essential physical, legal, and social infra-
structure is generally in a poor condition. In such
an environment, the private sector faces signifi-
cant hurdles to expansion.

One of the pressing constraints for East
Timor’s development effort is its limited human
capacity. Many East Timorese worked in the pre-
vious administration but, frequently, the more se-
nior positions were held by non-East Timorese
and many of the important policy, expenditure,
and administrative decisions were made outside
East Timor. Consequently, the human resources
required to manage all facets of government need
to be built up. It is also clear that the develop-
ment needs, especially in basic social services
such as health and education, remain very high.

OUTLOOK FOR 2002–2003

The gradual reduction in international support is
expected to see GDP growth slow considerably to
zero and 2% in 2002 and 2003, respectively.
There is some risk of recession, depending on the
extent to which the private sector can adjust to
the decline in the size of the public sector. Do-
mestic revenues are growing, but the need for in-
ternational support remains substantial and is
estimated at $150 million–$170 million over the
3  years to fiscal year 2005. Local revenues are
expected to outweigh international funding after
fiscal year 2005 as the Timor Sea oil project
enters production and this should help establish
a stronger fiscal environment. For non-oil exports
to be competitive, inflation will have to remain
low given that the currency is the US dollar.
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FIJI ISLANDS

MACROECONOMIC ASSESSMENT

The economy grew slowly in 2001. A new administration is

adopting a more interventionist approach to economic

management to address the long-standing problems of weak

employment growth and poverty, low levels of private

investment, and restructuring of the sugar industry. The official

medium-term outlook is for growth of 3.5% or more.

A fter falling by 2.8% in 2000
due to political instability
and civil disorder, GDP
increased by an estimated

1.5% in 2001 (Figure 2.29), largely
reflecting the partial recovery of the
tourism sector (and despite a temporary
decline following the events of Septem-
ber 11th). The trade, restaurant, and
hotel sector, and the transport and com-
munications sector expanded by 4.2%
and 7.3%, respectively. Mining and quar-
rying activity rose by 2% due to im-
proved gold ore extraction, while the
community, social, and personal services
sector also registered modest growth, of
2.2%, mainly because of increased civil
service employment. Construction acti-
vity grew by 2.9%, primarily as a result
of public investment projects completed
during the year, while the electricity and
water sector strengthened by 3.5%. The
primary sector as a whole contracted by
0.5% in 2001, largely due to a 10.2%
drop in sugarcane production, reflecting
transpor t problems and underlying
uncertainty over the renewal of land
leases. Aggregate manufacturing output
fell by 5.5%. The finance, insurance, real

estate, and business services sector
declined by 3.1%, mirroring weaker
business and consumer confidence.

The labor market remained slug-
gish in 2001 as a result of the slow eco-
nomic growth. In the period from May
2000 to the end of 2001, an estimated
9,000 workers at least were laid off, of
whom 2,700, or 30%, were in the gar-
ment industry. Further, skills shortages
became more apparent in both the pub-
lic and private sectors, as qualified and
skilled citizens emigrated.

In 2001, the nominal and real effec-
tive exchange rates of the Fiji dollar re-
mained relatively stable. The average
inflation rate in 2001 was 4.3%, follow-
ing one-off rises in transport and postal
charges and reinstatement of VAT on ba-
sic food items. There were no demand-
side pressures on the price level. These
developments permitted progressive
relaxation of exchange controls during
the year. Monetary policy continued to
focus on maintaining low inflation and
ensuring adequate foreign reserves, but
it was eased over the year to stimulate
aggregate demand. The Reserve Bank of
Fiji’s minimum lending rate fell from
8.0% in January to 1.75% in October.
The commercial banks’ weighted aver-
age lending rate fell slightly, from 8.38%
in January to 8.21% in November, while
rates on savings and time deposits fell
more—to 0.77% and 2.43%, respective-
ly. The central bank undertook an initia-
tive intended to stimulate export growth.
From 1 August 2001, commercial banks
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were required to lend a minimum amount to eli-
gible exporters. The lending rate of the existing
Export Finance Facility was also reduced from
3.0% to 2.0%.

Money and credit growth in 2001 continued
to reflect slow economic growth, and weak con-
sumer and business confidence. Broad money
supply contracted by 1.5% as net foreign assets
dropped by 11% and total domestic credit de-
clined marginally. Within the latter area, credit to
the Government, albeit a small share of the total,
increased by 79.5%, while official entities re-
duced their borrowing by 20.3% and lending to
the private sector contracted by 3.8%.

Despite a substantial improvement in VAT
collection, operating revenues declined due to a
sharp drop in direct taxation revenues, reflecting
the lagged effect of the 2000 recession. Revenue
arrears were also substantial. On the other hand,
operating expenditures rose because of higher
personnel spending, transfer payments, and
interest payments on public debt. The outlay on
general elections in September 2001 also pushed
up total spending. Thus, the budget deficit in
2001 of 4.9% of GDP exceeded the target be-
cause of supplementary appropriations and a
delay in asset sales of the Colonial National Bank.
The underlying deficit (excluding asset sales) was
7% of GDP in 2001. Central government debt in-
creased to 42.7% of GDP at the end of 2001. In
addition, the Government confronted significant
contingent liabilities, largely in the form of loan
guarantees for public enterprises, which rose to
over 60% of GDP at the end of 2001.

The 2002 budget stated that the Govern-
ment was committed to a more interventionist

role in rebuilding the economy. Priorities include
a strong redistributive spending policy aimed at
addressing people’s basic needs; improving eco-
nomic efficiency and international competitive-
ness; and reforming the civil service, public
enterprises, and public financial management.
The budget proposed an expansionary fiscal pol-
icy along with a deficit of 6% of GDP (with the
underlying deficit at 6.3% of GDP) and a rise in
public debt to 46% of GDP. It emphasized
strengthening tax compliance and arrears collec-
tion. Operating revenues were projected to climb
by 15.4% from the 2001 level, primarily as a
result of higher direct taxation revenues. On the
expenditure side, a shift toward capital spending,
from 20% to 24% of the total, was projected. Op-
erating expenditures were projected to rise by
3.7%, involving a reallocation away from person-
nel spending toward transfer payments. Planned
spending on poverty reduction and rural devel-
opment, education, health, and infrastructure
development was raised significantly. The risks to
these projections arise from their assumptions of
continued political stability, nominal GDP
growth of 6.1%, and success in substantially
improving compliance and recovery of arrears in
the area of direct taxation.

Compared with the previous year, exports
declined by 17.2% in 2001. (A notable exception
was fish, exports of which rose by 6%.) Total
imports fell by 12.8%, largely ref lecting the
decline in imports of intermediate goods due to
the contraction of garment production. Tourism
earnings improved the services account balance,
but net investment income outflows increased, as
did private transfers. Official transfers (mostly

TABLE 2.24 Major Economic Indicators, Fiji Islands, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growtha 9.7 -2.8 1.5 3.5 4.7
Inflation rate (consumer price index) 2.0 1.1 4.3 3.0 —
Merchandise export growth 19.2 -0.7 -17.2 7.7 12.8
Merchandise import growth 25.1 -5.4 -12.8 2.7 6.1
Current account balance/GDP -4.1 -3.6 -4.4 -2.4 0.0
Budget balance/GDP -6.4 -3.4 -4.9 -6.0 -3.7
Central government debt/GDP 38.2 40.9 42.7 46.0 46.2

— Not available.
a Constant 1989 factor cost.

Sources: Ministry of Finance and National Planning; staff estimates.
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EU sugar transfers) declined. The current ac-
count deficit widened to 4.4% of GDP. The capi-
tal account surplus continued to fall as direct
investment inflows and government net loan
drawdowns fell. The overall outcome on the bal-
ance of payments was a deficit of $29.8 million
and a lower foreign exchange reserve level of
about $360 million, or 4.4 months of import
cover. The external debt in mid-2001 totaled
F$532.8 million, of which 58% was owed by the
private sector. Interest payments on this debt
were equivalent to about 1% of merchandise
exports.

POLICY DEVELOPMENTS

The Government is making an effort to stimulate
aggregate demand through an expansionary fis-
cal policy and an accommodative monetary poli-
cy. While emphasis on public investment in basic
infrastructure and in health and education is ap-
propriate, the crucial issue is ensuring that these
efforts do not raise the already substantial public
debt burden and threaten macroeconomic stabil-
ity and growth.

In the 2002 budget, the Government an-
nounced its intention to support the implemen-
tation of a performance management system in
the civil service, and to coordinate this imple-
mentation with financial management reform. A
key component of the latter is a commitment to
greater fiscal transparency. This will involve
strengthening the financial management infor-
mation system, reconsidering the 1999 Public
Financial Management Act with a view to ensur-
ing greater accountability, adopting the IMF
Code of Good Practices on Fiscal Transparency,
and reintroducing an internationally reputable
official credit rating for the country.

Since the coup of 1987, the levels of total and
private sector investment have steadily declined.
Insecurity of property rights remains the major
reason for the low level of investor confidence.
The maintenance of political stability and consis-
tency in policy implementation are also critical
for rebuilding investor confidence. Another im-
portant issue relates to public enterprise reform,
given the low return on investment. In view of
the large public debt, the Government needs to
be cautious in extending guarantees for public
enterprise loans and in incurring contingent lia-
bilities. It should encourage these enterprises to
improve performance and borrow on the
strength of their balance sheets.

The resolution of the difficult issue of land
tenure arrangements is a major task for the Gov-
ernment. Thirty-year leases for farmers began ex-
piring in 1997 and most have not been renewed,
which is a cause for concern over the future of
sugarcane production. The Government also
needs to reform transpor t, sugar-milling
infrastructure, and industrial relations in the sug-
ar industry. The potential for crop diversification
needs to be investigated in this context, given the
long-term prospect of losing preferential access
to EU markets.

OUTLOOK FOR 2002–2003

The official forecast is for the growth rate to
accelerate to 3.5% in 2002 and to exceed 4% in
the subsequent 2 years, notching up to the Gov-
ernment ’s long-term target of 5%. This is
expected to generate employment growth of just
under 2% a year. Based on such growth and tar-
geted interventions, the Government aims to
steadily reduce poverty. While growth is expected
to be broad based, tourism is the leading sector in
this drive. The agriculture, forestry, and fisheries
sector is projected to grow at rates of 4–5% after
2002, assuming that sugarcane production recov-
ers, strong growth in forestry resumes, and fisher-
ies expansion continues.

Inflation is projected to be about 3% in
2002–2003. Annual export growth rates of 7.7%
and 12.8%, respectively, are forecast for 2002 and
2003, while import growth rates are projected to
be 2.7% and 6.1%. As a result, the current
account deficit will become negligible by 2003.
The capital account surplus is projected to
decline further as FDI inflows weaken, but the
overall balance of payments should move into
surplus by 2003. Import cover is projected to
hold at 4 months.

After the expansionary budget of 2002, the
budget deficit is projected to decline to 3.7% of
GDP in 2003, primarily because the absolute lev-
els of both operating and capital expenditures are
reduced. Central government debt is projected to
rise fur ther to 46% and 46.2% of GDP,
respectively, in 2002 and 2003. Assumptions
about a significant rise in the investment-to-GDP
ratio may not be realistic, especially when it is ex-
plicitly forecast that direct investment inflows on
the balance of payments will fall during 2002–
2003. However, given the small base and gradual
return to normalcy, an annual GDP growth rate
of 3% seems achievable in the medium term.

Since 1987, the

levels of total and

private sector

investment have

steadily declined.

Insecurity of

property rights

remains the major

reason.



134   ASIAN DEVELOPMENT OUTLOOK 2002

KIRIBATI

MACROECONOMIC ASSESSMENT

The economy strengthened during 2001 as government

expenditures grew and copra production recovered. The

economy is dominated by the public sector and is likely to

remain reasonably stable over the medium term given the

anticipated continued high level of government expenditures.

Key emerging issues are the shift to an expansionary fiscal

stance and an apparent change in attitude to the use of

earnings of the country’s trust fund.

K iribati’s economy grew by
1.5% in 2001, after a contrac-
tion of 1.7% in 2000. The im-
provement was attributed to a

large increase in recurrent government
spending, a recovery in copra produc-
tion, implementation of a number of de-
velopment projects, and increased
private sector investment.

The inflation rate in 2001 rose to
7.1%, from 0.9% in 2000. Most of the in-
crease was attributable to a depreciation
of the Australian dollar (used as the do-
mestic currency) and a delayed increase
in local oil prices (in response to higher
international oil prices) that fed into
higher prices for food, drink, electricity,
and local transport services.

The 2001 fishing season turned out
much better than initially expected, and
license fees reached a record level of
US$22 million, representing more than
half the revenues raised locally over the
year.

The Revenue Equalization Reserve
Fund (RERF) has almost tripled in

value over the past 10  years and, by the
end of 2001, stood at US$329 million.
All funds are currently invested in off-
shore markets, and so declined in value a
little during 2001 due to the downturn
in world equity markets. The RERF is

designed to maintain its real per capita
value over time, but good returns over
recent years allowed a US$7 million
drawdown of income—the first since
1997—to fund government expendi-
tures during the year.

Fiscal management has tended to
be conservative in Kiribati but has now
shifted to an expansionary stance (Fig-
ure 2.30). The deficit, very small in
2000, grew substantially in 2001 to
37.5% of GDP.     A large part of the addi-
tional expenditure in 2001 was attri-
buted to a higher wages and salaries bill,
higher subsidies to government-owned
businesses and the copra industry, pay-
ments for landing craft, and a large con-
tribution to development projects.

Kiribati holds a small level of exter-
nal debt, in the order of US$7.6 million.
But the large holding of the RERF
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means that it has a large positive net external
asset position.

The balance of payments was expected to be
close to balance in 2001.     Despite sizable imports
and a trade deficit of some US$28 million, large
inflows from fishing license fees, investment in-
come from the RERF, and seafarers’ remittances
are expected to have resulted in a small current
account surplus.

During the year, ownership of the sole com-
mercial bank, the Bank of Kiribati—changed
hands. The Australia and New Zealand Banking
Group now owns 75% of it, with the Government
owning the rest.

POLICY DEVELOPMENTS

The Government projects public sector deficits
of a similar magnitude to that seen in 2001 for the
medium term, and expects to finance them by
higher drawdowns from the RERF, surplus funds
accumulated in previous years, and loans. Impor-
tant elements in the ongoing deficits are continu-
ing increases in the wages and salaries bill and
sustained subsidies and higher contributions by
the Government to development projects. The
use of the Australian dollar as the local currency
means that this expansionary stance will have
limited effect on inflation. It is likely to be felt
mainly as a slowdown in the rate of growth of the
country’s external assets held in the RERF.

One of the key contributory factors to the
strong growth in the value of the RERF over the
1990s was the policy of investing all funds off-
shore through professional investment managers.
The 2002 budget speech foreshadowed a poten-
tial revision to this policy. The Government is
studying the prospect of using some of the
RERF to boost the performance of public and
private enterprises via cofinancing or provision of
capital for viable enterprises. Such a policy needs
to be approached with considerable caution as it
could lead to the erosion of the long-term bene-
fits offered by the RERF. It could also see an in-
creasing role for the Government at a time when
the contrary approach, namely, of an increased
role for the  private sector, is being targeted
through the country’s National Development
Strategy.

Nearly 20% of the formally employed labor
force work on foreign merchant or fishing vessels

and generate a substantial amount of factor
income. This is an important source of income,
particularly for people from the outer islands
where poverty levels are higher and opportu-
nities for formal employment are very limited.
The copra industry too provides an important
source of income on the outer islands. For many
years, funds from Stabex—an EU scheme to sta-
bilize export earnings—have been used to sub-
sidize the copra price but these funds were
largely exhausted in 2000. The Government has
since pledged to fund the subsidy itself, which
amounted to US$2 million in 2001. In addition, it
has committed US$2 million to build a copra
mill. The mill, to be operated by a private firm, is
intended to increase value added from Kiribati’s
copra and reduce the subsidy required.

OUTLOOK FOR 2002–2003

GDP is officially projected to increase by 2–3%
in 2002–2003. The development of major public
projects—including a power generation plant,
sewerage project, spor ts complex, satellite
project, rural electrification project, copra mill,
and, potentially, an outer-island water supply
project—are key components in the outlook.

However, the projected overall decline in
government expenditures of almost 20% in 2002
(in real terms) will tend to weaken demand, and
the full effect of this may not have been factored
into the outlook. The growth outcome will ulti-
mately depend on the actual government expen-
ditures during the year.

A reduction in donor projects is foreshad-
owed in 2003     and locally financed development
expenditures are projected to remain at 2002
levels. If total expenditures do fall as projected,
economic activity may soften. However, the pro-
jected development budget for 2003 can be ex-
pected to build over the year as additional donor
projects are committed to.

Inflation is expected to ease over 2002 due
to lower oil prices.

The current account may move into deficit
over the medium term due to high imports of
materials and equipment for the sizable donor-
funded projects scheduled for 2002. However,
as they are donor funded, an offsetting capital
inflow will help preserve the overall balance-of-
payments position.

Large inflows from

fishing license fees,

investment income

from the RERF, and

seafarers’

remittances are

expected to have

contributed to a

small current

account surplus in

2001.



136   ASIAN DEVELOPMENT OUTLOOK 2002

MARSHALL ISLANDS

MACROECONOMIC ASSESSMENT

Growth in the economy was minimal in 2001, and was based

largely on limited expansion in private sector activity.

A temporary increase in funding through the Compact of Free

Association with the US is likely to result in some economic

growth in the near term.

T he economic difficulties of re-
cent years continued into 2001,
with estimated GDP growth
slowing to only 0.6% from 0.7%

in 2000. A contraction in government
expenditures was brought about by the
need to adjust to a downward trend in
revenues and to repay the high debts ac-
cumulated over the 1990s. A positive fac-
tor was some, though  limited, expansion
in private sector activity due to a small
rise in copra exports and the first full
year of operation of a tuna processing
plant. Consumer price inflation was rel-
atively stable over the year at an estimat-
ed 2%, and is largely attributable to the
low level of inflation in the US. (The US
dollar is the country’s currency.)

Total revenues and grants are esti-
mated to have grown by over 13% in fis-
cal year 2001 while expenditures rose by
just under 2%. This resulted in a budget
surplus of about 17.5% of GDP, and
marks a continuation of recent trends.
The large surplus was required to meet
large principal repayments that peaked
in fiscal year 1999 at $42 million and
were estimated at $25 million in fiscal
year 2001 (Figure 2.31). This compares
with total revenues and grants of $66
million and $84 million in fiscal years

1999 and 2001, respectively.
The Marshall Islands’ export base is

very narrow, with estimated exports of
$8 million in fiscal year 2001 heavily out-
weighed by projected imports of about
$60 million. Such a high level of imports
is made possible by the provision of sub-
stantial financial assistance by the US
under the Compact of Free Association.

Copra provides the main source of
exports and of income on the outer is-
lands. It also supports a small manufac-
turing operation in Majuro where it is
processed into coconut oil and other

products. Despite a government price
subsidy, exports have trended downward
in recent years. The income gained from
the sale of fishing rights provides the
main source of nontax revenues,
amounting to approximately $3 million
in fiscal year 2001. Tourism numbers are
very small at around 2,000–3,000 visi-
tors a year, and make little contribution
to foreign exchange earnings.

The formal finance sector consists
of two foreign commercial banks, one
domestic commercial bank, and one
national development bank. Local con-
ditions determine interest rates despite
the use of the US dollar and the absence
of exchange controls. Commercial bank
reserves are ample at around 44% of
assets. Nonperforming loans are not a
major issue for the commercial banks
but are a problem for the development
bank, which has suffered in the past
from political interference and poor
management.
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POLICY DEVELOPMENTS

External debt repayment requirements will fall
substantially in fiscal year 2002 and remain con-
siderably lower than in recent years. The Govern-
ment intends to allocate at least 60% of the
resources freed by the decline in external debt
servicing to the Marshall Islands Intergenera-
tional Trust Fund, which is also intended to re-
ceive contributions from the US and other
donors in the future. The Government allocated
$14 million to the Fund in 2001; and, under one
scenario, the Fund would reach $750 million
within 20 years and thereafter provide a regular
income flow of around $30 million–$40 million a
year (in nominal terms). This compares with a
GDP of about $100 million in 2001.

Tax revenues have fallen in recent years fol-
lowing the reduction in fiscal year 1998 of general
import duties from 10–12% to 5%. Total import
duties have fallen by around $3 million a year.
The potential exists to replace these lost revenues
through a broad-based sales tax as a substitute for
an existing turnover-type tax. A simple VAT was
proposed for implementation in 1996 but this did
not materialize. Other reasonable means for
strengthening the fiscal position include the re-
duction of subsidies to government-owned enter-
prises, the adoption of (means-tested) co-
payments for overseas medical referrals, and the
collection of unpaid social security taxes.

OUTLOOK FOR 2002–2003

The pace of growth in 2002 will be about the
same as in 2001, while the outturn for 2003 will
depend upon Compact negotiations. Inflation in
2002 will remain about the same as in 2001.

The Marshall Islands receives considerable
direct US assistance, currently averaging around
$35 million a year, the vast majority of which is in
the form of direct budget support under the
Compact. The availability of such support over

many decades, combined with limited local re-
sources, has created a heavy economic depen-
dence on the Government. This dependence has
inhibited the development of the fundamentals
required for economic growth, from education
attainment to entrepreneurial drive. Autonomous
expansion of the private sector is very unlikely.
Developments in the public sector, notably the
future level of US funding, will continue to drive
the economy over the medium term.

The financial arrangements contained in the
Compact were to be revised by October 2001.
However, the Compact provided for a 2-year
extension and this has secured a higher level of
assistance than in the last 5 years, known as
“bump-up” funds. This will increase direct bud-
get support to $37 million annually in fiscal years
2002–2003. Assisted by this, the 2002 budget
provides for an increase in expenditures from $66
million in fiscal year 2001 to $74 million. This can
be expected to help sustain economic activity
over the year.

Negotiations on the future level of support
are continuing and the extent of adjustment that
will be required post-October 2003 is unclear at
this stage. In light of this impending change in
revenues, it is important that expenditures, par-
ticularly recurrent expenditures, are kept to long-
run sustainable levels. However, the 2002 budget
provides for an increase in recurrent expendi-
tures to $59 million from $55 million. Fiscal re-
sponsibility will probably require this to be
reversed over the medium term.

The Compact provides the Marshallese with
the right to work in and emigrate to the US, and
there has been a steady outflow of citizens during
the 1990s for this reason. While emigration will
tend to encourage the most qualified people to
leave the country and so depress economic activ-
ity, the option at least provides a safety valve and
safeguards the quality of life for the remaining
Marshallese, even if a large contraction in the
public sector becomes inevitable.

Compact support

over many

decades, and

limited local

resources, have

created a heavy

economic

dependence on the

Government.



138   ASIAN DEVELOPMENT OUTLOOK 2002

FEDERATED STATES OF MICRONESIA

MACROECONOMIC ASSESSMENT

The economy grew at a modest 0.9% in 2001, helped by a

temporary increase in funding from the Compact of Free

Association with the US. Prospects depend largely on future

funding under the Compact and on how these funds are used to

increase economic efficiency and production in the private

sector.

F ishing is the primary industry in
the Federated States of Micro-
nesia (FSM), followed by tour-
ism and a modest level of

manufacturing and construction. How-
ever, the economy  has been highly
dependent on funds from the US under
the Compact of Free Association. In re-
cent years, the Compact has provided a
total of around $80 million annually in
budget support for the national and four
state governments (Figure 2.32). US
funding reached almost $85 million in
2001, compared with an estimated GDP
of $240 million for the year. The level of
funding provided under the Compact
has been stepped down twice since
1986, and this has required a contrac-
tion in the size of the public sector. The
adjustment to the second step-down in
the mid-1990s was a key factor behind 3
years of falling GDP at that time.

Current levels of Compact funding
were to have ceased in September 2001
and to be replaced by a new negotiated
level. In anticipation of a potentially pro-

tracted negotiation and approval pro-
cess, the current agreement was extend-
ed for a further 2 years, during which
time funding was set at the average rate
of the 15 years of the agreement. This
amounted to a temporary increase of
about $17 million a year, known as
“bump-up” funds. The additional funds
allowed for an increase in government
expenditures, mainly on development
projects and wages. This helped boost

economic activity over the last quarter of
2001, leading to marginal GDP growth
for the year estimated at 0.9%.

Marine products generate almost all
export revenues. Foreign fishing compa-
nies, operating mainly offshore, domi-
nate the fishing industry. While fish
exports have grown considerably, the
industry has created relatively few jobs
or profitable business opportunities for
locals. The main impact of the fishing
industry is via the payment of fish li-
cense fees to the national Government.
With a small export base, the private
sector is dominated by production for
domestic consumption. Most
nongovernment market activities are in
services and the retail and wholesale
trade, which are substantially depen-
dent on the demand generated by gov-
ernment spending.

Within the private sector, the tour-
ism industry has the best potential.

2001 refers to fiscal year 2000/01, ending 30 September.
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However, visitor arrivals declined from 16,500 in
2000 to 15,250 in 2001, with the fall concentrated
among visitors from Japan and other parts of
Asia. For the full year, the number of visitors from
the US (accounting for around half the total) in-
creased slightly, but this includes a decline imme-
diately after the September 11th events.

In 2001, total formal employment (employ-
ing only about 16% of the population) fell by
around 7%. Most of the decline came from cut-
backs in the government sector. The annual infla-
tion rate (for Pohnpei only) was estimated at 2.6%
as of end-June 2001. The low rate reflects both
the stagnant economy and low inflation in the
US—the major source of imports.

Total loans from commercial banks amount-
ed to just over $50 million at end-June 2001, or
equivalent to about one fifth of GDP.     Reflecting
the low level of private sector activity, only $18
million were lent for commercial purposes, and
the volume of these loans had declined over the
12 months to June 2001. This led to a high level of
excess liquidity in the commercial banking sector.

POLICY DEVELOPMENTS

The availability of the bump-up funds has tested
the fiscal credentials of the national and the four
state governments. The state governments of
Pohnpei and Yap, and the national Government,
committed themselves to putting 50% of the ad-
ditional funds into a special stabilization account
of the FSM Trust Fund. This was intended to pro-
mote fiscal discipline by avoiding an increase in
expenditures to likely unsustainable levels after
September 2003. In contrast, Chuuk state gov-
ernment proposes to save the bump-up funds
only for 2003, while fully spending the funds for
2002 on additional development projects and
higher wages. Kosrae state government intends to
use the funds to increase its wages by 20%. The
risk, though, is that these two states may find it
difficult to cut back the public sector if Compact
funding declines after September 2003.

The Government has the potential to raise
more revenues domestically, and one option is to
replace an existing turnover tax. Improved tax
administration is also required.

The external debt-to-GDP ratio was estimat-
ed at 24% in 2001. The national Government is
committed to maintaining the debt at no more
than this level through 2004. This represents a
substantial reduction from a peak of 66% in the
early 1990s. Given the prospect of declining reve-
nues once Compact support is renegotiated, it is
important that current debt levels remain man-
ageable.

OUTLOOK FOR 2002–2003

Given the uncertainty of the amount of future
Compact funding, it is difficult to judge how fast
the economy will grow after September 2003.
However, it is projected to strengthen by 3.3% in
2002, supported by the temporary increase in
Compact funding, before falling to 0.7% growth
in 2003. The uncertainty over the future size of
the public sector is deterring private sector in-
vestment and the potential for economic expan-
sion. It is difficult to expect much new activity
prior to the finalization of negotiations with the
US. Over time, national and state governments
will be required to reduce expenditures or intro-
duce new revenue-raising measures (or a combi-
nation of the two), either of which would tend to
have an adverse impact on the private sector.

The international donor community has
extended considerable support to strengthen fis-
cal management and improve the enabling envi-
ronment for private sector development. Some
achievements have been realized, but these need
to be consolidated in Pohnpei and Yap states,
while fiscal responsibility is not yet ensured in
Chuuk and Kosrae states.

One consequence of large external flows has
been that public sector pay rates have risen sub-
stantially above (to around double) those of the
private sector. The resulting high reservation
wage causes labor market distortion in the form
of an excessively high cost of domestic labor to
the private sector. It is very difficult to see this
sector substantially reducing its dependence on
the public sector as a source of demand. This fac-
tor will tend to continue to influence the pros-
pects for private sector development over the
medium term.
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NAURU

MACROECONOMIC ASSESSMENT

While the economy was boosted toward the end of 2001 by

external financial support, the medium-term outlook is weak,

given the adverse effect of declining phosphate reserves and

many years of poor fiscal management. The provision of basic

public services is regularly disrupted and is at serious risk over

the medium term.

T he economy is dominated by
the public sector. Power, water,
telephone, post, banking, and
air transport services are all

provided by SOEs. The Government
also owns the country’s main on-island
income-earning activity, a phosphate
mining operation. The private sector is
very small and consists largely of trade
stores, an offshore banking sector, and
some fishing operations. Phosphate out-
put dropped off sharply in the early
1990s and is now at around a quarter of
the levels seen in the late 1980s. This de-
cline has led to economic activity be-
coming increasingly dependent on the
government wages bill, compensation
and royalty payments to landowners, and
other initiatives as the main stimulus to
demand, and this trend continued over
2001.

The state of government finances is
difficult to assess. But it is clear that the
Government faced serious cash con-
straints in 2001. This was due mainly to
the suspension of phosphate exports in
the second half of the year caused by the
blockade of a processing plant as land-
owners sought additional compensation

for the land occupied by the plant. By
early 2002, government payrolls and pay-
ments to several creditors were delayed.
The Government continued to rely
heavily on the practically insolvent Bank
of Nauru to help fund its budget deficits
and royalty payments.

As Nauru uses the Australian dollar
as its currency, inflation often follows
the Australian inflation rate. However,
the significant transport element (due to
distances from major markets) and a
lagged effect of oil price rises led to
higher inflation in Nauru than Australia
during the year.

In the second half of 2001, the Gov-
ernment of Nauru agreed with the Gov-
ernment of Australia to house and
process over 1,000 asylum-seekers
transferred from Australian waters. In
return, Australia has agreed to fund a
range of Nauru’s equipment, material,
and services needs as well as all costs of
caring for the asylum-seekers. These
payments will both enhance govern-
ment service delivery and provide an in-
jection of demand into the economy that
will help support economic activity in
2002 and, potentially, beyond. In total,
Australia’s net contribution to Nauru’s
economy is expected to be substantial.

A pressing problem for the econo-
my is the frequent disruptions of sup-
plies of food, fuel, equipment, and
materials. Air Nauru, the only airline ser-
vicing the country, faced repeated inter-
ruptions in 2001 due to a shortage of
funds for lease payments, fuel, mainte-
nance, and other running costs. Prior to
Australian support, fuel supplies on the
island had frequently been exhausted
before the next shipment arrived. Public
services, notably power, telecommuni-
cations, water, and health care also faced
increasing problems over the year.

POLICY DEVELOPMENTS

It is expected that government revenues
from phosphate mining will continue to
weaken over the medium term: primary
phosphate resources are largely exhaust-
ed and difficult to access; much of the
mining operation’s equipment is in a
poor state; there is gross overstaffing;
and plans to mine secondary deposits
are not well developed. This decline in
revenues will place considerable pres-
sure on the budget.

Over time, the Government has
faced fewer options to fund its continu-
ing deficits. In the past, loans were ac-
quired from official bilateral sources,
overseas corporations, or the local bank,
and deficits were also funded by draw-
downs from the Nauru Phosphate Roy-
alties Trust (NPRT). However, the ability
to secure new deficit funding is seriously
impaired by the absence of adequate
collateral, local liquidity, or future reve-
nue sources. For fiscal year 2002 (ending
30 June 2002), a deficit of A$40 million–
A$50 million is budgeted, but it is
unclear how this can be fully funded.
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An ADB-sponsored reform program that
began in 1998 was intended to promote an order-
ly adjustment process through fiscal and finan-
cial reforms and a one-third reduction in the civil
service headcount to around 1,200. However, the
retrenchment program was largely reversed in
early 2000 with the appointment of up to 500 ad-
ditional employees to the mining operation. At
the same time, the net worth of the NPRT is be-
lieved to have seriously eroded due to the financ-
ing of continued large government deficits and
poor investment of the Trust’s assets.

Improved fiscal discipline would require
streamlining the civil service, reducing subsidies
to government services, and adopting a more
appropriate tax regime (few taxes are currently
levied in Nauru). The Government also needs to
consider further reform to its offshore banking
sector.

OUTLOOK FOR 2002–2003

Despite the short-term boost provided by the
financial assistance received for housing the
asylum-seekers, the medium-term outlook for
the economy is weak. Per capita income is esti-
mated to have fallen from A$9,000 in fiscal year
1988 to around A$4,600 in fiscal year 1998. It is
likely that the trend continued since then. The
very real risk of a crisis over the medium term
exists if there is a substantial shortage of public
funds, which would further impair the provision

of basic public services and the import of essen-
tial goods. This would have a significant adverse
impact on efforts to reduce poverty.

An important step toward bottom-up reform
was made in 1999 through a National Economic
Summit; however, the proceedings of the Sum-
mit were not made public. There is a need to im-
prove transparency. The true debt position of the
Government and its instrumentality, the net
worth of the NPRT, and the reasons for the sub-
stantial decline in its value are not fully known.
The economy’s eventual adjustment will be made
more difficult by its limited human resources
base and, as the funds to employ such labor di-
minish, Nauruan workers will have to seek em-
ployment in the private sector. However, their
weak education background limits their ability to
undertake technical tasks, or to migrate as eco-
nomic conditions deteriorate.

Economic adjustment is likely to exacerbate
existing social problems. In the late 1990s, the
unemployment rate of those aged 15–19 was esti-
mated to be 33% for males and 52% for females.
This situation will worsen as employment oppor-
tunities in the public sector and the very small
private sector decline; replacement jobs will be
very difficult to generate. There is a high inci-
dence of gout and diabetes, because of poor di-
etary habits, and the incidence of these and
other health problems can be expected to rise as
incomes decline and funding tightens for health
care and other public services.
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PAPUA NEW GUINEA

MACROECONOMIC ASSESSMENT

The combination of a sharp decline in mining, weak domestic

demand, and poor industrial profitability kept the economy in

recession in 2001. There may, however, be some improvement in

economic growth in 2002 as agriculture expands, though it may

take longer for economic fundamentals to improve and for

growth to be sustained.

GDP contracted in 4 of the
5 years 1997–2001, the key
contributors being poor
macroeconomic manage-

ment, drought, the Asian financial crisis
and, most recently, slower growth in the
world economy and low commodity
prices. Earlier expectations of growth in
GDP in 2001 did not materialize, partly
due to delays in starting a gas pipeline
project and a nickel-cobalt project in
Ramu. In 2001, total and nonmining
GDP contracted by 3.3% and 1.8%, re-
spectively (Figure 2.33). The largest
contractions by sector were seen in con-
struction (9.3%); mining (9%); and
transport, storage, and communications
(7.4%). Sectors estimated to have expand-
ed over the year are electricity, gas, and
water (7.9%); finance, real estate, and
business services (3.8%); and agricul-
ture, forestry, and fisheries (0.9%).

A general decline in world com-
modity prices constrained most sectors
over 2001, notably the mining and oil
sector. World prices of coffee and copra
fell by about 30%, and of copper and oil
by about 10%. As a result, the export
sector failed to realize the full potential
benefit of a weaker kina.

The Government faced major dif-
ficulties in managing its finances in the
first half of 2001. This was due to re-
peated problems in accessing all the
external extraordinary financing from
various donors due to a delay in meeting
a major milestone for readying the coun-
try’s largest bank—the Papua New
Guinea Banking Corporation—for
privatization. At the same time, tax reve-
nues were lower than expected due to

continuing problems with the imple-
mentation of VAT, falling oil prices, and a
weak domestic economy. The Govern-
ment had to cut back expenditure and
put tight controls in place in the middle
of the year. Overall, the budget recorded
a deficit equal to 1.8% of GDP in 2001,
which was mainly funded by an eventual
drawdown on the external extraordinary
financing in the second half of 2001.
Foreign debt rose by 5.6% in 2001.

Despite the poor growth outcome,
there were some important achieve-
ments in 2001. By the end of the year,
inflation had fallen to below 10% due to
tight monetary policy and weak de-
mand. This was reflected in the move-
ment of interest rates as inflationary
expectations subsided. The official inter-
est rate was reduced to 10%, a fall of
about one third over the previous year’s
level. The weighted average of commer-
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cial bank lending rates also dropped from 16.9%
in June to 14.7% in November 2001. The weight-
ed average term deposit rate was 4.5% at the end
of November 2001. Broad money supply (M2)
rose by about 10% over 2001, with increases of
13.0% and 15.3% in net credit to the private sec-
tor and net foreign assets, respectively. Net credit
to the Government climbed by about 4.5%.

Exports and imports declined by 6.3% and
2.2%, respectively, in 2001, ref lecting weak
global and domestic activities. As a result, both
the trade and current account surpluses shrank,
the latter from $352.6 million in 2000 to $221.3
million in 2001. The capital account deficit also
fell from $234.7 million to $115.5 million in 2001,
reflecting the large inflow of external extraordi-
nary financing. The overall balance-of-payments
surplus declined from $130 million in 2000 to
$105.8 million in 2001. At the end of 2001, gross
international reserves were around $400 million,
sufficient to cover more than 5 months of im-
ports or about 7 months of nonmining imports.

The annual average exchange rate of the kina
against the dollar depreciated by about 20% in
2001 from the previous year’s level. Due to the
continuing long-term downward trend in the
kina exchange rate, the business sector experi-
enced pressure on profit margins due to the
higher costs of imported inputs. The fall in the
kina is triggering structural change as new ope-
rators emerge or as businesses seek to increase
local content and find cheaper sources of pro-
duction inputs.

POLICY DEVELOPMENTS

A continuation of the decline in GDP and per
capita income has increased social tensions and
unrest. This was reflected in a series of events
during 2001, including student protests against
privatization and temporary halts in production
at important mining and oil projects caused by
landowners’ actions. Increased political activities
in the run-up to the elections in mid-2002 have
made the situation more volatile. This is adversely
affecting business and investment activities, as
businesses adopt an extremely cautious attitude
to expansion. Such an attitude can be expected to
last at least until a new government is formed in
the second half of the year.

A feature of the Government’s medium-
term projections is an increase in the budget def-
icit to 2% of GDP in 2002, before a turnaround
begins in 2003. While revenues and grants are
projected to remain fairly stable, a cut in govern-
ment expenditures is assumed after 2002. Privati-
zation is expected to provide the main source of
financing this year. However, the Government’s
domestic debt will have to rise thereafter, as
increased domestic financing is required to offset
rising external obligations. Risks to the 2002
projections arise from the possibility that the
baseline assumptions on expenditure cuts, priva-
tization receipts, correction of VAT implementa-
tion problems, continued high revenue collection
from the forestry sector, and growth of personal
and company tax payments may not hold good. If

TABLE 2.25 Major Economic Indicators, Papua New Guinea, 1999–2003 (%)

Item 1999 2000 2001 2002 2003

GDP growth 7.6 -0.8 -3.3 1.2 1.8

Inflation rate (consumer price index) 14.9 15.6 9.8 8.3 5.0

Money supply (M2) growth 8.9 5.4 10.0 9.3 —

Merchandise export growth 9.1 7.3 -6.3 10.9 1.9

Merchandise import growth -0.1 -7.0 -2.2 26.0 -6.1

Current account balance/GDP 4.2 10.1 7.5 2.7 5.7

Debt service ratio 7.5 6.7 6.8 6.8 9.1

— Not available.

Sources: Government of Papua New Guinea, 2001 and 2002, Budget Papers; Bank of Papua New Guinea,
Quarterly Economic Bulletin; staff estimates. The fall in the kina
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the hoped-for turnaround in the budget deficit
does not materialize, reliance on domestic fi-
nancing may be even greater than currently pre-
dicted, adding to the potential for renewed
macroeconomic instability.

Over recent years, the main role of monetary
policy has been to compensate for the expansion-
ary fiscal policy. Since 2000, the Bank of Papua
New Guinea has had a legislated obligation to tar-
get price stability and has enjoyed greater inde-
pendence from the Government in meeting this
objective. In the past, the Bank adopted a policy
of tightening the money supply as the exchange
rate fell with a view to controlling inflation and
curbing import demand. This approach will likely
continue over the medium term, so as to break
down inflationary expectations.

Many of the ongoing externally supported
adjustment programs closed in 2001. Thus, the
management of the balance-of-payments ac-
count and the maintenance of stable or orderly
movements of the kina will be a major challenge
in the medium term. The medium- and long-
term prospects of the economy depend on how
quickly the fall in the kina brings about structural
change, thereby building the capacity to export
and replace imports.

Major adjustments are required in the econ-
omy, which faces the grim prospect of substantial
depletion of mining and oil resources within a
decade. Continuing weaknesses in physical and
social infrastructure add to the adjustment diffi-
culties. It is important that the Government ad-
dress these two areas. In addition, adoption of an
acceptable reform of the land laws is critical as
the present situation underlies both the social
unrest and business risk perception in the coun-
try. Improved availability of credit through ex-
pansion of the capital market in rural areas is also
crucial for long-term growth and poverty reduc-
tion prospects.

OUTLOOK FOR 2002–2003

The Government expects the economy to re-
bound moderately in the medium term, with
GDP growth of 1.2% and 1.8% in 2002 and
2003, respectively. The strongest expansion is ex-

pected in agriculture, forestry, and fisheries, at
5.1% and 3.6%, respectively, in these two years.
The contribution of the mining and oil sector to
GDP is projected to weaken over the medium
term as mining and oil resources are depleted.
Inflation is projected to fall to 8.3% and 5%, re-
spectively, in 2002 and 2003, while the current
account surplus is forecast to stay at about 2.7%
of GDP this year, widening to 5.7% in 2003.

The Government’s forecast for economic ex-
pansion rests on growth in the agriculture sector.
The projected growth for 2002 is mainly attribut-
ed to non-export activities, which largely means
expansion in the domestic economy, particularly
agricultural production. By 2003, improved ex-
ports are projected, with an expansion in output
volumes of all major tree crops.

Palm-oil production is rising strongly, but
other agricultural exports are suffering from a
number of structural problems, which could de-
rail the forecast expansion over the short to medi-
um term. For example, the coffee harvest has
been constrained by a deteriorating road net-
work (attributable to a long-term shortfall in the
funding of road maintenance) and law and order
problems. Growth of the copra industry is limit-
ed by a poorly managed statutory market author-
ity. Low world copra prices are fur ther
hampering incentives for farmers. Although a
moratorium on the release of new timber areas
was lifted in late 2001 and the 2002 budget re-
duced export taxes by around 13%, most logging
operations will continue to suffer losses due to
current low world timber prices. Much of the
logging industry’s heavy equipment is reaching
the end of its useful life, and the industry is prob-
ably not making enough profit to encourage the
reequipment required to meet even the minor
expansion slated in government forecasts. Should
the fiscal position not stabilize as projected,
macroeconomic instability—including high
inflation—is a possibility. Thus, there are major
risks to the Government’s medium-term projec-
tions and, while the economy is better placed
now than it was 12 months ago, structural adjust-
ment is still in its infancy, and the economy
remains weak and very exposed to macro-
economic shocks.

The Government’s

forecast for

economic

expansion rests on

growth in the

agriculture sector.



  SAMOA    145

SAMOA

MACROECONOMIC ASSESSMENT

The growth rate of the Samoan economy increased substantially

to about 10% in 2001 as manufacturing, construction, private

services, and fishing all continued their rapid expansion.

Macroeconomic developments therefore need to be monitored

closely to avoid inflationary and balance-of-payments pressures.

The medium-term outlook is for economic growth to decline to

the 4–5% range, avoiding overheating of the economy.

Economic performance has ben-
efited in recent years from re-
forms introduced in the 1990s.
In 2001, GDP growth accele-

rated to about 10% from 7.3% in 2000
(Figure 2.34). Manufacturing, construc-
tion, transport and communications,
electricity and water, and hotels and res-
taurants all did well. However, agricul-
ture declined by about 16% as sub-
sistence production fell and efforts to
diversify production for expor t re-
mained unsuccessful. Fishing continued
its expansion with the introduction of
new, larger fishing vessels. In contrast,
tourist arrivals were down somewhat
because of the impact of the September
11th events. For example, September
arrivals were nearly 12% lower than the
corresponding monthly arrivals in the
previous year, but because spending per
tourist was higher, gross tourism earn-
ings strengthened. The acceleration in
the rate of output growth was accom-
panied by an increase in the inflation
rate from under 1% in 2000 to 4% in
2001, above the central bank target of a
maximum of 3%.

Total export revenues strengthened
by about 20% in 2001 due to a surge in
fresh fish exports and further growth in
garment exports. Imports were about
31% higher than in 2000, with non-oil
private sector imports accounting for
most of the rise. The merchandise trade
deficit fell to $79.8 million from $90.8
million. Despite the stronger earnings
from tourism, and increased private
remittances, the current account sur-
plus as a share of GDP declined slightly.

So, even with a higher surplus on the
capital account, the balance of payments
was in overall deficit. Foreign exchange
reserves dropped and provided about
4.8 months of import cover at the end of
the year, compared with 6.4 months in
the previous year. As a proportion of
GDP, external public debt declined from
64.8% to 60.2% at the end of fiscal year
2001 (ending 30 June). Debt service
costs amounted to 18.5% of merchan-
dise exports. During 2001, the effective
exchange rate of the tala remained stable
in nominal and real terms.

The budget deficit widened to 2.3%
of GDP in fiscal year 2001 from 0.7% in
the preceeding year. Tax revenues rose
by 11.5% compared with the previous
year as a result of continued rapid GDP
and import growth. External grants in-
creased by 15%. Current expenditures
declined by 3%, with the wages bill fall-
ing, despite a 5% civil service salary
increase from 1 January 2001. There
was a reallocation away from general ser-
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vices toward education, pensions, and public
works. A current surplus equivalent to 3.2% of
GDP was recorded. Development expenditures
rose by 53.6% from the fiscal year 2000 level, and
the overall deficit in fiscal year 2001 was financed
about 30% externally (through soft loans) and
70% domestically. This quite heavy reliance on
domestic financing resulted from disbursement
delays in external loans.

Broad money supply increased by about
14%. Since net foreign assets declined, an expan-
sion in net domestic assets accounted for the
growth. The Government reduced its net depos-
its with the banking system, while credit to the
private sector and public institutions increased
by almost 19%. The weighted average lending
rate of commercial banks fell from 12.1% at the
end of 2000 to 11.8% in September 2001, and the
average deposit rate rose slightly to 4.45%, nar-
rowing the interest rate spread. The central bank
continued to use the issuance of its own securi-
ties as the main monetary policy instrument.

POLICY DEVELOPMENTS

The Government’s major short-term policy chal-
lenge is to ensure macroeconomic stability while
facilitating growth-promoting structural change
and investment. An expansionary fiscal policy
and an accommodative monetary policy stance
were major factors in the rapid economic expan-
sion of 2001, and careful monitoring is needed to
avoid undesirable pressures on the balance of
payments and inflation. The central bank consid-
ered tightening the money supply in the second
half of the year but deferred this step in view of
the events of September 11th. It also lowered its
target for foreign exchange reserves to 4 months
of import cover from about 6 months in 2000.

Implementation of the economic and public
sector reform program continued in 2001, and
the Government ’s commitment to ongoing
reform was reaffirmed in the Strategy for the
Development of Samoa 2002–2004, which em-
phasizes the theme of opportunities for all
through sustained economic growth, better edu-
cation and health, and revitalized cultural and
traditional values.

A new Public Finance Management Act
2001 provided the legal framework for improved
fiscal governance, and the Public Bodies (Perfor-
mance and Accountability) Act 2001 likewise
proposed a legal framework for better corporate

governance of SOEs. A major issue in the latter
context was the performance of Polynesian Air-
lines, which had begun to incur operating losses
and was provided with a capital infusion of ST20
million in fiscal year 2001 and in the 2002 bud-
get. Additionally, the first step in improving the
commercial legal environment was taken with the
passing of the Companies Act 2001, which re-
placed the outmoded Companies Act 1955. In
the area of finance sector reform, the Financial
Institutions Act was amended to place nonbank
financial intermediaries under central bank su-
pervision. The Government also moved to im-
prove regulation and supervision of Samoa’s
offshore financial center by introducing amend-
ments to the Offshore Banking Act 1997.

The process of achieving full compliance
with the requirements of WTO and the Pacific
Island Countries Trade Agreement continued, as
did that of improving delivery of public services
through performance-oriented planning and
management.

OUTLOOK FOR 2002–2003

Provided that the economy does not receive
severe external shocks, the outlook is for annual
growth in 2002–2003 of 5%, driven mainly by
ongoing and new construction projects. The
expansion of the fishing fleet and of agricultural
production will also contribute. Stronger agricul-
ture will have a beneficial impact on the poor,
who reside mainly in rural areas. Manufacturing
will continue to register strong growth as gar-
ment production strengthens further, and copra-
processing activity recovers somewhat. However,
a slowdown in tourism-related sectors is expect-
ed. Annual inflation is forecast to be around
3% in 2002–2003. Stronger exports and private
remittances are expected to prevent any
deterioration in the current account balance as a
result of import growth.

In fiscal year 2002, an overall deficit of 1.5%
of GDP is budgeted as the Government contin-
ues to implement a strategy of current surpluses
and development expenditures funded by exter-
nal concessional loans. Total revenues and grants
are projected to rise by 3.2% compared with
2001, while current expenditures are budgeted to
be 9.7% higher. The current surplus is projected
to fall to 1.7% of GDP, while development expen-
ditures are projected to remain close to the 2001
level.
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SOLOMON ISLANDS

MACROECONOMIC ASSESSMENT

The economy is still suffering from the aftereffects of recent

ethnic tension. Weak management of the economy and

subdued private sector activity have led to a sharp deterioration

in government finances and pose a serious threat to the trade

and current account balances. The Government needs to quickly

adopt sound and credible socioeconomic policies.

A fter the Townsville Peace
Accord in October 2000,
the Solomon Islands had an
opportunity to recover from

the adverse effects of ethnic unrest.
However, poor economic management
and delays in starting the reconstruction
process kept the economy depressed in
2001. GDP is estimated to have declined
by about 5% following a much sharper
decline of 14% in 2000. Thus the econo-
my’s output level declined by almost one
fifth in two years, along with a larger de-
cline in per capita income. The contrac-
tion in 2001 was broad based.

The Peace Accord led to substantial
compensation payments. Faced with
very tight budget constraints, the Gov-
ernment secured a $25 million conces-
sional loan, $15 million of which were
disbursed during 2001, helping main-
tain consumer spending. Domestic de-
mand was also supported by a
government payroll increase of around
30% from the 2001 level. Inflation de-
clined marginally to about 8% in 2001,
despite subdued economic activity and a
decline in the money supply.

The Government’s fiscal position
deteriorated greatly in 2001, resulting in

a deficit of about 8% of GDP. This was
caused mainly by the rise in the number
of government employees, the adverse
impact on general revenue collections of
a weaker economy, and import duty and
tax remissions. By the end of 2001, pay-
ments to public servants, transfers to
provincial governments for education
and health, and payments to utilities
were all delayed. Repairs to infrastruc-
ture damaged during the ethnic tension

could not be started. No employee con-
tributions were made to the Solomon
Islands National Provident Fund (NPF)
for the year. In addition, the Govern-
ment defaulted on international debts
and domestic debts held by local com-
mercial banks and the NPF.

The Government exceeded the stat-
utory limit on borrowing from the
central bank. According to an official re-
port, total government debt reached
115% of GDP in December 2001. Fur-
ther, most key public enterprises also
faced cash-f low problems, which were
reflected in the delivery of services.

In line with declining economic
activity, broad money supply and credit
to the private sector contracted by about
12.5% and 21.5%, respectively, in 2001.
However, a large level of excess liquidity
built up in the banking system—three
times the minimum liquid asset ratio set
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by the central bank at the end of September—
while the demand for loans remained low due
to weak business confidence.

Major export-oriented business related to
fisheries, copra, cocoa, palm oil, and gold re-
mained closed in 2001. Timber exports in-
creased for the first three quarters of 2001,
before stalling after exporters and the Govern-
ment disagreed over log valuations. These
supply disruptions, together with generally
weaker world prices, led to a substantial fall in
exports during the year (Figure 2.35), which
was a major factor behind the decline in GDP.
Imports, on the other hand, declined only
marginally due to the compensation payments
under the Peace Accord, the government pay-
roll, and the import duty and tax concessions.
Consequently, the trade deficit widened con-
siderably in 2001. Gross external reserves at
end-2001 were sufficient to cover only about
one month of imports.

In recent years, the Solomon Islands
adopted an exchange rate policy that was rela-
tively inflexible, with some controls on capital
movements. In mid-2000, further exchange
controls were put in place to prevent capital
outf lows in the wake of lower deposit rates
and concerns about capital flight following
the ethnic conflict. By the end of 2001, the
central bank decided on a more flexible ex-
change rate regime.

POLICY DEVELOPMENTS

A new Government was elected in December
2001, and faces the challenge of rebuilding an
economy that is almost devastated. Further,
the incomplete collection of weapons and
insecure law and order conditions are serious
concerns. Compensation has also been a ma-
jor burden on government finances since last
year. One of the first initiatives of the new
Government was a decision on the cessation
of the duty and tax remissions. However,
sustainable fiscal consolidation will require
further large cuts to the government payroll,
strict controls on other expenditure items,
and, possibly, the introduction of new revenue
measures. There are indications that the
Government will consider measures along
these lines in the new budget.

It is important that the infrastructure is
quickly restored. Special efforts are needed to
restore business in the main export-oriented

areas. Such initiatives, along with firm commit-
ments to wide-ranging reforms, are likely to
generate a more positive and critically needed re-
sponse from the global donor community.

The finance sector is under great strain due
to increased nonperforming assets. Maintenance
of stable and efficient financial intermediation
will remain crucial during the reconstruction pe-
riod for sustainable economic development. The
financial position of the NPF is also of particular
concern as it has a bearing on financial market
instability. It already faces large arrears, mainly
from the Government, and almost its entire
investment portfolio is held domestically.

OUTLOOK FOR 2002–2003

The formal sector of the economy faces major
challenges due to damaged plant and equipment,
financial difficulties, and the high cost of rehabil-
itation. Insurance will be very difficult to obtain
for any future venture, particularly in mining,
and this will create an added hurdle to investors
seeking to restart closed operations. However,
some encouraging recent economic develop-
ments should be noted, notably in the recom-
mencement of fresh fish exports and sales of
tinned fish.

Any forecast for the medium term is severely
constrained by the lack of adequate economic
data, as the country’s statistical capacity was
greatly damaged during the ethnic conflict.
However, based on the assumption of substantial
positive measures by the Government, an official
report expects the contraction in the economy to
halt by the end of 2002. Accordingly, GDP is pro-
jected to decline by 5% in 2002 and to stagnate in
2003 before growth begins. These projections are
realistically achievable given that the economy’s
base is already very low.

Inflation is unlikely to change significantly in
the medium term since domestic demand is ex-
pected to be restrained along with the fiscal defi-
cit, and the supply position is likely to improve.
Officials project the current account deficit to
decline further to SI$85 million in 2002 before
turning into a surplus of SI$40 million in 2003.
The overall balance of payments is expected to
show a surplus of SI$70 million and SI$192 mil-
lion, respectively, in 2002 and 2003. The major
risks to these projections stem from the possible
continuity of weak fiscal management, and from
sagging business confidence because of the secu-
rity conditions.
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The economy expanded by a slower rate of 3% in 2001, led by

the government administration and community services

subsector. Medium-term prospects are for growth to remain at

around this level. Key policy issues include the need for short-

term tightening of fiscal and monetary policies, and effective

implementation of a public sector reform program.

GDP growth decelerated to 3%
in 2001 (Figure 2.36), largely
ref lecting slow growth in
agr iculture and tourism.

Although there was a sharp slowdown in
primary sector growth to 1.3%, the
secondary sector grew by 5.4%, largely
reflecting increased handicrafts manu-
facture, breadfruit production, and pro-
cessing of agricultural products. Activity
in the construction and quarrying
subsectors was also up by 9% as a result
of several large aid-funded and private
sector projects. The services sector as a
whole expanded by 3.8% in 2001, but
the performance of the subsectors
displayed considerable variation. The
commerce, hotels, and restaurant sub-
sector contracted by 2%, after signifi-
cant expansion in 2000 due to
millennium celebrations and confe-
rences. The government administration
and community services subsector,
which accounts for some 18% of GDP,
increased by 10% as a result of a 20%
pay rise for civil servants. Most other ser-
vices subsectors recorded modest

growth. The inflation rate accelerated to
6.3% due to expansionary fiscal and
monetary policies and substantial cur-
rency depreciation.

The fiscal situation deteriorated in
2001, largely due to the civil servants’
pay rise, a shortfall in nontax revenues,
and substantially increased spending to
support certain ailing public enterpris-
es. The wages share of current expendi-
tures reached 57% and the current
budget was in deficit at about 0.5% of

2001 refers to fiscal year 2000/01, ending 30 June.

GDP. The overall budget deficit was
2.6% of GDP, financed largely by ad-
vances from the domestic banking sys-
tem and by some bond issues. Public
domestic debt outstanding rose to
T$32.5 million in 2001, to which must be
added an estimated T$32 million in un-
funded liabilities arising from a retire-
ment scheme for civil servants
introduced in 1999. As of mid-2001, the
assets of the Tonga Trust Fund, which is
held offshore and maintained separately
from the budget and official foreign re-
serves, had fallen steeply due to weak
management.

Broad money supply rose sharply
by 26.5% in 2001. Domestic credit ex-
panded by 31.3%, with private sector
credit rising by 24.8% (partly reflecting
a large loan for imports of telecommuni-
cations equipment), and net credit to
government increasing more than five-
fold in line with the financing of the fis-
cal deficit. Credit to nonfinancial public
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enterprises more than doubled. The effective-
ness of monetary policy remained constrained by
the weakness of the balance sheet of the central
bank, which placed increased reliance on credit
ceilings. The weighted average deposit rate
dropped marginally to 4.7% in 2001. The base
lending rate was stable at 9.0%, so that the inter-
est rate spread widened slightly. With higher in-
f lation, the real deposit rate became negative.

The trade deficit shrank to approximately
one third of GDP in 2001 as merchandise ex-
ports, primarily squash and fish, increased by
3.7%, while imports declined by 4.3%, due to
weak domestic demand. Net private transfers
from Tongans living abroad continued to be the
major source of foreign exchange, at about four
times the value of exports. However, the services
account turned negative due to payments made
to Australia in connection with aircraft leasing ar-
rangements; net investment income flows were
also negative. The current account recorded a
deficit equivalent to 8.2% of GDP. The capital
account surplus fell further from its historically
low level in 2000 due to a rise in Tongans’ over-
seas investments. Consequently, the level of offi-
cial foreign reserves dropped to US$12 million,
or equivalent to about 2 months of imports of
goods. The official external debt (including that
of public corporations) stood at 44.6% of GDP.
The debt service ratio was 19.5% of exports of
goods and services. The pa’anga depreciated by
11% in nominal effective terms and by 6.8% in
real effective terms.

POLICY DEVELOPMENTS

The rise in substantial unbudgeted expenditures
poses a risk of even higher inflation as well as a
risk to the balance of payments. In addition, the
Government needs to direct public spending
away from wages toward operation and mainte-
nance. To improve fiscal performance, the Gov-
ernment has already begun to consider the
extensive range of tax and tariff exemptions
granted under the Industrial Development
Incentives Act. The issue of capturing a reason-
able share of the resource rent in the fast-grow-
ing f isher ies subsector also needs to be
addressed. A large public enterprise sector has
been a drain on the public purse and is still in
need of major reform.

The most promising industry in the country
is tuna fishing, primarily for export, with more
modest prospects in agriculture and tourism.

The major impediment to private sector growth
and foreign investment is the lack of transparency
and predictability in the regulatory mechanism.
Other hurdles include an inefficient tax system
and a costly public sector. These are being ad-
dressed through an economic and public sector
reform program approved in principle by the
Cabinet in early 2002.

OUTLOOK FOR 2002–2003

The outlook is for marginally slower GDP expan-
sion in 2002 of 2.9%, and higher inflation at 10%,
since monetary expansion may be used to fi-
nance the fiscal deficit. A stimulus to growth is
expected from a rapid rise in production of fish
for export and a modest expansion in agricultural
production, with the primary sector growing
slightly faster at 3%. However, secondary sector
growth is projected to slow to 4% as expansion in
construction, mining, and quarrying decelerates.
Slower tertiary sector growth of 2.5% is project-
ed. A strong recovery in tourism-related services
is unlikely given the events of September 11th

2001, which are also expected to reduce remit-
tance flows, as about 60% of these flows were
from the US, where many Tongans worked in the
airline industry and faced job losses. A slowdown
in the dominant government services subsector is
likely as long as a hiring freeze, introduced by the
Government in mid-2001, remains in place.

Growth in 2003 is projected at 2.6% as a
result of slightly slower expansion in all sectors,
except for commerce, restaurants, and hotels,
and private services, which are forecast to pick up
as the tourism sector shows additional strength.
Inflation is projected to moderate to around 5%
as macroeconomic policy tightens following the
implementation of a major economic and public
sector reform program. In late 2002 and in 2003,
the current account balance is expected to im-
prove as somewhat faster export growth com-
bines with slower import growth. A rise in net
official capital inflows and an overall improve-
ment in the balance of payments are forecast.

The 2002 budget anticipates substantial
rises in nontax revenues and in external grants.
Current expenditures are projected to rise by 8%.
The overall budget deficit is projected at 2.3% of
GDP. However, the revenue outlook appears
overoptimistic, and unbudgeted expenditures are
likely to cause the actual spending level to sub-
stantially exceed estimates. An overall budget
deficit of over 4% of GDP seems more likely.
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GDP expanded by 4% in 2001, led primarily by the public sector.

Major policy issues include the sustainability of recent increases

in public spending and public sector management. The

medium-term outlook is for growth of 3%.

T he economy grew by approxi-
mately 4% in 2001, following
3% expansion in 2000. Growth
was led by the public sector,

with public administration rising by
close to 5% and construction continuing
its recent expansion due to government-
and donor-funded projects. Road im-
provement on the main island of
Funafuti was the most significant of
these projects and stimulated growth in
mining and quarrying. Other sectors
grew at more modest rates of around
2%. GNP in 2001 substantially exceed-
ed GDP because of estimated remit-
tances from Tuvalu’s seafarers of $2.6
million, fishing license fees of $6.1     mil-
lion,     telecommunications license fees of
$0.31 million, and revenues from leasing
out Tuvalu’s Internet domain address
(“.tv”) of $1.6 million.

Prior to 2001, net income from over-
seas had been augmented significantly
by returns from the Tuvalu Trust Fund
(TTF), but these returns were smaller in
2001 due to weakness in overseas finan-
cial markets. In 2000, a windfall of $14.5
million in revenues from .tv Corporation
International, the company leasing the
Internet address, supported a substan-
tial rise in government spending while
maintaining the large budget surplus
(Figure 2.37). The expectation of fur-

ther windfall gains encouraged a 2001
budget that explicitly broke with the
post-independence tradition of fiscal
prudence by planning operating expen-
ditures of $2.3 million in excess of esti-
mated sustainable (or “core”) revenues.
The Government’s special development
expenditures were projected at $6.5 mil-
lion. An estimated $5.7 million in the
windfall revenues were intended to fund
such special expenditures resulting in an
overall budget deficit of $3.1 million.
Extrabudgetary development expendi-
tures are entirely financed by external

capital grants and were projected at
$6.5 million in 2001.

The actual budget outcome for
2001 was estimated to yield an overall
budget surplus of $2.5 million, equiva-
lent to about 20% of GDP. Total revenues
were 11% above the original budget esti-
mate because of unexpectedly high tax
and fishing license revenues. However,
revenues from interest, dividends, and
telecommunications license fees were
lower than the budget estimate.

Total expenditures were 44% below
the estimate because of below-budget
spending on all current and capital
expenditure items. During the year, the
Government drew down on the Consoli-
dated Investment Fund (the B account)
of the TTF and borrowed from the
state-owned National Bank of Tuvalu to
buy shares in Air Fiji. The opening of a
permanent mission to the United
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Nations in New York added $370,000 to expendi-
tures; subsidies to copra growers and public cor-
porations also continued.

The inflation rate in 2001 fell to 1.8%, from
5.3% in 2000, reflecting falls in textiles and cloth-
ing prices, and in costs of miscellaneous items.
The National Bank’s lending rates for house and
personal loans were 8% and 11%, respectively.
The rate on savings deposits remained at 2% and
offered little incentive to potential depositors.

Imports in the first three quarters of 2001
were $5.3 million, approximately double the level
of the corresponding period in 2000. The sub-
stantial trade deficit continued to be financed by
remittances, investment income, fishing and tele-
communications license fees, and official trans-
fers. Net foreign assets, inclusive of the TTF, were
adversely affected by weakness in global financial
markets, but still underpinned a sound external
position. The market value of the TTF at
30 September 2001 was $32.6 million, equivalent
to around 5 years of import cover.

POLICY DEVELOPMENTS

The budget for 2002 set a core operating spend-
ing ceiling of $11.6 million, special development
expenditures at $2.5 million, and capital spend-
ing at $5.6 million. Revenues and grants were
projected to total $26.1 million as a result of high-
er interest income and dividends and $10 million
from another installment on the sale of the Inter-
net address. An overall budget surplus of $6.4
million, or 47% of GDP, was projected.

The sustainability of recent increases in gov-
ernment spending is a major emerging policy
concern. The balance of the B account needs to
be raised toward the target level of $18.9 million
(as determined by the Government and external
consultants) to protect public expenditures
against revenue volatility and possible decline.
This will require better public financial manage-
ment based on timely preparation of a realistic
budget, which involves line ministries, and on
sound budget execution, which in turn requires
good cash management and an operative
accounting and reporting system.

A related policy issue is the desirability of
establishing a formal, arms-length relationship
between the Government and the National
Bank, to minimize the risk of improper political
influence on bank management and to ensure
appropriate regulation of a profitable monopoly.
One recommendation is that regular and inde-

pendent prudential supervision be arranged
with donor assistance, and that an experienced
overseas bank executive be appointed as a visiting
bank director.

The management of public enterprises
needs to be improved to reduce the drain on the
public purse and to improve service delivery, fol-
lowing the example of the Tuvalu Maritime
School, which has been commercialized into the
Tuvalu Maritime Institute.

In an effort to reduce the disparity between
household income in Funafuti and the outer
islands, the Government is implementing an
Island Development Program. This aims to de-
centralize administration, improve public service
delivery, promote small business development,
and encourage the sustainable augmentation of
financial resources for outer island development
through the Falekaupule Trust Fund. In 2001, the
Fund reached a capital base of $8.2 million and
the first distribution of earnings of $318,000 was
made to island councils for development expen-
ditures and $104,000 was placed in a buffer ac-
count modeled on the B account of the TTF.
Continued implementation of the Program and
of the associated Falekaupule Trust Fund is nec-
essary if internal migration flows to Funafuti are
to be reversed.

OUTLOOK FOR 2002–2003

Annual growth in 2002–2003 is projected to be
around 3%, with inflation stabilizing at 1.5% in
2002 and 2.1% in 2003. Activity in the market
economy will remain concentrated in Funafuti
and will be dominated by the public sector. In
2002, the construction of a new $7 million gov-
ernment office building and a new hospital is
scheduled to begin, while road reconstruction
continues. New school classrooms are to be built
on two of the outer islands. A slight increase in
public sector employment is projected as existing
vacancies are filled. These developments will
stimulate private sector activity, which is other-
wise constrained by remoteness from markets
and poor international transport links. Given the
projected state of the global economy and finan-
cial markets, no automatic distribution from the
TTF is likely in either 2002 or 2003. Following
the windfall gain in 2002,  revenues from the mar-
keting of the Internet address are projected to be
lower in 2003, in the range of $1 million–$2 mil-
lion, while fishing and telecommunications li-
cense fees are expected to be stable.
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The economy contracted slightly during 2001, a key factor being

the loss of agricultural production following two damaging

cyclones early in the year. Over the medium term, a tighter fiscal

stance will be necessary to avoid macroeconomic instability and

to underpin efforts to promote a favorable investment climate.

GDP is estimated to have
declined by 0.5% in 2001
after a 3.7% expansion in the
previous year (Figure 2.38).

Much of the decline is attributed to a
contraction in agriculture, forestry, and
fisheries. Tourism also performed poor-
ly, particularly in the last few months of
the year. Two cyclones that hit Vanuatu
early in 2001 led to considerable de-
struction of coconut palms, and copra
exports fell by nearly 50%; exports of
kava and beef also weakened.

Government revenues fell below
forecast levels in 2001 as the economic
slowdown reduced import duties and
VAT collections. Revenues from Internet
gambling and the Asset Management
Unit’s sale of public assets failed to live
up to expectations. As a result of the de-
teriorating fiscal position, the Govern-
ment reduced spending on recruitment
of new staff and introduced other re-
strictions. These controls were projected
to have lowered total expenditures to
7.4% below the original appropriation
and to have kept the budget deficit for
the year to within 1% of GDP. However,
the actual outcome for the year showed
that total recurrent expenditures ex-
ceeded the budget by 4%. Due to the

weakening fiscal position, the Govern-
ment resorted to net domestic market
borrowing of approximately US$4.3 mil-
lion, mostly accounted for by an in-
creased overdraft with the Reserve Bank
of Vanuatu.

Private sector credit grew from
US$81 million at the end of 2000 to
US$85 million at the end of 2001, due to
increased borrowing by construction,
distr ibution (wholesale and retail),
transport, manufacturing, and tourism.
Broad money supply expanded by 5.5%
over the year. Interest rates remained

well above international levels during
the year.

Poor export performance resulted
in a deterioration of the trade balance.
Nevertheless, international reserves re-
mained comfortable, covering about 5.7
months of imports at the end of Septem-
ber. Inflation accelerated to 3.6% from
2.5% in the previous year, mainly be-
cause of higher prices for housing and
utilities, and for transport and commu-
nications.

The vatu depreciated slightly
against the US dollar in 2001. The annu-
al average exchange rate in 2000 was
137.8 to the US dollar, but it fell to 147.0
by the end of 2001. Against the Austra-
lian dollar, the vatu showed a slight ap-
preciation over the year.

Public debt surged in the 1990s,
from 16% of GDP in 1990 to more than
40% in 2001, partly due to the need to
fund losses by the National Provident
Fund. The increased debt led to higher
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debt service costs, which rose by 13% in 2001.
Around 80% of the public debt is external.

POLICY DEVELOPMENTS

The Vanuatu Public Finance and Economic
Management Act restricts the level of external
debt and debt service costs to “prudent” levels,
defined as an external debt-to-GDP ratio of 40%
and a ratio of debt service costs (excluding prin-
cipal repayments of domestic debt) to domestic
revenues of 8%. External public debt is currently
33% of GDP and so well within the limit set. An-
nual debt service costs are anticipated to rise to
7.4% of domestic revenues in 2003 and to reach
their ceiling in 2007.

The Government has responded to the situ-
ation by planning for small budget deficits over
the medium term. Domestic debt incurs a higher
interest cost than concessional external loans,
and domestically financed deficits run the risk of
deteriorating the exchange rate and increasing
inflation.

To strengthen the fiscal position through a
broadening of the tax base, the Government
recently established a Revenue Review Commit-
tee to prepare a strategic tax policy framework.
The intention was to lift the ratio of revenues to
GDP from the current level of 22–23% to 27%.
However, none of the major recommendations
made by the Committee in mid-2001 has yet
been implemented.

The fiscal position could also be improved
through better revenue administration, and addi-
tional resources are now being allocated to both
the Department of Customs and Inland Revenue

to improve compliance. Unfortunately, the re-
sources required to administer VAT, which was
introduced in 1998, meant that the collection of
import duties and other revenues suffered.

OUTLOOK FOR 2002–2003

The Government is aiming to achieve GDP
growth of 4.5% over the medium term by encour-
aging private, including foreign, investment. Ac-
cordingly, the Foreign Investment Act was
amended in 2001 to promote investment from
overseas. The reform efforts pursued since 1997
under the country’s Comprehensive Reform Pro-
gram also remain important in improving the cli-
mate for the private sector.

However, the budget forecasts recognize the
difficulties that will be faced in rapidly building
economic activity, and project GDP growth of
only 0.7% in 2002 and 1.9% in 2003. A budget
deficit equal to 1.5% of GDP is projected for
2002, but the Government will find it hard to
achieve this unless it significantly improves cur-
rent revenue collections and expenditure control.

There is some risk of a further increase in
inflation if fiscal policy loosens over the medium
term or if external shocks lift import prices. The
Reserve Bank of Vanuatu views the current level
of inflation of 4% as a critical level, and any fur-
ther increase may trigger a tightening of mone-
tary policy. The high level of international
reserves and prospects of a rebuilding of export
revenues during 2002 mean that a stable ex-
change rate and a sustainable balance-of-pay-
ments position should be achievable over the
medium term.
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PREFERENTIAL TRADE
AGREEMENTS IN ASIA
AND THE PACIFIC
Global multilateral trading arrangements offer the best prospect

for reducing barriers to trade and achieving the greatest gains

from trade liberalization. Preferential trade agreements (PTAs)

are a second-best means of achieving trade liberalization in a

context where multilateral negotiations proceed slowly. There is

considerable variation in the efforts undertaken by PTAs in

different parts of the world. As institutions for international

cooperation, PTAs in the Asia and Pacific region are relatively

advanced and have served as vehicles for fostering regional

cooperation in other economic and non-economic issues,

though they have been less active than PTAs in other regions in

altering tariffs. The diversity of PTAs highlights the need to avoid

discussing them in general terms, and greater nuance in their

portrayal can aid in understanding the types of PTAs that can

serve as useful components of a multitiered international trading

system. Empirical research shows that PTAs have generally

increased trade both among members and between members

and nonmembers, but also supports the conclusion that the

effects of PTAs vary significantly, depending upon their particular

institutional characteristics.

T
INTRODUCTION

rade openness is widely recog-
nized as a cornerstone of eco-
nomic development and
growth, and, ultimately, pover-

ty reduction. Open borders have been
linked with the stimulation of economic
growth, with microeconomic improve-
ments in the efficiency of resource allo-
cation, and with increases in the level of
competition among industries. Trade in-
creases the variety of intermediate prod-
ucts and capital goods that are available
and opens up communication channels
for exchange of production methods and
business practices. Economic integra-
tion has also been shown to have an im-
portant impact on reducing corruption,
increasing government responsiveness,
and improving the quality of economic
policies.

Although there is substantial de-
bate over the extent of the short-term
adjustment costs of reducing barriers to
trade, there is near unanimity that in-
creased trade openness has had a signif-
icant long-term positive impact on
economic development. In this context,
developments in preferential trade
agreements (PTAs) and multilateral
trading arrangements carry important
implications for future economic growth
and prospects for reducing poverty in
the developing world.

There are many reasons to be opti-
mistic about increasing global trade and
the trend among economies in the Asia
and Pacif ic region toward greater
integration, including the expansion of
PTAs in the region. The volume of trade
globally has risen steadily in recent de-
cades, and the increase was particularly
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TABLE 3.1     World Trade Organization and Preferential Trade Agreements,
Membership Status of Developing Member Countries, 2001

Developing World Trade Organization Membership Status
Member  Country (Date of Membership or Date Working Party Established)

D
at

e 
of

 E
st

ab
lis

hm
en

t

A
FT

A
 (J

an
 1

99
2)

 a

A
PE

C 
(1

98
9)

CI
S 

(D
ec

 1
99

4)

EC
O

 (J
ul

 1
99

2)

G
ST

P 
(A

pr
il 

19
89

) b

M
SG

 (J
ul

y 
19

93
)

SA
A

RC
 ( 

D
ec

 1
98

5)

SA
PT

A
 (D

ec
 1

99
5)

SP
A

RT
EC

A
 (J

an
 1

98
1)

Afghanistan

Azerbaijan Applicant (16 July 1997). Submitted a memorandum on its foreign
trade regime in April 1999. A first set of questions concerning the
memorandum was circulated in July 2000 and a second set in
December 2001.

Bangladesh Member (1 January 1995).

Bhutan Applicant (15 July 1999). Not submitted a memorandum on its
foreign trade regime. The working party has not yet met.

Cambodia Applicant (21 December 1994). Submitted a memorandum on its
foreign trade regime in June 1999. Replies to questions concerning
the memorandum were circulated in January 2001. First meeting
of  the  working party took place on 22 April 2001. The next
meeting is planned  for the first quarter of 2002.

China, People’s Rep. of Member (11 December 2001).

Cook Islands

Fiji Islands Member (14 January 1996).

Hong Kong, China Member (1 January 1995).

India Member (1 January 1995).

Indonesia Member (1 January 1995).

Kazakhstan Applicant (6 February 1996). Last meeting of the working party was
in October 1998. Bilateral market access negotiations in goods and
services commenced in October 1997, and are continuing based on
a revised goods offer and the existing services offer. Working party
last met in July 2001.

Kiribati

Korea, Republic of

Kyrgyz Republic Member (20 December 1998).

Lao People’s Dem. Rep. Applicant (14 April 1999). Memorandum on its foreign trade
regime was circulated in June 2001. The first meeting of the
working party is expected to take place in the first half of 2002.

Malaysia Member (1 January 1995).

Maldives Member (31 May 1995).

Marshall Islands

Micronesia, Federated States of

Mongolia Member (29 January 1997).

Myanmar Member (1 January 1995).

Nauru
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TABLE 3.1 (cont’d.)     World Trade Organization and Preferential Trade
Agreements, Membership Status of Developing Member Countries, 2001 
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AFTA = ASEAN Free Trade Area; APEC = Asia-Pacific Economic Cooperation; CIS = Commonwealth of Independent States; ECO = Economic Cooperation
Organization; GSTP = Global System of Trade Preferences among Developing Countries; MSG = Melanesian Spearhead Group; SAARC = South Asian
Association for Regional Cooperation; SAPTA = SAARC Preferential Trading Agreement; SPARTECA = South Pacific Regional Trade and Economic Cooperation
Agreement.
Notes: a Viet Nam joined in 1995, Lao People’s Democratic Republic and Myanmar in 1997, and Cambodia in 1999. b Thailand joined in 1990, the Philippines in
1992, and Myanmar in 1997.
Sources: World Trade Organization, 2001, International Trade Statistics 2001; official websites of the preferential trade agreements.

Nepal Applicant (21 June 1999).  The first meeting of the working party
took place in May 2000. Market access negotiations commenced
in September 2000. The next meeting of the working party is
expected to be held in 2002.

Pakistan Member (1 January 1995).

Papua New Guinea Member (9 June 1996).

Philippines Member (1 January 1995).

Samoa Applicant (15 July 1998). Memorandum on its foreign trade regime
was circulated in February 2000. Replies to a first set of questions
concerning the memorandum were circulated in August 2000, and
replies to a second set are pending. The first meeting of the working
party may take place in the first half of 2002.

Singapore Member (1 January 1995).

Solomon Islands Member (26 July 1996).

Sri Lanka Member (1 January 1995).

Taipei,China Member (1 January 2002).

Tajikistan Applicant (18 July 2001).  Not yet submitted a memorandum on its
foreign trade regime. The working party has not yet met.

Thailand Member (1 January 1995).

Tonga Applicant (15 November 1995). A memorandum on the foreign
trade regime was circulated in May 1998 and replies to questions
concerning the memorandum were circulated in November 2000.
The first meeting of the working party was held in April 2001.

Turkmenistan

Tuvalu

Uzbekistan Applicant (21 December 1994). Submitted a memorandum on its
foreign trade regime in September 1998. Replies to questions
concerning the memorandum were circulated in October 1999.
Bilateral market access contacts have been initiated. The first meeting
ofthe working party may take place in the first half of 2002.

Vanuatu The final meeting of the working party was held on 29 October 2001.

Viet Nam Applicant (31 January 1995). Topics under discussion in the working
party include agriculture, the customs system, import licensing,
national treatment, sanitary and phytosanitary measures and
technical barriers to trade, state trading, trading rights, and trade-
related intellectual property rights.
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sharp in the 1990s. This growth has enabled
Asian economies to increase the per capita in-
come of their populations and to achieve signifi-
cant reductions in the incidence and severity of
poverty. Although in the late 1990s, the Asian fi-
nancial crisis had a restraining effect on aggre-
gate growth rates, on the negotiation of new
PTAs, and on the expansion of existing PTAs in
the region, export growth during the decade as a
whole was strong. Export growth was strongest
among manufactures while exports of agricultur-
al products—the sector least liberalized in the
existing multilateral and regional trading ar-
rangements—actually fell as a share of total
world trade. Trade in services also increased rap-
idly in the 1990s, while the share of services
trade across sectors moved away from transport
and travel toward other commercial services.

Debate Over Merits of PTAs

The debate over the relative merits of PTAs is
pertinent for DMCs for several reasons. (Box 3.1
discusses some of the terms used in this chapter
and Table 3.1 lists the membership status of the
World Trade Organization (WTO) of the devel-
oping member countries [DMCs] of the Asian
Development Bank [ADB]). First, the number of
PTAs in the region is growing. The Association of
Southeast Asian Nations (ASEAN) and the South
Asian Association for Regional Cooperation
(SAARC) have formed PTAs—the ASEAN Free

Trade Area (AFTA) and the SAARC Preferential
Trading Arrangement (SAPTA). Australia and
New Zealand have deepened the Closer Eco-
nomic Relations Trade Agreement (CER) and,
via the South Pacific Regional Trade and Eco-
nomic Cooperation Agreement (SPARTECA),
extended preferential trade to their Pacific island
neighbors. Several Pacific DMCs have joined the
Melanesian Spearhead Group (MSG) and the
Asia-Pacific Economic Cooperation (APEC)
continues to evolve. The Economic Cooperation
Organization (ECO) is the grouping in which the
Central Asian DMCs participated, after the fall
of the Soviet Union disrupted existing patterns of
trade among themselves and with the Russian
Federation. A Japan-Singapore trade agreement
was signed in January 2002. There are other
PTAs on the agenda. For example, an East Asian
Free Trade Agreement, an expansion of ASEAN,
and bilateral agreements between Japan and the
Republic of Korea (Korea), are currently being
discussed.

Second, PTAs outside of the region as well
as preferential access agreements such as the
“Everything But Arms” initiative1  of the Euro-
pean Union (EU) and the phasing out of the

referential trade agreements
(PTAs) are agreements between
two or more countries in which

Box 3.1. Terminology of Preferential Trade Agreements

under the aegis of the World Trade
Organization.

PTAs include regional trading
arrangements (RTAs), which are PTAs
where countries come from the same
geographic region. Because existing
PTAs among DMCs include a number of
arrangements with countries from
outside of the region (e.g., APEC and
SPARTECA), the term PTA is generally
used in this chapter.

There are several types of PTAs, in
terms of their level of trade and eco-
nomic integration. The most modest
form of PTA involves preferential
tariffs—but not eliminated tariffs—
between two or more countries on

certain goods. This contrasts with most-
favored nation (MFN) trade liberaliza-
tion, which occurs when each country
lowers its trade barriers for all of its
trading partners, regardless of the other
countries’ trade policies. Free trade
agreements (FTAs) are PTAs in which
tariffs are eliminated entirely on the
goods produced in member countries,
but countries maintain their own tariff
structures with nonmembers. Customs
unions are PTAs in which all members
adopt a common external tariff struc-
ture. Consistent with the common
external trade policy, customs unions
generally act as a single body in all
trade negotiations with nonmembers.

P
tariffs imposed on goods produced in
the member countries are lower than
on goods produced outside.1  In the
literature, PTAs also refer to preferen-
tial trading arrangements or areas. This
chapter defines PTAs broadly to include
a host of trade arrangements made
outside of the multilateral trading
system, including PTAs notified to the
World Trade Organization as well as
looser arrangements such as APEC. The
multilateral trading system represents
the global effort to achieve trade liber-
alization across all countries carried out

1 Panagariya (2000). The definitions used in this chapter are generally based on the discussion in this paper and in Appleyard and Field (1998).

1 This EU initiative, adopted on 5 March 2001, provides duty- and
quota-free access to EU markets for exports of all merchandise
except arms to United Nations-designated “least-developed
countries”. The initiative received in-principle, best-endeavors en-
dorsement by other developed countries at the Third WTO Ministe-
rial Meeting in Doha in November 2001, but without any specific
timetable for implementation.
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Multif iber Arrangement (MFA) will affect
DMCs’ export prospects. Regional PTAs have
been seen as a defensive response to regionalism
(i.e., the formation of regional trade blocs) else-
where. Third, DMCs need to address the rela-
tionship between PTAs and multilateral trade
negotiations under the Doha round of WTO ne-
gotiations.

The political dimension of PTAs, at both the
domestic and international levels, seems to ex-
plain their popularity more than their economic
advantages. PTAs can be more palatable domes-
tically than multilateral arrangements, as they al-
low countries to clarify sensitive sectors while
integrating with countries that will not create
strong competitive pressures for economic re-
structuring.

On the international front, PTAs can be a fo-
rum for improved diplomatic relations and in-
creased nontrade economic integration. Some
argue that PTAs can serve as “commitment
mechanisms” for policy reform, particularly non-
tariff reform, such as investment policies or regu-
lation. They are often cited as quicker
mechanisms for bypassing the complicated mul-
tilateral negotiations that occur in WTO.

In terms of economic performance, the
evaluation of PTAs relative to broader liberaliza-
tion is less clear. There is no strong empirical ev-
idence that they have been harmful to broader
trade in the Asia and Pacific region. Although
clearly inferior to a multilateral trading arrange-
ment in reducing the barriers to trade on a global
scale, PTAs represent a second-best means of
promoting trade liberalization in a context where
multilateral negotiations proceed slowly. In such
an environment, openness via PTAs can create
some of the same institutional and competitive
pressures as increased openness via multilateral
negotiations. However, opinions vary regarding
how effective PTAs are for creating incentives for
efficient allocation of resources.

Opponents of PTAs point out that patterns
of specialization in PTAs are not necessarily
those that would occur if a country had opened
its borders to the world economy. They also point
out the potential that PTAs create for a compli-
cated network of overlapping rules and trade
restrictions that will limit trade between PTAs.
From the critics’ perspective, the political attrac-
tiveness of PTAs is cause for fear that trade
agreements negotiated outside of the WTO
could lead to a less important role for WTO and
prevent the realization of global free trade.

The operational question now facing policy-
makers is how to achieve fuller benefits of in-
creased openness to trade. Although PTAs involve
a measure of controversy—particularly within the
economics profession—they are, at the moment,
a popular means of liberalization in the face of
domestic and international constraints. There has
been a substantial increase in the formation of
regional PTAs in the past decade. It is in this con-
text that this chapter looks at PTAs in the Asia and
Pacific region, and at the effect, on countries in
the region, of PTAs in other regions.

Chapter Overview

This chapter extends the discussion from the spe-
cial chapter in Asian Development Outlook 2001,
which examined international integration of mar-
kets and economic activities, and considered the
impact of changes in technology and institutions
that have underpinned globalization. It also
builds on the Asian Development Outlook 1997
and 1998 special chapter, which considered re-
gional cooperation and highlighted the econom-
ic benefits of trade liberalization when
accompanied by the development of efficient do-
mestic factor markets. While this current chapter
updates the Asian Development Outlook 1997
and 1998 special chapter, it differs from it by
adopting a more narrow focus on PTAs as institu-
tional mechanisms for fostering freer trade and
improved economic conditions in the region. It
also devotes greater attention to the implications
of recent theoretical and empirical work in eco-
nomics for crucial policy questions on PTAs.

The 5 years since that chapter was written
have been economically turbulent, with the ex-
periences of the financial crisis and the subse-
quent global recession bringing to the fore
concerns about increasing international eco-
nomic integration and its impact on developing
countries and the world’s poor. These and other
developments—such as the People’s Republic of
China (PRC) joining WTO and the expiration of
the MFA—over these 5 years have prompted re-
newed consideration of multilateral trading ar-
rangements, including PTAs.

This chapter focuses on identifying the char-
acteristics of PTAs that are likely to maximize
short-term economic and political benefits for
member countries and minimize the potential
risks that PTAs present to the longer-term goal of
global free trade. Although the multilateral trad-
ing system remains the backbone of progress
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toward the realization of this goal, it is clear that
the current impetus for PTAs has gained
momentum. Consequently, this chapter has had
to identify the specific features of PTAs that are
worrisome and those that are more likely to con-
tribute to improved economic performance. In
particular, this chapter highlights ways to mini-
mize conflict between PTAs and the WTO mul-
tilateral trading arrangements and identifies
ways in which PTAs can be a neutral—if not
complementary—means of trade liberalization.

The chapter has five main sections. The first
reviews trends in regional and world trade and in
the expansion of the number of PTAs worldwide.
The next section discusses the diverse character-
istics of existing PTAs, highlighting the distinct
path that PTAs have followed in Asia and the Pa-
cific relative to other regions. It stresses that it is
difficult to argue about PTAs in general, and, spe-
cifically, that characteristics that may hinder free
trade are found in some agreements but not all.

The third section reviews the main theoreti-
cal arguments for and against PTAs as institution-
al mechanisms for fostering trade and broader
economic cooperation between nations. The
fourth section provides a short quantitative eval-
uation of the effects of PTAs on Asian and world
trading patterns using results drawn from econo-
metric techniques. The results also provide some
insight into the effects that major PTAs outside of
the region have on trade flows to and from Asian
economies. The conclusions summarize some
major policy questions and developments.

TRENDS IN TRADE AND
THE EXPANSION OF PTAs

Trends in World and Asian Trade Flows

Overall Trade. World trade has grown faster
than gross domestic product (GDP) in the last 50
years as the world economy has become more
open (Figure 3.1). The average annual growth of
exports was 6.5%. This was nearly 3 percentage
points higher than the GDP growth rate  of 3.8%
(Table 3.2).

Growth in the exports of manufactured
products has consistently surpassed growth in
exports of agricultural and mining products as
manufacturing goods’ share in total merchandise
exports increased. The share of manufactured
exports in total merchandise exports rose from
70% to 75% in the 1990s, while the share of agri-
cultural and mining exports fell from around
26% to 22% (Table 3.3). Exports of telecommu-
nications and office equipment surpassed those
of automotive products in the decade, growing
from a little less than 9% of total exports to 15%,
while automotive sector exports remained rela-
tively constant at just over 9%. Exports of gar-
ments and textiles slowed in the 1990s, with
textiles in particular growing at a slower rate than
total merchandise exports.

This variation in the rate of growth of ex-
ports across categories of goods is due, in part, to
differences in trade regimes. Rapidly growing
telecommunications and office equipment ex-
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ports that were critical components of the infor-
mation and communications technology revolu-
tion of the 1990s have been subject to low or zero
duties and taxes, while slower-growing trade in

garments and textiles, on the other hand, is man-
aged under the MFA, which operates under a
quota system. Other manufactured exports, such
as iron and steel, machinery and transport

TABLE 3.2 Global Average Annual Growth, Exports and GDP, 1951–2000 (%)

Exports

Agriculture Mining Manufacturing Total GDP

1951–2000 3.5 3.9 8.0 6.5 3.8

1951–1960 5.0 8.3 8.9 7.8 4.5
1961–1970 2.9 3.9 10.5 8.6 5.4
1971–1980 3.6 1.9 7.2 5.4 3.9
1981–1990 1.6 1.1 5.6 4.0 3.2
1991–2000 4.5 4.1 7.8 7.0 2.3

Source: World Trade Organization, 2001, International Trade Statistics 2001, Table II.1.

TABLE 3.3 World Merchandise and Services Exports, 1990, 1995, and 2000

1990 1995 2000

World Merchandise Trade ($ billion) 3,388 4,934 6,186

Share in World Merchandise Trade (%)
Agricultural products 12.2 11.7 9.0

Food 9.3 9.0 7.2
Raw materials 2.9 2.7 1.9

Mining products 14.3 10.6 13.1
Ores and other minerals 1.6 1.2 1.0
Fuels 10.5 7.2 10.2
Nonferrous metals 2.1 2.1 1.9

Manufactures 70.5 73.8 74.9
Iron and steel 3.1 3.0 2.3
Chemicals 8.7 9.4 9.3
Other semimanufactures 7.8 7.9 7.3
Machinery and transport equipment 35.8 38.6 41.5

Automotive products 9.4 9.2 9.2
Office and telecoms equipment 8.8 12.2 15.2
Other machinery and transport equipment 17.6 17.2 17.1

Textiles 3.1 3.0 2.5
Clothing 3.2 3.2 3.2
Other consumer goods 8.8 8.6 8.8

Total Merchandise Exportsaaaaa 100.0 100.0 100.0

Commercial Services ($ billion) 845.3 1,246.5 1,435.0

Share in World Exports of Commercial Services (%)
Transport 28.5 25.2 23.0
Travel 33.9 33.6 32.4
Other commercial services 37.6 41.2 44.6
a Includes unspecified products accounting for 3% of world merchandise exports.

Source: World Trade Organization, 2001, International Trade Statistics 2001, Tables IV.1 and IV.2.
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equipment, chemicals, other semimanufactures,
and consumer goods are governed by a variety of
trade rules, including PTAs. The growth of trade
in most of these goods, while still substantial, has
been slightly below the growth rate of overall
merchandise exports.

Geographic Concentration of Trade. North
America, Western Europe, and Japan have consis-
tently been the top three trading regions or coun-
tries. Together they accounted for 64.3% of world
exports and 68.6% of imports in 2000, up from,
respectively, 59.2% and 61.2% in 1948 (Table
3.4). In the 1990s, the share of the PRC in total
world trade rose. Like the PRC, the share of the
grouping comprising Central and Eastern Eu-
rope, the Baltic States, and the Commonwealth of
Independent States (CIS) expanded in the 1990s.

Developing Asia, defined as the DMCs of
ADB, nearly doubled its share of world merchan-
dise exports over the past 50 years, while its share
of world imports increased by about 50%, mak-
ing the continent a net exporter of goods. Seven
economies (PRC; Hong Kong, China; Korea;
Malaysia; Singapore; Taipei,China; and Thai-
land) in 2000 accounted for 84% of developing
Asia’s exports as well as 84% of its imports. This is
a sharp rise from the 64% and 61% shares they
accounted for in 1960.2 There were also impor-
tant changes in the direction of exports of the
DMCs from 1980 to 2000.

Increase in world trade and number of PTAs.
As exports and imports have increased in impor-
tance in the world economy, greater attention has
been given to the PTAs in the Asia and Pacific
region (Figure 3.2). As more and more countries
enter into negotiations to join WTO, the same
countries have often simultaneously turned their
attention to creating even closer trading ties with
their neighbors. At present, about 97% of total
global trade involves countries that are members
of at least one PTA, compared with 72% in 1990.3

Generally, international trade is more impor-
tant to smaller economies than to larger ones
(Figure 3.3). Yet a few large industrial countries
and regions dominate world trade. This asymme-
try may help explain why some smaller econo-

mies have looked to PTAs to represent their inter-
ests in a broader international trading system.

The number of PTAs is expanding as well as
the number of members of existing PTAs. Look-
ing at the expansion of members of several of the
PTAs in the Asia and Pacific region, one notes
that APEC membership has grown rapidly.
When founded in 1989, membership consisted
of the ASEAN member states, as well as Austra-
lia, Canada, Japan, Korea, New Zealand, and the
United States (US). The PRC joined in 1991, and
Viet Nam in 1997, as their commitment to market
opening and international integration became
more cer tain. Hong Kong, China and
Taipei,China joined in 1991. Chile, Mexico,
Papua New Guinea, Peru, and the Russian
Federation joined subsequently.

ASEAN’s expansion to Viet Nam, Cambodia,
and Myanmar was alternately interpreted as a
move toward “natural trading partners,” an effort
to bring transition economies into the market
system, and an effort to secure preferential ac-
cess by existing members to the new members’
rich natural resources.

PTAs in East Asia and Southeast Asia have
generally been less active in carrying out effec-
tive trade liberalization than PTAs in other re-
gions. As a result, although PTAs have existed for
some time in these two subregions, the econo-
mies have remained highly export oriented and
include many economies where exports repre-
sent a large share of GDP. The rapid growth of
PTAs demonstrates the attractiveness of the larg-
er regional markets, created by the PTAs, which
can be accessed by joining an existing PTA. It
may also reflect the sense of insecurity felt by
smaller nations dependent on export earnings.

DIVERSITY OF PTAs

In themselves, PTAs are not necessarily either
beneficial or harmful, nor are they unavoidable
stumbling blocks on the way to the eventual
achievement of global free trade. While many of
the participants in the debate over PTAs lump
them together as either “good” or “bad,” it is
important for policy purposes to look more
carefully at the details of the existing arrange-
ments before making any recommendations.
This section describes the diversity of PTAs and
considers the distinct characteristics of PTAs in
terms of their likely economic and broader
effects on members and nonmembers alike.

2 The export and import shares in 2000 are estimated using the
Asian Development Outlook database; the data for 1960 are esti-
mated using the World Bank’s World Development Indicators 2001.
3 PTA membership is identified using WTO notifications as report-
ed on the WTO website. The share of total world merchandise trade
is estimated using Direction of Trade Statistics current export data
with a sample of 168 countries in 1990 and 204 countries in 2000.
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TABLE 3.4 World Merchandise Trade by Region and Selected Economy, 1948–2000

1948 1953 1963 1973 1983 1993 2000

World Exports ($ billion) 58 84 157 579 1,835 3,641 6,186
Share (%)

World 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Asia and Pacific 13.6 13.1 12.4 14.9 19.1 26.3 26.7

Asia and Pacific developing economiesa 9.5 8.4 6.5 6.4 9.7 14.8 17.8
China, People’s Rep. of 0.9 1.2 1.3 1.0 1.2 2.5 4.0
India 2.2 1.3 1.0 0.5 0.5 0.6 0.7
Japan 0.4 1.5 3.5 6.4 8.0 10.0 7.7

Australia and New Zealand 3.7 3.2 2.4 2.1 1.4 1.5 1.2
North America 27.3 24.2 19.3 16.9 15.4 16.8 17.1
Latin America 12.3 10.5 7.0 4.7 5.8 4.4 5.8
Western Europe 31.5 34.9 41.4 45.4 38.9 43.7 39.5
Central and Eastern Europe, Baltic States, CIS b 6.0 8.1 11.0 9.1 9.5 2.9 4.4
Africa 7.3 6.5 5.7 4.8 4.4 2.5 2.3
Middle East 2.0 2.7 3.2 4.1 6.8 3.4 4.2

World Imports ($ billion) 66 84 163 589 1,881 3,752 6,490
Share (%)

World 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Asia and Pacific 14.2 15.1 14.2 15.1 18.5 23.4 22.8

Asia and Pacific developing economiesa 10.6 9.8 7.8 7.0 10.4 15.5 15.7
China, People’s Rep. of 1.1 1.7 0.9 0.9 1.1 2.8 3.5
India 3.1 1.4 1.5 0.5 0.7 0.6 0.8
Japan 1.0 2.9 4.1 6.5 6.7 6.4 5.8

Australia and New Zealand 2.6 2.4 2.3 1.6 1.4 1.5 1.3
North America 19.8 19.7 15.5 16.7 17.8 19.8 23.2
Latin America 10.6 9.3 6.8 5.1 4.5 5.2 6.0
Western Europe 40.4 39.4 45.4 47.4 40.0 42.9 39.6
Central and Eastern Europe, Baltic States, CIS b 5.8 7.6 10.3 8.9 8.4 2.9 3.7
Africa 7.6 7.0 5.5 4.0 4.6 2.6 2.1
Middle East 1.7 2.0 2.3 2.8 6.3 3.2 2.6

CIS= Commonwealth of Independent States.
a Asia and Pacific developing economies includes developing member countries plus Brunei Darussalam and Macau, China, but excludes the
Central Asian republics, Cook Islands, East Timor, Marshall Islands, Micronesia, and Nauru.
b Figures are significantly affected by: (i) changes in the country composition of the region and  major adjustment in trade conversion factors
between 1983 and 1993; and (ii) the inclusion of the Baltic States and the CIS mutual trade between 1993 and 1999.
Notes: The figures reported include all exports and imports from countries, including within-region trade. Between 1973 and 1983 and
between 1993 and 1999 export and import shares were significantly influenced by oil price developments.

Source: World Trade Organization, 2001, International Trade Statistics 2001, Table II.2.

Origins of PTAs

It is beyond the scope of the present chapter to
fully compare and contrast all the international
trading arrangements in the Asia and Pacific
region. Instead, this chapter restricts itself to
briefly reviewing the contrasts between Asian
PTAs and the major PTAs in other regions. WTO
has received notification of 30 multilateral PTAs
and 58 bilateral arrangements in the past three
decades. Most of these are between neighboring

countries. Most are currently PTAs aspiring to
evolve into free trade agreements (FTAs), rather
than customs unions. Possibly this is because the
formation of a customs union and agreement on
a common external tariff structure are more
demanding than the formation of an FTA. The
degree of internal free trade varies highly, as
does the breadth of the agreements beyond tariff
reductions for goods trade. Agriculture is com-
monly excluded from the list of sectors where
trade is liberalized. Most PTAs explicitly
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recognize the need for facilitating trade, harmo-
nizing quality and other regulatory issues, build-
ing infrastructure, and streamlining customs
procedures, but activity in these areas tends to be
limited in all but a few PTAs. Liberalization of
trade in services is comparatively rare, although
investment policies are more common.

PTAs vary widely in the degree of institu-
tionalization. The majority are based on recipro-
cal trade concessions and thus require some sort
of forum for negotiations, but the frequency of
negotiations varies from several times per year to
once every few years. Dispute settlement mecha-
nisms frequently specify some sort of bilateral
negotiation; only a few agreements have set up a
multinational court to arbitrate on disagree-
ments between members and have established
the administrative agents to oversee implementa-
tion of agreements. Many of the PTAs are more
ambitious in aspiration than implementation.

The group of PTAs involving DMCs varies
widely.4  AFTA, MSG, and SAPTA—as agree-
ments between several neighboring countries to
extend reciprocal preferential treatment to the
others’ exports for many sectors—are three typi-
cal PTAs in the region. AFTA and SAPTA were
outgrowths of regional cooperation bodies
(ASEAN and SAARC, respectively, which were

formed for largely political reasons). They
encompass a wide range of cross-national inter-
actions in cultural, health, environmental, and
other areas, in addition to trade. AFTA, in partic-
ular, has been active in drawing up a timetable
whereby tariffs are to be reduced in progressive
steps, leading eventually to an FTA.

MSG and SPARTECA involve groups of
Pacific island countries (the latter in association
with Australia). Trade volume among member
countries remains low and these economies re-
main oriented toward the larger Australian and
New Zealand markets. Another recently ap-
proved PTA in the Pacific is the Pacific Island
Countries Trade Agreement (PICTA), which in-
volves 14 countries, including several DMCs.
The agreement is expected to come into force in
2002, once it is ratified by at least six countries.
Its implementation is planned in stages leading
to full trade liberalization within 8 to 10 years.
PICTA aims to generate employment and other
economic benefits through increased trade and
investment opportunities in the larger market
that it creates.

ECO involves much weaker arrangements
than most PTAs,5  and appears to have a greater
focus on broad background institutions and ar-
rangements for bilateral agreements (and even an
attempted customs union) than on PTAs as such.
In general, formal diplomatic arrangements for
trade agreements have been offset by unilateral
policy barriers and unpredictable changes, such
as exchange controls. Two examples are Uzbeki-
stan’s imposition of exchange controls in October
1996 after a decline in cotton prices triggered a
balance-of-payments crisis, and the Russian
Federation’s imposition of special tariffs after its
economic crisis in 1998 (Pomfret 2001).

CER, an industrial-country PTA, has the
institutional format of a generic PTA but is one of
the most advanced free trade areas in terms of
implementation: it has removed nearly all policy
barriers to trade in both goods and services.
CER not only eliminates tariffs but also contains
provisions for customs harmonization and com-
mon product standards.

Institutional Characteristics of PTAs

PTAs in Asia and the Pacific are more loosely in-
stitutionalized than those in Europe, Latin

5 Trade between the newly independent states is estimated to have
dropped by as much as 50% in volume terms.

PTAs vary widely in

the degree of

institutionalization.

4 APEC is not discussed here because it includes both DMCs and
industrial countries.
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Asia and Pacific Region

AFTA Brunei Darussalam, Cambodia,
Indonesia, Lao PDR, Malaysia,
Myanmar, Philippines, Singapore,
Thailand, Viet Nam.

APEC Australia; Canada; Chile, China,
People’s Rep. of; Hong Kong, China;
Indonesia; Japan; Korea, Rep. of;
Malaysia; Mexico; New Zealand;
Papua New Guinea; Peru; Philippines;
Russian Federation; Singapore;
Thailand; United States; Viet Nam.

CER Australia, New Zealand.

ECO Afghanistan, Azerbaijan, Iran,
Kazakhstan, Kyrgyz Republic,
Pakistan, Tajikistan, Turkey,
Turkmenistan, Uzbekistan.

SAPTA Bangladesh, Bhutan, India, Maldives,
Nepal, Pakistan, Sri Lanka.

SPARTECA Australia, New Zealand, Cook Islands,
Fiji Islands, Kiribati, Marshall Islands,
Micronesia, Nauru, Niue, Papua New
Guinea, Solomon Islands, Tonga,
Tuvalu, Vanuatu, Western Samoa.

28 Jan 1992

1989

1 Jan 1983

1991

7 Dec 1995

1 Jan 1981

ASEAN institutions include a central
secretariat. For the FTA, no separate
supranational institutions. Dispute
settlement by bilateral negotiation,
with presentation of case before a
“senior economic officials meeting” as
a means of resolving impasses. No
standing body for investigating
disputes; panels of experts appointed
as needed. ASEAN economic ministers
serve as final arbiters. Decision making
at annual meetings of heads of state.

APEC Secretariat.  Annual meetings of
heads of state, ministers. Provisions are
not binding, so no mechanisms for
dispute settlement.

Australia-New Zealand Affairs
Secretariat under the control of the
ministries of foreign affairs (oversees
implementation). Dispute settlement by
bilateral negotiations. Annual meetings
of economic and foreign affairs
ministers.

ECO Secretariat, Regional Council,
Council of Permanent Representatives,
regional technical agencies. Annual
ministers’ meetings, biennial meetings
of heads of state.

SAARC institutional structure includes
Secretariat, regional centers for
research, Standing Committee of
Foreign Secretaries, standing
committees on technical issues. Most
decisions made at annual meetings of
heads of government. No separate
institutions for SAPTA.

Forum Secretariat, Australian and New
Zealand customs agencies oversee
agreement, primarily assessment of
origin of goods traded.

Trade facilitation,
investment, industrial
cooperation, services
trade. FTA is part of
larger regional
cooperation plans
under ASEAN.

Trade facilitation,
services, investment,
intellectual property
rights.

Trade facilitation,
services, investment.

Investment, trade
facilitation.
Coordination of
market-oriented
reforms.

FTA is part of larger
cooperation plans of
SAARC.

Services, migration,
investment, some
foreign policy, trade
facilitation.

TABLE 3.5 Institutional Arrangements Under Existing Preferential Trade Agreements

Date of Entry Supranational Institutions Provisions beyond
PTA Member Countriesa into Forcea (including meeting frequency)b Tariff Reductionb

America, or North America (Table 3.5). There
are no customs unions in the region, thus there is
no need to negotiate a common external tariff
structure. Dispute settlement mechanisms tend
to be based on bilateral negotiations, with some
provisions for resolution of disagreements. Much
of the implementation of the PTA regulations,

such as application of rules of origin, takes place
subnationally according to commonly agreed
standards. The political history of the PTAs also
partly explains the lack of accompanying institu-
tions. The two PTAs that are offshoots of larger
organizations (AFTA and SAPTA) do not require
much additional institutional structure to admin-
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Sources: a World Trade Organization, 2001, International Trade Statistics 2001, except for APEC data, which is available at: www.apec.org.
b Clarete, Edmonds, and Seddon, forthcoming,  Asian Regionalism and its Effects  on Trade in the 1990s.

Other Regions

Andean Pact Bolivia, Colombia, Ecuador, Peru,
Venezuela.

EFTA Iceland, Liechtenstein, Norway,
Switzerland.

EU Austria, Belgium, Denmark, Finland,
France, Germany, Greece, Ireland,
Italy, Luxembourg, Netherlands,
Portugal, Spain, Sweden, United
Kingdom.

Mercosur Argentina, Brazil, Paraguay, Uruguay.

NAFTA Canada, Mexico,
United States.

25 May 1988

3 May 1960

1 Jan 1993

29 Nov 1991

1 Jan 1994

Court of Justice (dispute settlement).
General Secretariat (administers
integration), Andean Parliament
(deliberating body). Also annual
meetings of Andean Council of
Presidents and Council of Foreign
Ministers.

EFTA Secretariat. Standing Committee
of EFTA States, various advisory
committees. Parliamentary Committee
(representatives from members’
parliaments) meets four times a year,
ministers meet twice annually.

EU Commission, European Parliament,
Council of the European Union,
European Central Bank, various
committees.

Secretariat, Mercosur Trade
Commission. Council of the Common
Market, Common Market Group.
Primary dispute settlement by bilateral
negotiation; referred to Common
Market Group then Council of the
Common Market in case of impasse.

Free Trade Commission, NAFTA
Secretariat (dispute settlement). Periodic
meetings of heads of state.

Trade facilitation,
migration, investment.

Trade facilitation,
services, investment,
migration, common
market, common
currency.

Trade facilitation,
investment,
maintenance of
democracy.

Trade facilitation,
investment, labor,
environment.

TABLE 3.5 (cont’d.) Institutional Arrangements Under Existing Preferential Trade Agreements

Date of Entry Supranational Institutions Provisions beyond
PTA Member Countriesa into Forcea (including meeting frequency)b Tariff Reductionb

ister themselves. CER is a bilateral agreement so
that administration does not require strong su-
pranational agreements. APEC, the largest trad-
ing arrangement in which DMCs are involved,
has few institutional structures, in keeping with
its overall philosophy of loose cooperation and
open agreements.

The European PTAs, in contrast, involve
substantial international institutionalization. The
EU has a powerful commission to oversee a wide
range of common market policies.

The Latin American PTAs, particularly the
customs unions of the Andean Pact and Merco-
sur, have intermediate levels of institutionaliza-
tion. The Andean Pact is modeled on the EU and
has some of the same permanent institutional el-
ements. The Andean Court of Justice is unusual,
as most PTAs specify bilateral negotiations as the

primary means of dispute settlement. Mercosur’s
trade commission, a multilateral body that re-
solves disputes only after negotiations have
reached an impasse, is a more common institu-
tional format. NAFTA involves the least suprana-
tional institutionalization of the agreements in
the Americas.

There are several PTAs that stand out with
respect to nontrade provisions. Mercosur’s atten-
tion to democracy is unusual, while NAFTA’s pro-
visions for labor and environmental regulation
are also uncommon.

Most PTAs involving DMCs have provisions
for trade facilitation and investment policy.
SAPTA is an exception, as additional nontariff
measures, such as trade facilitat ion and
investment cooperation, are deemed priorities,
although member governments have not
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formally agreed on such additional measures.
Liberalization of trade in services among SAPTA
members is also on the agenda. SPARTECA,
mainly focused on providing market access as a
kind of development aid, has no provisions
beyond those for trade.

PTAs as Mechanisms for Regional
Cooperation

PTAs in the Asia and Pacific region have made
some progress in achieving their non-economic
policy agenda. Frequent meetings among heads
of state, trade officials, and other ministers sug-
gest that they provide important opportunities
for increased communication among member
states, but these often fail to provide concrete
measures to institutionalize reforms, while the
lack of strict dispute settlement mechanisms de-
tracts from the PTAs’ ability to serve as “commit-
ment mechanisms” for member countries.

Arenas for Communication.     AFTA and SAPTA
are both embedded in larger efforts that provide
a strong background for regional communication
at both political and technical levels. ASEAN’s in-
stitutional structure is centered on ensuring fre-
quent contact among member countries’ heads
of state as well as among trade specialists. Meet-
ings of the heads of state (the ASEAN Summit)
are held annually, as are the ministerial meetings.
The annual summits of SAARC are an opportu-
nity for informal political consultation. The
Council of Foreign Ministers, which meets twice
a year, is charged with reviewing goals and identi-
fying new areas for cooperation. Similarly, CER
provides a forum for exchange of information
and has proven adept at advancing free trade into
new areas over the years. Much of the inter-
change takes place at the ministerial level or
below, with planned twice-yearly meetings of
ministers switching between the nations’ capitals
and a range of ad hoc and scheduled specialist
meetings.

The level of leadership commitment in
APEC is also relatively high, with meetings at-
tended by heads of state as well as senior trade
officials since the mid-1990s. It would be logical
to assume that the frequency of these meetings
has increased the information flow among mem-
bers and has contributed to the coincident ex-
pansion of intraregional trade and investment
flows; it is, though, difficult to demonstrate a
clear causal link.

PTA Membership as Commitment to Free
Trade. The effectiveness of the dispute settle-
ment mechanism and the strength of the threat
of exclusion are the two features of PTAs that de-
termine the “commitment value” of member
countries. A PTA with a multinational court to
resolve disputes impartially and a credible sanc-
tion (such as exclusion) make it difficult for
member countries to slacken on their PTA com-
mitments. Member countries can then point to
the difficulty of reneging on their commitments
as evidence that they will fulfill the promises that
they have made. The value of a PTA as “insur-
ance” in the case of a trade war also depends on
the mechanisms for punishing nations that go
back on their promise of market access.

PTAs in the Asia and Pacific region generally
lack institutionalized dispute resolution
mechanisms, preferring instead that remedies be
negotiated informally. For example, CER leaves
dispute settlement to negotiations. While it is un-
likely that Australia and New Zealand will dissolve
the agreement and impose high trade barriers,
there is no obvious institutional reason for their
mutual commitment to free trade. Disputes in
AFTA are resolved by bilateral negotiations with
several levels at which appeals can be made.

Asia and Pacific PTAs and the
World Trade Organization

The Asia and Pacific region’s involvement in
PTAs does not seem to have affected countries’
levels of participation in the larger multilateral
trading system. WTO obligations have taken pre-
cedence over prospective PTAs in the region,
and efforts to liberalize trade via WTO appear to
have been more successful than the region’s
PTAs. For example, in Central Asia, policymakers
appear to be looking outward rather than inward
in their approach to regional integration efforts,
and efforts to form Central Asian PTAs have gen-
erally given precedence to WTO participation.
Kazakhstan abided by a WTO commitment for
external tariffs rather than simply joining the
proposed customs union of Belarus, Kazakhstan,
Russian Federation, and Tajikistan. The Kyrgyz
Republic joined WTO in 1998, and Georgia in
2000. Among DMCs in Central Asia, Azerbaijan,
Kazakhstan, Tajikistan, and Uzbekistan are nego-
tiating for WTO accession.

Similarly, all SAPTA members are full WTO
members except for Bhutan and Nepal, currently
observers negotiating for accession. The original
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ASEAN members as well as Myanmar have
joined WTO, while Cambodia, Lao PDR, and
Viet Nam are observers. MSG members Fiji
Islands, Papua New Guinea, and Solomon
Islands are members of WTO while Vanuatu is an
observer.

APEC appears particularly conducive to
broader efforts to achieve global free trade. In
the recent past, agreements negotiated under
APEC have been influential in spurring trade
reform outside of the PTA. For example, commit-
ments made at the Bogor meeting of APEC in-
fluenced the CER’s reductions of third-country
tariffs on a most-favored nation (MFN) basis
(Garnaut 2000). ASEAN members’ plan to ex-
pand the scope of free trade via MFN liberaliza-
tion is in part linked to member countries’
efforts to meet APEC commitments. ASEAN
also has a permanent budget to spend on techni-
cal assistance (used mainly to finance policymak-
er seminars and educational meetings) for
WTO-related matters.

Income Characteristics of PTAs

PTAs involving DMCs     vary greatly with respect
to level of income and economic development.
Some have members whose level of development
is at a fairly uniform level with per capita incomes
in a narrow range. Others have a wide dispersion
in standards of living. ECO and SAPTA have the
lowest average per capita incomes; CER and
SAPTA have the smallest variations in per capita
incomes (among PTAs involving DMCs). Other
PTAs in the region have higher average per capi-
ta incomes and there is substantial variation in
income levels among members. AFTA and
SPARTECA have the highest variation in GDP
across the member countries. AFTA brings high-
tech industrial Singapore together with primarily
rural Cambodia, Myanmar, and Viet  Nam.
SPARTECA’s high coefficient of variation is due
to the dispersion between the Pacific DMCs on
the one hand, and Australia and New Zealand on
the other (Table 3.6).

The European PTAs—the European Free
Trade Association (EFTA) and the EU—are two
of the richest of the PTAs with per capita in-
comes of about $27,500 and about $20,800, re-
spectively. They are currently two of the more
homogenous agreements, with coefficients of
variation in per capita income of 0.2 and 0.3. This
situation will likely change as the EU expands
eastward.

Among PTAs in the Americas, the Andean
Pact and Mercosur are in the middle to lower
ranges of worldwide     average per capita incomes,
while the coefficient of variation in per capita
income is slightly below average. The North
American Free Trade Agreement (NAFTA)
stands out as the only PTA outside of Asia be-
tween major industrial countries and a less de-
veloped neighbor.

Overlapping Memberships in PTAs and
Multilateral Trading Arrangements

Within the Asia and Pacific region there is no
common pattern to the extent of overlapping
PTA membership. This is a concern, given fears
concerning the debilitating effect that complex
sets of overlapping regulations will have on fu-
ture efforts to liberalize trade. Aside from com-
mon membership of APEC, most of the other
common memberships involve bilateral agree-
ments. This contrasts with the situation in most
other regions, where overlapping membership is
more common. SAPTA and SPARTECA mem-
bers have relatively few commitments to other

TABLE 3.6 Per Capita Gross Domestic
Product of PTAs, 2000

Preferential Per capita
Trade GDP Coefficient
Agreement ($) of Variation

Asia and Pacific Region
AFTA 1,975 1.6
APEC 7,408 1.2
CER 19,283 0.3
ECO 1,220 0.9
SAPTA 461 0.8
SPARTECA 15,195 1.6

Other Regions
Andean Pact 2,469 0.7
EFTA 27,468 0.2
EU 20,747 0.3
Mercosur 4,171 0.6
NAFTA 27,171 0.7

Average 7,235

Source: Calculated using nominal GDP data from
World Bank, World Development Indicators
2001.
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PTAs, most likely because these two agreements
involve least-developed countries. The other
PTAs in the Asia and Pacific region have a higher
number of other commitments because of the
extent of bilateral agreements among member
countries and the AFTA countries’ membership
of APEC.

Open Regionalism.     APEC’s adherence to the
principle of “open regionalism”—reliance on
unilateral trade liberalization extended to mem-
bers and nonmembers and on open member-
ship—while sometimes criticized as being
unrealistic, offers a unique policy orientation for
a trading arrangement.6  While the exact nature
of APEC’s trade liberalization agenda has been
unclear, some analysts credit its efforts with con-
tributing to the formation of FTAs among some
of its member countries.

The PTAs in Asia and the Pacific tend to be
fairly outward looking, with a large percentage of
members’ trade going to nonmember countries.
This reflects the region’s strong ties to the US,
Europe, and some Latin American markets. Of

all the PTAs reviewed, AFTA and APEC mem-
bers have the strongest links to the international
economy as reflected by the ratio of exports to
GDP. Among regional PTAs, CER, SAPTA, and
SPARTECA have relatively low ratios of exports
to GDP (Table 3.7).

Bilateral PTAs.     Bilateral PTAs are also common
among DMCs, especially among India and its
neighbors and among the Central Asian DMCs.
India gives duty-free access to products from
Bhutan, Nepal, and concessionary customs du-
ties to products from Bangladesh. The list of
Central Asian bilateral agreements is quite long
(the following include only those that involve
WTO countries and have thus been notified to
WTO). Bilateral agreements between Azerbaijan
and Georgia, and Kazakhstan and Turkmenistan
were negotiated in the second half of the 1990s
after the goal of CIS-wide economic cooperation
failed to materialize. The individual agreements
borrow from the CIS institutions—rules of ori-
gin, for example, are based on CIS guidelines.
The Kyrgyz Republic was also highly involved in
bilateral agreements and has reported PTAs with
Armenia, Kazakhstan, Moldova, the Russian6 See Garnaut (1994).

TABLE 3.7 Selected CCCCCharacteristics of Preferential Trade Agreements, 2000

Average % of % of
Preferential number of members members Average % Average %
Trade PTAs per belonging to belonging to exports/GDP trade within
Agreement membera other PTAsa WTOa of membersb PTAb

Asia and Pacific Region
AFTA 4.3 100.0 100.0 52.3 24.5
APEC 4.2 100.0 100.0 47.8 75.2
CER 4.5 100.0 100.0 20.8 9.2
ECO 5.4 80.0 100.0 36.3 6.6
SAPTA 2.5 71.4 100.0 25.7 4.8
SPARTECA 1.9 40.0 55.6 33.5 12.3

Other Regions
Andean Pact 4.4 80.0 89.5 22.1 10.8
EFTA 15.7 100.0 33.3 34.1 11.8
EU 3.6 20.0 100.0 36.8 66.9
Mercosur 4.3 100.0 83.3 14.5 22.3
NAFTA 5.3 100.0 66.7 25.6 58.8

Sources: a Generated using data from World Trade Organization, 2001, International Trade Statistics 2001. b Generated using data from
World Bank, World Development Indicators 2001; International Monetary Fund, 2001, Direction of Trade Statistics CD-ROM, October.
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Federation, Tajikistan, Ukraine, and Uzbekistan.7

Other bilateral arrangements in the region in-
clude PTAs between the Lao People’s Democrat-
ic Republic (Lao PDR) and Thailand, and
between New Zealand and Singapore, as well as
CER.

Subregional Economic Zones. While the formal
national-level trade agreements have attracted
the most attention, significant efforts have been
made to facilitate trade via subregional economic
zones (SREZs) and infrastructure policies.
SREZs generally consist of parts of several coun-
tries and most of the emphasis is on building
infrastructure, reducing “red tape,” and harmo-
nizing standards between the subnational
regions considered.

There are two main kinds of SREZ in the
Asia and Pacific region: growth zones, and corri-
dors. The general aim of a growth zone is to take
advantage of the differential mobility of capital
and labor to reduce the cost of manufacturing.
Participants come together by geographic prox-
imity so that there are low transport costs, but
they are separated by policy barriers so that there
are wage differentials to be exploited. The focus
is on streamlining the movement of capital and of
raw inputs to take advantage of the differences in
labor endowments (Yuan 1997). The Johor-Riau-
Singapore growth zone, for example, brings to-
gether semiskilled labor from Malaysia, low-cost
land and labor from Indonesia, and capital from
Singapore. The Brunei-Darussalam, Indonesia,
Malaysia, and Philippines East ASEAN Growth
Area (BIMP-EAGA) focuses on sector coopera-
tion in mineral, forest, and marine resources.
The Tumen River Area Development, consisting
of par ts of the PRC, Democratic People’s
Republic of Korea, and the Russian Federation,
centers on the development of a free trade zone.

The principle behind the corridor concept
is that it is important to create infrastructure
links to bring together areas with economic com-
plementarities between labor, land, and other
factors. In the case of the four-country East-West
Economic Corridor, for example, the Thai subre-
gion is relatively abundant in skilled labor, while
southern Myanmar, Savannakhet in the
Lao PDR, and central Viet Nam have a scarcity

of skilled labor but an abundance of natural re-
sources. Wood processing and wood-based man-
ufacturing have been identified as industries that
could grow and be profitable if the two factor
pools were joined.  The potential gains from the
SREZs are quite high. Analysis of the determi-
nants of trade flows within Bangladesh, Bhutan,
and India shows that attention to trade and facil-
itation measures in the South Asian Special Eco-
nomic Zone (SASEZ) growth quadrangle is as
important as further policy liberalization for in-
creasing the flow of goods between these coun-
tries (RISNODEC 2001).

THE ECONOMIC AND BROADER EFFECTS
OF PTAS: THEORETICAL ARGUMENTS

Despite the rapid growth of PTAs over the past
few decades, the theoretical debate over their
role in increasing trade openness is far from over.
Significant disagreement remains as to whether
PTAs are building blocks or impediments to the
realization of global free trade, and there is a
variety of opinions over whether and how PTAs
can coexist alongside the existing multilateral
trading arrangements. Authors on both sides of
the debate tend to focus on and critique different
aspects of PTAs. The extent of trade liberaliza-
tion within a PTA, the treatment of nonmembers,
the harmonization of a range of policies linked to
trade, the dispute settlement mechanisms, and
the characteristics of members are just a few of
the aspects of PTAs that have been analyzed
(Table 3.8). This section focuses on extracting
concrete and realistic policy guidelines from the
theoretical analysis, after a discussion of the
economic effects of PTAs, their broader non-
economic effects, and the long-term role of PTAs
in the multilateral trading arrangements.

Economic Effects of PTAs

The PTA-general liberalization debate centers
on two questions: the short-term comparison of
the two forms of liberalization and the longer-
term equivalence of the two paths to increased
world trade. One viewpoint, associated with
Summers (1991) and Lawrence (1991) is that
trade liberalization is trade liberalization, no
matter what the route. Reducing trade barriers
for one’s neighboring countries or other selected
countries creates competitive pressures as well
as the potential for technology transfer. Both

7 Agreements involving Georgia are based on “Communication by
Georgia to the Committee on Regional Trade Agreements,” and
agreements involving the Kyrgyz Republic are based on “Communi-
cation by the Kyrgyz Republic to the Committee on Regional Trade
Agreements.” Source: www.wto.org.
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lead to productivity gains and a restructuring of
the economy toward its comparative advantage.
Trade opening also increases the effective size
of the market, which can attract foreign direct
investment (FDI) from companies seeking to
serve the consumer base. Therefore, runs the ar-
gument, joining a PTA will create more trade
with at least some countries and thus contribute
to development, and allow both member coun-
tries and some nonmember countries to obtain
the benefits of increased openness. Critics of
PTAs, on the other hand, focus on the degree to

TABLE 3.8 Main Features of Preferential Trade Agreements

Feature Importance for Outcomes

Membership
Diversity in members’ More diverse PTAs increase the potential for technology
level of development transfer and for increasing efficiency by specialization.

Combined size of A larger combined economy is more attractive for investment
members’ economies and creates more potential for trade.

Members’ resources Differences in the structure of the members’ economies and
and economic structures resources determine the extent of trade within the PTA

and individual countries’ incentives to specialize.

Policies
Extent of tariff preference Less tariff preference for members versus nonmembers

reduces the potential for distortion of trade flows. A
common external tariff reduces possibility of distorting trade
flows among members.

Sectors covered in agreement Closer approximation of free trade creates more incentives
for  specialization and creates more competition for
domestic industries. Greater sector coverage increases the
potential welfare gains.

Nontrade and trade- Agreements regarding policies other than trade allow
facilitating policies covered countries to commit to domestic reforms and further lower

the transactions costs of trade.

Rules of origin Simple and transparent rules of origin minimize the
potential for unproductive rent seeking and corruption.

Institutions
Mechanism for dispute resolution Mechanism for dispute resolution affects the PTA’s ability to

reduce conflict between members. The ability to impose
stronger sanctions increases the commitment value of the
PTA.

Frequency of meetings Meetings are an opportunity for exchanging information,
and for coordinating strategies for negotiation in other
settings such as WTO. Interaction of higher levels of
policymakers is likely to have the greatest benefits for policy
coordination.

Source: Clarete, Edmonds, and Seddon, forthcoming,  Asian Regionalism and its Effects on Trade in the 1990s.

which the trade enhanced by PTAs distorts
trade patterns between members and nonmem-
bers, and creates the incentives for inefficient
specialization. Various models of the political
economy of trade policy also demonstrate that
PTAs can increase opposition to more general
liberalization and thus stall movement toward
global free trade. These arguments are now dis-
cussed in greater detail.

Fostering Competition. One of the significant
benefits of trade liberalization—general or PTA-
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induced—is the increased efficiency of domestic
enterprises that has been prompted by greater
competition in domestic markets that in turn has
been brought about by the entry of foreign com-
petitors in previously trade-protected sectors.
Most economists argue that such efficiency gains
generated by PTAs are smaller, though, than
those stemming from multilateral trade
liberalization.

Empirical studies generally find quantifiable
dynamic efficiency gains associated with trade
from PTA-induced trade liberalization (Tybout
and Roberts 1996; Horn, Lang, and Lundgren
1995; Tybout 1999), but the static effects of PTA-
enhanced trade are less well documented. The
estimated effects of the EU, for example, in
increasing competition are found to be second-
ary to the effects of increased liberalization in
general (Jacquemin and Sapir 1991). Simulations
of the effects of PTAs usually find large potential
effects of integration between members (for
example, Hunter, Markusen, and Rutherford
1991 in the case of NAFTA), but it is unclear
whether these effects are ultimately realized.

At worst, PTAs may even generate new
incentives for noncompetitive behavior for two
reasons. First, they may leave out certain sectors.
In many cases, the sectors where the effects of
import competition could be greatest are not in-
cluded in PTAs. Agriculture, for example, is com-
monly excluded from PTAs. As was the case with
WTO, extending trade liberalization to these sec-
tors has also been difficult under multilateral
trading arrangements. Second, PTAs allow pro-
ducers in member countries preferential access
to markets in the group, thereby changing or dis-
torting the assessment of returns on investment.
The first of these concerns is clearly common to
both multilateral arrangements and PTAs, while
the second is particular to PTAs and is of greater
import.

The specialization patterns among members
of PTAs depend on the difference in the compar-
ative advantage that the economies have relative
to each other and to the rest of the world. An in-
dividual country gains most if it joins a PTA in
which its comparative advantage relative to the
other members is similar to its comparative ad-
vantage relative to the rest of the world. One
proxy often used as a measure of how likely eco-
nomically efficient specialization is, within a
given PTA, is the proportion of world GDP
accounted for by the sum of the PTA members’
GDP. The assumption is that larger PTAs are

more likely to have the least-cost producer of a
given item within their boundaries (Panagariya
1994). The worst-case scenario occurs when a
member of a PTA has a comparative advantage
relative to other members that is different from
its comparative advantage relative to the rest of
the world. In this case, the patterns of specializa-
tion that regional, as opposed to multilateral, lib-
eralization create can be harmful in the long run
for the member country. PTA specialization can
lock a country into inefficient production pat-
terns and handicap its ability to adjust to a pro-
duction structure that would be most
competitive under global free trade. In some cas-
es, PTAs could also be impediments to the struc-
tural transformation of an economy from lower
to higher value-added production (Waltz 1997).
A country that enters a PTA in which it has a
comparative advantage in low-skills manufactur-
ing, for example, may find itself specializing in
this sector rather than moving resources into
higher-technology sectors.

Institutional features, such as the rules for
determining the origin of goods traded among
members, are also an important determinant of
specialization patterns (and thus a potential
source of distortion) in PTAs. Efforts to maintain
the effectiveness of a PTA’s various external tar-
iffs increase the importance of rules of origin to
prevent nonmembers’ goods from entering the
PTA via the member country with the lowest
trade protection (discussed further below). Ef-
forts to follow these rules can in turn affect
firms’ decisions on production and location. A
firm might locate in Nepal, for instance, and use
local components to access the Indian market
even if a better, cheaper version of the product
could be made in another country with other in-
puts. The administration of rules of origin can
also create incentives for rent seeking and
corruption.

Market-Size Effects of PTAs. Estimates of the
benefits of increased market size within a PTA
depend on the size and structure of the mem-
bers’ economies. The combined size of the con-
sumer base as well as the combined size of the
suppliers affect the degree to which the larger
market of a PTA benefits any given country’s
manufacturers. Madani (2001) finds that indus-
tries in ASEAN members, on average, have not
achieved significant scale effects from regional
arrangements. Industry-level scale effects are
significantly heterogeneous, suggesting that the
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“large-market” benefits of regional integration
vary significantly across countries.

Another market-size effect of PTAs, namely,
how membership affects countries’ ability to at-
tract FDI, depends on the extent to which the
PTA addresses deeper trade and economic inte-
gration issues. PTA membership can positively
affect members’ ability to attract FDI in two
ways: first, by reducing internal barriers to trade
as much as possible by leaving few exceptions to
open trade, and second, by maintaining high ex-
ternal tariffs that generate a premium on prefer-
ential market access (creating opportunities for
“tariff jumping”) (Heinrich and Konan 2001).
The first option has very few negative conse-
quences, but the second—as discussed later—
can have signif icant negative economic
consequences, including distortion of trade
flows.

PTAs appear to have encouraged FDI flows
into member countries, although not all the rise
in investment can be attributed to the large-mar-
ket effect. FDI inflows increased with the imple-
mentation of the EU’s single market program.
The share of FDI flows from the US into Merco-
sur countries rose from 3.9% in 1992 to 4.4% in
1995 after the PTA came into force (World Bank
2000). A large part of the substantial increase in
FDI to Mexico was due to firms in non-NAFTA
countries taking advantage of Mexico’s preferen-
tial access to the US market (Blomstrom and
Kokko 1997).

Level of Trade.     Regardless of the extent of bene-
fits of increased trade for members of PTAs,
trade liberalization through PTAs has conse-
quences for the world economy, and these are
different from those of multilateral liberalization.
Trade diversion offsets trade creation within a
PTA as member countries start to import goods
from each other that they could have imported at
lower cost from other countries in the absence of
a preferential tariff. The potential for trade
diversion increases as the difference between
intra-PTA tariffs and external tariffs grows.

Rules of origin in PTAs (except for customs
unions) create another incentive for trade diver-
sion. It is often profitable, for example, for the
country with the lowest external tariff to meet its
own requirements for a product with imports
from the rest of the world and export the corre-
sponding amount to fellow members. Imports
effectively enter the PTA through the country
with the lowest external tariff schedule, a phe-

nomenon known as “indirect trade deflection”
(Robson 1998).

Considerable research has been focused on
the balance between the welfare loss from trade
diversion and the welfare gain from the addition-
al trade that is created among member countries.
Overall, research suggests that the welfare conse-
quences of PTA liberalization tend to be positive.
In theory, it is possible to create a customs union
that maintains net external trade while building
up internal trade and that leaves members (as
well as the rest of the world) at least as well off as
before (Kemp and Wan 1976). Likewise, a PTA
with rules of origin that allow all final and inter-
mediate goods produced by member countries
to be freely traded can also be a Pareto improve-
ment (Krishna and Panagariya 2001). Both of
these results are demonstrations that Pareto im-
provements can exist, not that they will exist.

The general consensus of theoretical work in
economics is that PTAs—when evaluated in
purely economic terms related only to the chang-
es in trade flows—are welfare reducing for the
world as a whole (de Melo, Panagariya, and Ro-
drik 1992; Bhagwati and Panagariya 1996; Schiff
1997).

Distribution of Welfare Gains.     The distribution
of world welfare gains from trade creation via
PTAs on the one hand, and via general liberaliza-
tion on the other, is quite different. The protect-
ed internal market created by a PTA allows firms
in member countries to gain a first-mover advan-
tage that can be difficult for newcomers to over-
come. Fruend (2000) suggests that PTAs may
give this advantage to firms in member coun-
tries. Firms that anticipate access to foreign mar-
kets as the result of bilateral negotiations invest
in distribution networks; this investment is irre-
versible and commits the original countries to
trading with each other. Using trade data from
the EU, Fruend shows that the countries that
joined later, as the membership of the trade bloc
expanded, received smaller benefits than earlier-
joining members and ended up with smaller mar-
ket shares in the countr ies to which they
exported.

A greater distributional concern for most
countries is that those remaining outside of a
PTA suffer clear losses in the form of reduced
exports or worsened terms of trade (Chang and
Winters 1999). A country’s welfare loss from re-
duced exports depends on the country’s charac-
teristics, specifically the difference in the income
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it can generate from its resources under the tariff
structure that exists under the PTA, relative to
the tariff structure that would exist with no PTA
in existence.

The terms-of-trade effect, on the other
hand, varies with the size of the PTA. Larger
PTAs are likely to have greater effects on tradable
goods’ prices in general, though small PTAs can
affect prices if markets are segmented. The An-
dean Pact, for example, affected cattle prices in
Latin America, as the excluded Argentine pro-
ducers had to lower their prices to access the
Andean Pact market (Gupta and Schiff 1997).
Exporters in excluded countries are generally
unable to differentiate between buyers within
the PTA and outside, so such price shifts apply to
all sales and can be an important revenue loss.

PTAs as Institutional Mechanisms for
Broader Cooperation

Complementarity or Destructive Competition?
PTAs involve fewer nations—and usually nations
from a single region—than can be readily ac-
commodated within WTO.  Also, PTAs offer a
potentially stronger forum for negotiation of
deeper integration and wider policy reform.
Many argue that they complement WTO by help-
ing members coordinate for negotiations and, in
the case of developing countries, build capacity
for broader international trade negotiations.
Once formed, PTAs have the potential to foster
the provision of regional or international public
goods and yield positive externalities stemming
from their efforts in trade liberalization and re-
lated policy areas.

PTAs’ smaller size and resulting easier coor-
dination between members are viewed as char-
acter istics that give them an advantage in
achieving deeper integration, and in harmoniz-
ing standards, regulations, and financial struc-
tures (Laird 1999). The logic behind this is that a
PTA’s smaller grouping of countries is more likely
than all the members of WTO to have similar in-
terests and needs, so that joint regulatory and
monitoring institutions can be created and the
institutions’ startup costs shared. Deeper inte-
gration can be an important efficiency gain, as
differences in cross-border standards are costly.
Hoekman and Konan (1999), for example, esti-
mate that the bureaucracy involved in satisfying
Egypt’s import product standards imposed an ef-
fective tax of between 5% and 90% of the value
of shipments into the country.

There is one significant caveat to this view of
PTAs as potential trade-facilitating complements
to WTO. Proliferation of PTAs that involve non-
trade integration could preclude common inter-
national standards as small groups of countries
take different paths. From the perspective of
world welfare, moves toward small-group harmo-
nization are less favorable than agreements that
foster common standards across a wide range of
trading partners. PTAs are also sometimes seen
as creating potentially destructive competition to
WTO. Bagwell and Staiger (1997), for example,
find that the advent of a PTA obscures the trans-
mission of clear information about tariff rates
and makes it more difficult for countries adverse-
ly affected by tariffs to impose reciprocal tariffs.
(The threat of reciprocal tariffs can deter coun-
tries from imposing tariffs initially.)

Enhanced Regional Security.     The traditional
evaluation of gains from trade overlooks the fact
that, for a country, trade with some countries
might be more valuable than with others because
it decreases the risk of conflict. The trade cre-
ation aspect of PTAs, particularly regional PTAs,
is seen as a contribution to increased security. In-
tuition as well as empirical evidence indicate that
increased trade among nations reduces the
chance of military conflict (Polachek 1992, Irwin
1993). Schiff and Winters (1998) suggest that in-
creased trade among members of PTAs—partic-
ularly PTAs involving deeper integration—can
increase intragroup “trust” and thereby reduce
tensions. Anwar (1994) argues that ASEAN less-
ened military tensions between members. Pom-
fret (1996) suggests that the ASEAN background
may have contributed to the political stability and
trust that allowed the formation of cross-border
growth zones such as the Singapore-Johor-Riau
growth zone, in spite of historical tensions.

The trust-building effect of increased trade,
however, will be lessened if there are no
previously agreed-on rules for distributing bene-
fits, transferring income, and resolving latent
conflicts. Indeed, some older regional agree-
ments have at times contributed to intragroup
tensions. For example, the United Republic of
Tanzania and Uganda, members of the East
African Common Market, were dissatisfied with
the income transfers that the common external
tariff on manufactures created, which prevented
them from providing additional protection to
their industry sectors and catching up with fellow
member Kenya’s more advanced manufacturing
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capacity. The ensuing arguments about compen-
sation for the effects of imports on the various
countries’ manufacturing sectors contributed to
the collapse of the common market and eventual
conflict between the United Republic of Tanza-
nia and Uganda in 1979. Similarly, Honduras’
complaints about the distribution of benefits in
the Central American Common Market were a
factor in its 1969 conflict with El Salvador. The
EU and its predecessors, on the other hand, have
helped lessen tensions among member states,
and it has itself benefited from a lowering of ten-
sions, to the point where future European con-
flict is now, for many, inconceivable. In fact, in
the 1950s, conflict prevention was the vision be-
hind the establishment of the institutions and
PTAs that evolved into the current EU.

However, the mixed performance of PTA-
enhanced trade for lessening conflicts among
members suggests that the trading arrangements
cannot be seen as more than a supplement for an
already concerted effort to resolve conflict via
negotiation. Preferential treatment may create
trade, but trade links alone are not likely to out-
weigh existing grievances.

Regional security can also be understood in
economic terms.     PTAs can be more valuable for
trade purposes if future market access is consid-
ered more certain. PTAs with large markets can
be seen as a form of insurance in the case of a
global trade war (Perroni and Whalley 2000).
WTO, in principle, provides the same kind of
insurance, as members are sanctioned for violat-
ing commitments to bring down trade barriers. A
PTA can also impose stringent restrictions on the
imposit ion of nontar iff barr iers to trade.
NAFTA, for example, created a multinational
court to review antidumping cases levied by one
member against another. A PTA that provides in-
creased security of market access also encourag-
es f irms to specialize more narrowly and
efficiently. From this perspective, the expected
future gains from trade under a PTA can be larg-
er relative to the expected gains from broader
liberalization.

Technology Transfer.     Membership of PTAs can
also foster improved technology transfer and in-
formation sharing between members. The extent
of gains from trade due to technology transfer in
a PTA clearly depends on the characteristics of
the other member countries. Exchange of pro-
duction techniques is more likely to occur in
PTAs covering economically varied countries, as

such PTAs will generally encompass a wider
range of technologies. Since much technology
transfer takes place through multinationals that
have a variety of manufacturing platforms in dif-
ferent countries, PTAs can attract FDI from
them by facilitating internal manufacturing,
assembly, shipping, and marketing.

Commitment to Reform. Policymakers often
view joining international agreements as a way
for their nations to demonstrate their commit-
ment to economic reform. Either by allowing an-
other country or supranational body to punish
them for noncompliance, or by creating a situa-
tion where defection from the policy would be an
explicit public breaking of trust, membership of
a PTA can commit policymakers to reform and
prevent them from backtracking on reforms once
they are implemented. Fukase and Winters
(1999), for example, argue that ASEAN member-
ship is likely to be useful for locking in and accel-
erating the economic reforms of more recent
member countries as well as enhancing their ex-
ternal credibility. The accession of Cambodia, for
example, is cited as ASEAN’s recognition of the
country’s political stability.

Both WTO rules and PTA reciprocal market
access provide a way for countries to restrict
their ability to raise tariffs and thus have a more
credible trade policy. This external commitment
can support more efficient specialization, reduce
resources wasted on rent seeking, and limit the
delay in adjustment to competitive pressures
(Maggi and Rodriguez-Clare 1998). However,
PTAs have a potential comparative advantage vis-
à-vis multilateral arrangements such as WTO as
regulations can be written more tightly. This
creates an opportunity for members to commit to
nontrade policy goals such as liberalization of in-
vestment or political reform. The implied com-
mitment from a country to a PTA can be greater
than that from a WTO member to WTO if the
PTA has a stricter enforcement mechanism or if it
includes more auxiliary provisions.

Long-Run Concerns: The Role of PTAs
in the International Trading System

A number of the characteristics that distinguish
PTAs and WTO have the potential of making
PTAs a useful component of a larger multitiered
international trading system, which can speed up
the eventual development of a global system for
open trade.
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Opportunities for Experimentation and Test-
ing of Trade Liberalization.     It is clearly impor-
tant for WTO to expand its treatment of trade
barriers to include nontariff barriers, but it is
unclear how best to set the rules to identify and
sanction these forms of restricting trade. PTAs
provide members with a short-term opportunity
to experiment with different sets of rules relating
to nontariff barriers.

Antidumping is still a large lacuna in the
WTO framework for reducing trade barriers, and
PTAs may offer an easier forum for developing
the solutions to dumping that have eluded multi-
lateral arrangements. Article VI of the General
Agreement on Tariffs and Trade (GATT) defined
dumping as having occurred if the product of a
country is sold in another country for less than its
“normal value.” Unfortunately, the rule for calcu-
lating the normal value was not well specified.
There are also no clear guidelines for establish-
ing the “material injury” that is the basis for im-
posing an antidumping duty. The Uruguay
Round Antidumping Measures Code clarified
the method for calculating the normal value, de-
fined standards for determining material injury,
and imposed limits on how long antidumping
measures could be imposed, but these stipula-
tions were weakened by various other provisions
and exceptions (Abbott 1995). Although resolu-
tion of antidumping cases is an important unre-
solved issue under WTO, PTAs provide added
opportunities for finding solutions under condi-
tions that may be more conducive to the negotia-
tion of antidumping disputes.

Practice for Multilateral Negotiations. PTAs
can be both a training ground and an informa-
tion-sharing opportunity so that developing
countries, particularly smaller countries, can be
better prepared for negotiations in the multilat-
eral setting. The process of accession to WTO is
very difficult, particularly for transition econo-
mies and least-developed countries (Micha-
lopoulos 1999). Regional PTAs can help
countries prepare for accession through learning
together and by pooling resources.

Continued interaction and the flow of infor-
mation among member countries of PTAs can fa-
cilitate global trade negotiations by allowing each
group to agree in advance on a negotiating posi-
tion by working out compromises among them-
selves. Customs unions, by definition, are
required to participate as a unit in tariff negotia-
tions. There is obviously no guarantee, however,

that regional groupings leading to two-stage ne-
gotiations (first among themselves, then in the
larger WTO forum) will generate a more liberal
trade policy than the single-stage negotiations in
which all countries negotiate within WTO. The
costs of within-group reconciliation of interests
to achieve any kind of group unity may outweigh
the benefits that the group’s increased bargain-
ing power can bring (Wang and Winters 1998;
Andriamananjara and Schiff 2000; Mendoza et
al. 1999). Nevertheless, APEC, for instance, has
facilitated participation of its members in WTO
negotiations. It is widely recognized to have con-
tributed to negotiating the close of the Uruguay
Round, and is generally involved in building ca-
pacity for implementation of WTO measures
among its members.

The advantages of PTAs outside of areas di-
rectly related to trade liberalization—including
nontariff barriers and the provision of a forum
for smaller developing countries—seem to
explain their popularity more than their econom-
ic benefits, both domestically and internationally.
PTAs can be more palatable domestically in
political terms than multilateral arrangements, as
they allow countries to reserve sensitive
economic sectors and to integrate with countries
that will not create strong competitive pressures
for restructuring.

Internationally, PTAs can be a forum for im-
proved diplomatic relations and increased non-
trade economic integration. Some argue that
PTAs can serve as commitment mechanisms for
policy reforms, particularly nontariff reforms
such as investment policies or regulation. They
are often seen as a quicker means to bypass
WTO’s complicated multilateral negotiations.

PTAs and the Development of a Broader Mul-
tilateral System for Open Trade. Although it is
clear that PTAs and WTO are potentially com-
plementary mechanisms, there is disagreement
over whether this potential will be realized. An
alternative scenario is that the proliferation of
PTAs may damage the credibility of existing mul-
tilateral global trade negotiation frameworks if
WTO does not improve its ability to police the
agreements and ensure that they are compatible
with the framework set out in its charter.

Although a PTA’s charter may be in compli-
ance with WTO rules, it is unclear that PTAs are
monitored well enough, in practice, to ensure
that they actually follow these rules (Box 3.2).
Neither has there been a way to enforce the
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Box 3.2 Preferential Trade Agreements and the World Trade Organization1

Nondiscrimination among mem-
bers of WTO is the foundation
of WTO agreement. Under

clause of the Tokyo Round Agreement,
which permits qualified countries to
exchange virtually any trade preference
to which they agree.  Any proposed
PTA must be promptly notified to WTO
for examination by a working party.

To date, 220 PTAs have been
notified to GATT/WTO, including 109
that were notified during the GATT
period. Of these, only 11 were justified
under the enabling clause while 98
agreements were notified under Article
XXIV. On notification, a working party
is established to examine PTAs notified
to WTO. Among working parties
formed during GATT, 15 had not com-
pleted their examinations as of the end
of 1994 and five did not report for
various reasons.

Sixty-nine of the working parties
initiated during GATT submitted re-
ports, but only six explicitly acknowl-
edged conformity of the PTAs consid-
ered with Article XXIV. Two of the six
are still active, while the remainder did
not make an explicit ruling in their
reports (WTO 1995, p.16). The Com-
mittee on Regional Trade Agreements
also reviews PTAs. Of the notified
agreements presented to the Commit-
tee, 86 PTAs were still under examina-
tion at the end of 2000.

Recently, WTO (2001, p. 41)
admitted “WTO does not have rules
and procedures for examining RTAs
that function adequately…the unsatis-
factory experience of the GATT process
on examining RTAs continues to be the
same in the WTO.” There are several
reasons for this “unsatisfactory experi-
ence,” apart from the consensus
needed to rule on the compatibility or
conflict of a PTA with WTO. Most
importantly, difficulty arises from the

vagueness of the wording of Article
XXIV itself. In particular is the lack of a
precise definition of “substantially all
trade” in the requirement for liberaliza-
tion within a customs union or an FTA,
and the lack of a well-specified proce-
dure for determining whether the post-
union FTA barriers on trade with non-
members are not “on the whole higher
or more restrictive” than those that
member countries had prior to their
forming or joining a PTA. The absence
of any explicit attempt to ensure con-
sistency of the approach to permitted
deviations from MFN under Article
XXIV helps explain why WTO working
parties have been unable to form the
consensus needed to issue rulings of
PTA compliance with WTO standards.

In fact, no agreement has ever
been reached on the compatibility of
the Treaty of Rome (which, in March
1957, established the European Eco-
nomic Community [EEC], the forerun-
ner of the EU) with Article XXIV, and
the contracting parties agreed that
because “there were a number of
important matters on which there was
not at this time sufficient information
to complete the examination of the
Rome Treaty...this examination and the
discussion of the legal questions in-
volved in it could not be usefully pur-
sued at the present time. The examina-
tion of the EEC agreement was never
taken up again” (WTO 1995, p.11).

The main reason for failure to
pronounce on compatibility was that
required consensus to decide on the
issue of compatibility could not be
reached, with often strong opposition
against declaring the notified agree-
ments to be compatible with Article
XXIV.

WTO’s charter, MFN treatment requires
that any member granting any advan-
tage, favor, or privilege affecting cus-
toms duties, charges, rules, and proce-
dures to another member shall extend
unconditionally such advantages to all
members. Articles under GATT—the
forerunner of WTO whose provisions
were largely incorporated in the rules
establishing WTO in the Marrakesh
Agreement in 1994—permitted excep-
tions to the MFN treatment for PTAs.
Some PTAs predated GATT. For this
reason, exceptions to MFN were per-
mitted under such special circum-
stances, because prohibiting the mem-
ber countries of these PTAs from enter-
ing into such agreements would likely
have led to their not signing GATT.

GATT specified a tariff-averaging
procedure to enable a comparison of
pre- and post-PTA tariff barriers. It
required that the PTA be implemented
within a “reasonable time.” An under-
standing reached in the Uruguay
Round set this “reasonable time” at 10
years, but otherwise the rules govern-
ing PTA-WTO interaction were not
substantially changed.

There are two main routes by
which WTO members can take part in
PTAs.2 One is by conforming with the
provisions of Article XXIV. Under the
article, a PTA can be granted a waiver
from MFN obligations when any barri-
ers to trade with nonmembers are not
on the whole more restrictive than
those that members had prior to their
membership of the PTA. The second,
available only to developing countries,
invokes the authority of the enabling

1 For a more complete discussion of this issue, see Panagariya (2000) or Srinivasan (2002).
2 A third route, which has not been applied, would invoke Article IX of the Uruguay Round Agreement that allows waivers from normal WTO
rules when the waiver has the support of three quarters of the country members of the organization. Also, Article V of the General Agree-
ment on Trade in Services governs the conclusions of PTAs in the area of trade in services for both developed and developing countries.

obligations on PTAs or to punish those in viola-
tion (Laird 1999).

An area of the debate concerns the dynamic
path of PTAs, more specifically the effect of de-
velopment of PTAs on eventual achievement of

an all-inclusive multilateral free trade arrange-
ment. The most optimistic view of PTAs, associ-
ated with Baldwin’s (1993) domino theory, is that
PTA membership will gradually expand to cover
all nations as the promise of access to the PTA
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market will attract applicants for membership.
Critics of PTAs envisage a future in which the
world has divided itself into several large trade
blocs with little incentive for further reduction
of trade barriers to create global free trade.

The efforts of Central and Eastern Euro-
pean countries to fulfill the requirements of EU
membership can be seen as an example of the
attractive power that a large regional organiza-
tion can have. Similarly, some political-economic
analyses argue that liberalization via PTAs can
have a demonstration effect and create a demand
for further liberalization. Fernandez and Portes
(1998), for example, argue that PTAs serve as a
focal point for the often dispersed domestic ben-
eficiaries of liberalization to coordinate and offer
strong political support for continued trade
reform.

In general, the predicted outcomes for the
dynamic path of PTA evolution are hard to test, as
there has not been enough time to watch this
path, since many PTAs were formed in the 1990s.
The early stages of the domino theory and the
fear of evolution of several major trade blocs are
identical. In both cases, nations want to join ex-
isting PTAs. ASEAN’s rapid expansion to include
Cambodia, Lao PDR, Myanmar, and Viet Nam
could, for example, be seen as either evidence for
the domino theory or the precursor to an Asian
bloc.

Most political economy theory suggests that
PTAs will reduce rather than increase demands
for liberalization (Krugman 1991). The way this
works is that trade opening via PTAs will be
enough to satisfy groups that benefit from freer
trade and access to greater product variety.
These pro-trade groups will lessen their lobbying
efforts at further liberalization and the country
will have little incentive to pursue further multi-
lateral liberalization. Levy (1997), for example,
shows how bilateral trade negotiations may alter
domestic interest groups’ payoffs and make them
more likely to block further multilateral liberal-
ization. PTA liberalization can also create interest
groups opposed to further liberalization. Krish-
na (1998) points out that preferential access to
large markets can create excess profits for pro-
ducers in member countries. PTAs thus create a
new interest group opposed to further multilater-
al liberalization. Andriamananjara (1999) dem-
onstrates how a PTA shrinks the export sectors of
the nonmember countries, which in turn, leads
to an expansion of these countries’ import-
competing and lobbying sectors. Therefore, non-

member countries respond by becoming more
protectionist and, in the process, undermine ef-
forts to liberalize the multilateral trading system.

Scollay and Gilbert (2001) point out the
possibility that PTAs will allow countries with
like-minded protectionist policy outlooks to ac-
quire greater bargaining power in the multilateral
framework. PTAs, and particularly customs
unions, can attract the support of protectionist
interests in prospective member nations due to
the opportunity they offer to raise domestic tar-
iffs to the level of the highest tariff applied by any
member. This creates an opportunity to pursue
the elevation of trade barriers under the guise of
trade liberalization through a PTA. Andersen and
Eliassen (1991), for example, note that the num-
ber of lobbyists in Brussels, the seat of the EU,
grew 10-fold between 1970 and 1990.

A pessimistic long-run scenario is that PTAs
will proliferate and overlap such that countries
become embedded in a “spaghetti bowl” of mu-
tually inconsistent trade restrictions (Krueger
1997). The complexity of exchanging goods be-
tween countries will increase, lessening the in-
centives to trade. Trade routes will also be
affected as producers take market barriers into
account when planning exports. This is a particu-
lar concern for PTAs with complicated rules of
origin.

In summary, although welfare consequences
of PTA liberalization tend to be positive, it is gen-
erally acknowledged that PTA liberalization of
trade does not compare favorably with multilater-
al liberalization if gains from trade alone are con-
sidered. The contr ibution of PTAs to the
efficiency-improving expansion of world trade
can be maximized if PTAs develop so that the
comparative advantage of countries relative to
each other is similar to that with the rest of the
world. This is more likely to be the case when a
PTA accounts for a large share of world GDP—
but not when it consists of several very poor
countries. The same argument applies to the size
of the market and the ability to attract FDI: PTAs
encompassing a small market cannot take advan-
tage of the scale economies of a wider grouping
of countries nor can they attract inflows of for-
eign capital as effectively as a more diverse set of
countries. Furthermore, PTAs can foster compe-
tition by making industry coverage as compre-
hensive as possible and by minimizing the
dispersion of external tariffs within the PTA in
order to reduce the amount of trade diversion
through indirect trade deflection.
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Policy Guidelines for Asian PTAs

In terms of achieving the welfare gains and com-
petitive effects associated with free trade in eco-
nomic terms alone, PTAs are a second-best
means, after general liberalization. The main de-
bate is over the size of the gap between the “first”
and “second” best ways to liberalize. Some poli-
cymakers seek to minimize this gap; others argue
that it is too wide to close and that there is no
reason to deviate from the first-best path. The
nontrade effects of PTAs further complicate the
debate when one considers the wide range of
potential gains from PTAs that might offset the
economic costs.

The cost of a PTA to a country, relative to
multilateral liberalization, depends on the char-
acteristics of the other member countries as well
as the institutional design of the PTA. For a coun-
try to realize its potential trade gains from a PTA,
it needs access to a large market as well as incen-
tives to specialize in the industry in which it has a
comparative advantage. To achieve its potential
nontrade benefits from a PTA, institutional
features, such as the breadth of policies covered,
the frequency of negotiations, and the mecha-
nism for settling disputes, are more important.

PTAs as Trade Facilitation Mechanisms.     For
DMCs, trade liberalization via PTAs is no substi-
tute for broader trade liberalization, for several
reasons. First, there are economic limitations on
the extent of gains from trade that can be
achieved from trade within regional PTAs. The
PTAs within the region tend to encompass coun-
tries with relatively similar resource bases, man-
ufacturing capabilities, and economic structures,
such that there is not much scope for expanding
trade within the existing agreement. The pros-
pects for trade-enhanced technology transfer are
also limited for trade within most of the region’s
PTAs. (APEC, the only organization that does
not seek to lower barriers to trade among mem-
bers more than barriers to all trade, is an obvious
outlier in terms of diversity of the member econ-
omies, potential for technology transfer across
states, and importance of existing trade links
among members.)

Second, the institutional features of the re-
gion’s PTAs are not the most conducive to achiev-
ing gains from trade. All are basically FTAs, but,
as mentioned above, the extent of free trade var-
ies widely. The agreements retain protection for
sectors that would potentially be most affected

(and, in the long run, made more efficient) by
external competition. Rules of origin, prominent
in these agreements as in all FTAs, are a potential
source of distortion in trade flows.

Third, the aggregate economic size of some
PTAs tends to be small, such that any possible
large-market effects of economic integration are
limited.

Trade within the PTAs in the region is gener-
ally not free. AFTA members’ lists of items to
which preferential tariffs are applied, for exam-
ple, tend to exclude sectors with significant do-
mestic production (USTR 2000). Automobiles
and most agricultural products are notable ex-
ceptions to the items slated by AFTA for free
trade, which is targeted for 2010.

SAPTA has encouraged tariff concessions,
but significant nontariff policy barriers remain in
place. Antidumping investigations continue to be
a major barrier to trade in the South Asian subre-
gion. Bangladesh and Nepal have called for reso-
lution of these disputes under SAARC/SAPTA.
India, in particular, restricts imports of consum-
er goods by requiring special import licenses.
The states in India can also impose separate taxes
on imports that raise their price in the market.
Member states have been reluctant to liberalize
trade restrictions on the categories of items with
the highest potential in their market. There are
also hidden policy barriers that inhibit trade, in-
cluding cumbersome bureaucratic procedures.
In addition, the tariff rate alone can be mislead-
ing. For example, government values of goods for
calculating tariffs are often much higher than the
market value of the cheapest source of imports.

APEC’s method of encouraging member
economies’ trade liberalization by peer pressure
has shown mixed results. The Bogor Declaration
states the ultimate goal, i.e., that members are to
reduce tariffs to zero by 2010, or by 2020 for de-
veloping countries, but it is unclear exactly how
this will be implemented and there have been
difficulties in agreeing to strategies (Elek 1995).
Australia and the US pushed for binding targets,
as they were worried that the developing coun-
tries would be “free riders” on their market
openings (Gallant and Stubbs 1997). Asian mem-
bers wanted to follow “concerted unilateralism”
to liberalize at their own pace, while developing
countries wanted to ensure that they would not
be forced to liberalize before they were ready.
These differences of opinion were highlighted at
the Osaka Summit: the PRC; Japan; Korea; and
Taipei,China wanted to continue protection of
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their agriculture sectors despite pressure from
the US. The resulting strategy was the Early Vol-
untary Sectoral Liberalization (EVSL), in which
each country developed individual action plans.
These plans generally did not move beyond exist-
ing commitments to liberalize politically sensi-
tive sectors where the gains from liberalization
would, perhaps, be the highest.

The potential gains from trade from any
PTA, however, depend heavily on the extent of
liberalization. The simulations of Anderson
(1997) on the impact of APEC shows, for exam-
ple, that welfare gains for APEC members de-
pend heavily on whether agriculture is included
in the list of liberalized sectors.

All PTAs in the region have similar forms of
rules of origin based on the percentage of inputs
from member countries. For example, AFTA’s
rules of origin allow a good to be considered as
originating in a member country (i) if it is wholly
produced in a member country or (ii) if the value
of the materials from a member country makes
up at least 40% of the free on board value and if
the final manufacturing process takes place in a
member country. CER’s rules of origin specify
that 50% of the factory or works costs of the
goods should be made up from expenditure on
inputs or contents originating in the area. They
impose the additional restriction that the last
process of manufacture should have occurred in
Australia or New Zealand. SPARTECA’s rules of
origin are unusual in that excess local content
from some SPARTECA qualifying goods can be
transferred from goods with over 70% local con-
tent to help otherwise nonqualifying goods (be-
tween 35% and 50% local content) to meet the
50% local content requirement. SAPTA’s rules of
origin, though still based on the percentage cri-
terion, are slightly more complicated with provi-
sions varying by product and special concessions
for the least-developed countries.

Verification of origin is generally done at the
national level in accordance with guidelines
agreed on as part of the charter for (or as an ap-
pendix to) the PTA. This mechanism creates sev-
eral sources of rents, as there is no single
acceptable way to calculate the value of a prod-
uct. The guidelines for valuing the final product
and the domestic inputs are generally vague and
can thus be manipulated and interpreted differ-
ently by national authorities, which have wide
discretion in applying these rules, and can do so
arbitrarily. The same criticism applies to the
guidelines for valuing inputs.

The Asian PTAs’ level of cooperation in
trade facilitation and in nontrade policy areas has
generally been quite high. AFTA, in particular, is
part of a wide range of trade facilitation and
deeper integration policies among ASEAN
countries. The ASEAN Industrial Cooperation
Scheme (AICO) encourages technology invest-
ments in the ASEAN area by reducing tariffs on
goods produced by companies that are partially
owned by ASEAN citizens (30% equity), incor-
porated, and operating in member countries and
cooperating or sharing resources (such as shar-
ing technology or consolidating raw materials
purchases) with another company in the region.
The ASEAN Agreement on Customs lays the
groundwork for regionwide harmonization of
tariff nomenclature at the 8-digit Standard In-
dustrial Trade Classification (SITC) level. The
ASEAN Customs Vision 2020 also aims to
streamline customs procedures for examination
of goods and to simplify customs clearance for
home use as well as the formalities of goods dec-
laration for exporters.

CER’s charter places many nontrade areas of
domestic policy under its purview. A proposal to
harmonize quarantine systems was one of the
earlier agreements, while later cooperation
included industr y assistance, government
purchasing, business law harmonization, export
restrictions, and further harmonization of cus-
toms policies and procedures. A 1990 plan to
avoid double taxation and income tax evasion is
another example of a trade-supporting policy.
The two governments also signed an agreement
on common accreditation and quality standards
in October 1990. A joint regulatory agency for
food quality certification was established in 1995.

This attention to augmenting tariff reduc-
tions with further attempts to reduce internal
barriers is important, given that the small market
size created in most of the PTAs imposes an up-
per bound on the market size gains possible.
Khanna’s (2001) survey of exporters in Bang-
ladesh and Nepal highlights some of the poten-
tial nontariff barriers that can impede trade if
they are not explicitly considered in a PTA. The
high tariffs on the consumer products that
Bangladesh’s manufacturing sector is currently
capable of producing are the main obstacle to
cross-border trade for Bangladesh exporters.
While transit in India is relatively free for carriers
from Bhutan and Nepal, those from Bangladesh
are subject to more restrictions. On the other
hand, transit in Bangladesh is severely restricted;
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goods moving into Bangladesh from Bhutan,
India, and Nepal are required to be transshipped
at the border.

 The limited number of trade routes, sparse-
ly staffed customs stations, and a multiplicity of
customs forms have also been documented as
prohibitive barriers to trade (World Bank 2001).
Finally, continuing differences in product quality
standards, quarantine restrictions, and accepted
certification have restricted trade even when
there are significant production cost differentials
between countries.

Given the limitations of the Asian PTAs in
terms of market size and lack of diversity in many
cases, these PTAs can best contribute to the
building of a multitiered international trading
system by continuing to put stress on lowering
both internal and external tariffs. Aside from
APEC, none of these PTAs can risk the trade di-
version effects of bringing down internal tariffs
without offering some tariff reductions to its oth-
er trading partners outside of the PTA. In fact,
many countries in AFTA have already adopted
MFN in adjusting their tariffs.

Aside from tariff policy, Asian PTAs can also
focus on ways to boost joint security, reduce po-
litical tension, and improve conflict resolution.
They can also address other measures to facilitate
trade, such as harmonizing cross-border stan-
dards, facilitating the f low of labor between
countries, and reducing bureaucracy.

EFFECTS OF PTAs ON TRADE IN ASIA AND
THE PACIFIC: SOME EVIDENCE

The proliferation of various types of PTAs re-
flects the growing importance and complexity of
trade networks. This section assesses the impact
of PTAs on trade within and outside of Asia and
the Pacific on the basis of earlier research as well
as recent estimates made at ADB. The empirical
research considered draws on two distinct meth-
odologies: one applies econometric estimation to
examine trade f lows between countries using
historical trade data, and the second relies on a
simulation modeling approach to analyze the
impact of policy changes (including trade liberal-
ization under PTAs) on trade flows. As noted
above, the volume of trade expanded rapidly in
the 1990s and this rise was coincident with the
surge in the number of PTAs. Whether existing
PTAs have been trade augmenting or trade
diverting is explored here using a gravity model

of bilateral trade flows and examining results
from global computable general equilibrium
models. Before considering these results, the
section first assesses the changing flows of world
trade.

Trends in Intrabloc Trade

One way to examine the tendencies for trade to
flow among members of a given group or region
is by examining intrabloc trade shares. Numer-
ous factors influence trading patterns and PTA
membership is only one of them. If the share of
intrabloc trade were to increase dramatically af-
ter the formation of a PTA, it would be plausible
to conclude that this may come at the expense of
nonmembers through trade diversion. On the
other hand, PTAs could, by facilitating trade,
bring about an increase in trade with nonmem-
bers as well as within the bloc.

Table 3.9 compares intrabloc trade flows of
PTAs over the last 20 years, and shows that PTAs
in the Asia and Pacific region are highly diverse.
The region includes the PTA with the highest in-
trabloc trade share—although APEC’s large
shares predate the formation of the arrangement
and can be attributed to the large size of the
countries involved—as well as some of the PTAs
with the smallest intrabloc trade shares, such as
CER, ECO, SAPTA, and SPARTECA. These re-
sults are not particularly surprising, given the
looser nature of PTAs in the region as well as the
member countries’ strong trade links with the
US, Europe, and Japan. The outward orientation
of other Asian PTAs is even higher. The slow im-
plementation of intragroup trade preferences in
ECO, for example, has contributed to the out-
come that around 7% of members’ trade in 2000
was with other member countries, while CER’s
and SPARTECA’s low degree of trade with mem-
bers is most likely driven by Australia and New
Zealand’s extraregional links. The smaller mem-
ber states of SPARTECA appear to take advan-
tage of their preferential access to Australian and
New Zealand markets and are regionally orient-
ed in their trade flows. The high percentage of
intrabloc trade in APEC is an exception for the
region, but this is obviously a consequence of the
fact that the agreement includes Asian countries’
major extraregional trading partners.

The EU has fairly high intrabloc trade flows.
In contrast, only around 12% of EFTA members’
trade was between members in 2000. The An-
dean Pact and Mercosur PTAs trade predomi-
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nantly with countries outside of the PTA, which
reflects the importance of the US as a trading
partner in that region. In contrast, trade between
NAFTA member countries is larger than trade
with nonmembers. The intrabloc trade shares of
PTAs worldwide—par ticularly AFTA and
APEC—generally increased until the late-1990s
and have leveled off since. One would typically
expect moderate changes over time in the intra-
PTA trade shares, and sharp changes in shares
can usually be attributed to changes in the com-
position of the PTA. For example in 1994, Mexico
joined Canada and the US in NAFTA; Cambodia,
Lao PDR, Myanmar, and Viet Nam joined
ASEAN between 1995 and 1998. In each of these
cases, expanded membership of the PTA led to
sharp increases in the within-bloc trade share.

There have been instances where intrabloc
trade shares fell (e.g., ECO, Andean Pact, and
Mercosur between 1998 and 2000) as a result of
external shocks and institutional changes within
the PTA. Political instability and economic re-
structuring in Central Asia combined with the
lack of integration of ECO countries in the world
economy explain the fall in the ECO trade share.

Trade Intensity Indices

Frankel (1997) notes a limitation in comparing
trade shares across PTAs to consider the trade-

distorting effects of PTAs, namely that the in-
trabloc trade share tends to be higher the larger
the size of the PTA. Trade concentration ratios or
trade intensity indices overcome the limitation of
intrabloc trade shares as measures of trade dis-
tortion by dividing the intraregional trade share
by the share of the region to total world trade. If
the ratio is one, the intraregional trade share is
the same as the trade share of the region with the
world. In this case, the PTA has a neutral effect
on trade. If the trade intensity index is greater
(less) than one, then there is trade diversion (cre-
ation) as a result of the PTA. Analysis of 5-year
averages of the intensity indices for 11 PTAs from
1980 to 2000 shows that indices are greater than
one (Table 3.10). The bigger PTAs (e.g., APEC,
EU, and NAFTA) have indices close to one while
smaller PTAs generally have larger indices. Inter-
estingly, the Andean Pact and Mercosur trade
blocs have the highest trade intensities, an obser-
vation also reported by Frankel (1997). The Asian
PTAs tend to have lower trade intensities. AFTA
members appear to have become more outward
oriented and the intensity index figures fell
steadily in the 1990s.

Gravity Model Estimation

Gravity model estimation provides a useful mul-
tivariate framework for assessing the impact of

TABLE 3.9 Intrabloc Export Shares of Selected Preferential Trade Agreements,
Five-Year Averages, 1980–2000 (%)

Preferential Trade Agreement 1980–1984 1985–1989 1990–1994 1995–1999 2000

Asia and Pacific Region
AFTA 20.8 18.9 22.5 24.8 24.5
APEC 66.3 72.2 73.1 74.3 75.2
CER 8.0 8.4 9.1 10.7 9.3
ECO 9.3 7.3 6.4 8.4 6.6
SAPTA 6.3 4.9 4.4 5.1 4.8
SPARTECA 11.9 11.4 12.8 14.2 12.3

Other Regions
Andean Pact 5.0 4.8 9.1 13.2 10.8
EFTA 16.5 16.4 13.7 12.6 11.8
EU 62.0 65.1 66.5 65.1 66.9
Mercosur 9.9 8.5 15.9 24.8 22.3
NAFTA 41.3 46.7 48.2 53.2 58.8

Source: Generated using data from International Monetary Fund, 2001, Direction of Trade Statistics
CD-ROM, October.
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TABLE 3.10 Trade Intensity Indices of Selected Preferential Trade Agreements,
Five-Year Averages, 1980–2000

Preferential Trade Agreement 1980–1984 1985–1989 1990–1994 1995–1999 2000

Asia and Pacific Region
AFTA 4.2 4.8 3.8 3.7 4.0
APEC 1.6 1.6 1.6 1.5 1.5
CER 4.1 4.6 5.8 7.1 6.8
ECO 5.5 5.2 4.2 5.7 4.7
SAPTA 4.1 3.5 3.9 4.2 4.1
SPARTECA 5.8 6.0 7.7 9.0 8.7

Other Regions
Andean Pact 3.6 5.4 10.9 15.7 16.6
EFTA 2.3 2.1 2.0 2.1 2.2
EU 1.5 1.5 1.6 1.7 1.7
Mercosur 5.6 7.5 11.7 13.2 14.3
NAFTA 1.8 1.8 2.0 2.2 2.2

Source: Generated using data from International Monetary Fund, 2001, Direction of Trade Statistics CD-ROM,
October.

PTAs on the level and direction of trade.8  Gravi-
ty models estimate the level of trade between
two countries and assess the impact of policy
characteristics—such as membership of a given
PTA—on trade flows. The model is based on the
idea that trade between two countries, like the
gravitational force between two objects, is a
function of the countries’ “mass” (in this case
population size and GDP) as well as the distance
between them. While lacking microeconomic
foundation, the basic gravity model has been
widely applied as a predictive model for estimat-
ing the level of trade between two countries—
particularly when other control variables such as
measures of the country’s remoteness from major
trading centers—are added.

The model used in the present research in-
cluded an important innovation that distinguish-
es it from other attempts to use gravity models to
explore the effects of PTAs on trade. Extending
the model of Soloaga and Winters (2001), the
new model is able to capture the specific effects
of PTAs on trade in the Asia and Pacific region.
Its estimates can determine whether PTA mem-
bership influences a given country’s trade with

Asia in a different way from the way in which it
affects its trade with the rest of the world.

It is beyond the scope of this chapter to dis-
cuss the estimates in detail, and instead this sec-
tion will summarize the main results of the
estimates and indicate the policy implications of
the results.9

Data Issues. Eighty-three countries are includ-
ed in the gravity model estimates. Bilateral ex-
por ts for every pair of these countries are
extracted from the IMF Direction of Trade Sta-
tistics database from 1980 to 2000. The number
of observations varies per year. The export values
are expressed in real terms based on a merchan-
dise price index (base year 1990) obtained from
WTO’s International Trade Statistics 2001. Esti-
mates were made using single-year cross-sec-
tional data, as well as panel data constructed at
5-year intervals (1980, 1985, 1990, 1995, and
2000).

Basic Determinants of Trade Flows.     The esti-
mation results for the basic variables identified
in the gravity model as driving trade f lows—
namely GDP, distance between capitals of trad-

9 For fur ther details, see Clarete, Edmonds, and Seddon,
forthcoming.

8 The authors associated with building the theory underlying the
gravity model include Deardorf (1984), and Helpman and Krugman
(1985). Frankel (1997) credits Helpman and Krugman as the source
of the standard gravity model.
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ing partners, physical area, and sharing a com-
mon border—have the expected signs and are
highly statistically significant. This supports the
validity of the gravity model, and model esti-
mates generally explain cross-country trade
flows well. Distances, the size of the economy,
and whether countries share a common border
all exert a statistically significant influence over
trade flows in the direction expected. Between
68% and 73% of the variance in trade flows was
explained by the basic gravity model across the
various new estimates.10

Effects of PTAs on Intrabloc Trade. PTAs can
be categorized into three groups based on
whether they tend to foster intrabloc trade, to
foster greater trade with trading partners world-
wide, or to reduce trade with the rest of the
world while leaving trade within the bloc un-
changed. Estimates of the effects of different
PTAs on the trade flows between members vary
substantially across PTAs.

PTAs fostering intrabloc trade, except
APEC, had positive and statistically significant
coefficients for intrabloc trade, had hardly any
change in their overall imports, and increased
their exports to the world over the period cov-
ered in the data. The Andean Pact, ECO, Merco-
sur, and SPARTECA had the largest effects on
intrabloc trade and on trade between the PTA-
member countries and the rest of the world. In
the Asia and Pacific region, ECO, SAPTA, and
SPARTECA had the largest effect in increasing
intrabloc trade, while AFTA and CER showed
no significant intrabloc trade effect.

ECO countr ies tended to trade more
intensely among themselves at the expense of
trade with the rest of the world. Estimates
showed that intrabloc trade was higher at a statis-
tically significant level in 1995 and 2000 than
would be expected if the countries were not
members of ECO. However, it must be recog-
nized that after SAPTA, ECO had the lowest in-
trabloc trade share of the PTAs considered as its
historical orientation was to export to the Russian
Federation and, despite the adoption of market-
oriented policies, the subregion has not yet
become well integrated  into the world economy.

The large intrabloc trade effect estimated
for SPARTECA can be attributed to the hetero-
geneity between Australia and New Zealand on

the one hand, and the rest of the members in this
PTA on the other. Trade tends to flow more in-
tensely among SPARTECA’s smaller member
economies, but the potential for more trade
among them is limited by the small size of their
domestic markets. SAPTA and EFTA are also in-
cluded in this category, even though these PTAs
have lower gross intrabloc trade effects than the
other PTAs.

This strength of the intrabloc trade effect is
evidence of the size of the trade-diverting effects
of PTAs and this evidence is generally in line with
the results reported by Soloaga and Winters
(2001). The effects of SAPTA membership on
intra-SAPTA exports calculated in the estimation
model are all statistically significant and positive.
At the same time, it should be recognized that
trade levels between some members of SAPTA
are extremely low. For example, Frankel and Wei
(1998) showed that India and Pakistan are trad-
ing at a 70% lower rate than would be expected
given their size and proximity. In general, though,
the estimates are merely indicators of how much
more trade there is among SAPTA members
than would be expected if SAPTA did not exist. It
does not necessarily mean that overall levels of
intraregional trade are high. The share of intra-
SAPTA exports was only 4.8% in 2000, the low-
est of any of the PTAs considered in this chapter.

Mercosur appears to be the PTA that has
had the greatest effect in stimulating intrabloc
trade and trade between its members and the
rest of the world. This effect is brought out by the
“trade multiplier,” which captures the extra trade
associated with members of a given PTA. Across
all PTAs, the trade multiplier averaged 7.8, com-
pared with 20.8 for Mercosur. Preusse (2001) ob-
served that intra-Mercosur exports expanded by
28.4% between 1995 and 1998. He attributes this
outcome to the increasing significance of region-
al production. The effects of the Asian financial
crisis and sociopolitical problems in the region
cut short the impressive gains made following the
formation of the customs union in 1995. Yeats
(1998) noted that intrabloc trade in Mercosur
increased at the expense of trade with nonmem-
ber countries and caused significant trade diver-
sion. This stemmed from the group’s
“discriminatory tariffs against nonmembers,
which are four to six times higher” than those in
other major PTAs. The trade bloc appeared to re-
inforce the inward orientation of Mercosur ’s
economies, enabling inefficient domestic pro-
ducers to expand markets within the bloc while
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remaining uncompetitive on the wider interna-
tional scene. The decline in Mercosur ’s trade
(both within and outside of the bloc) in the late
1990s reflects the impact of accumulated ineffi-
ciencies sustained through relatively high dis-
criminatory protection. The Mercosur case
highlights the importance of examining broader
economic policies—rather than just looking at
trade flows—when analyzing the impact of PTAs.

Andean Pact countries also exhibit strong
tendencies to trade among themselves. Although
there seems to be no evidence that this came at
the expense of any particular trading partner of
the Andean Pact members in the 1980s, there is
evidence that trade diversion at the global level
increased in the 1990s.

In terms of PTAs fostering greater trade
with trading partners worldwide, membership of
APEC and the EU was estimated to significantly
expand trade both to other members of the PTA
and to the rest of the world. The finding for
APEC confirms results obtained in Frankel and
Wei (1998) and Soloaga and Winters (2001).
APEC is built on the principle of open regional-
ism, and estimation results for the PTA suggest
there was increasing trade openness in the econ-
omies of countries joining APEC. Increases in
exports or imports appeared to ref lect rising
trading activity; this was also noted by Frankel
(1997). Expanded intrabloc trade was accompa-
nied by strong tendencies for APEC members to
increase trade with the rest of the world. Howev-
er, Frankel also cited the large size of the trade
bloc as explaining the strong effect of PTA mem-
bership on intrabloc trade.

The EU is sometimes considered to be trade
diverting, but the estimates from the gravity
model showed EU members as associated with
increased intrabloc and total trade. Soloaga and
Winters’ (2001) results indicate that EU member-
ship has reduced the member countries’ imports
from non-EU members although Sapir (1997) at-
tributed this to the increase in the number of
member countries in the EU during the 1990s.

As regards PTAs that reduce gross trade
with the rest of the world while leaving intrabloc
trade unchanged, Frankel (1997), Frankel and
Wei (1998), and Soloaga and Winters (2001)
found that AFTA expanded intrabloc and total
trade. However, the estimation results showed
that AFTA reduced trade outside of the trade
bloc and did not change intrabloc trade relative
to the level expected in the absence of the PTA. A
possible reason why these results differ from

those of earlier researchers is that these estima-
tion results include data that cover ASEAN’s
newest members—namely Cambodia, Lao
PDR, Myanmar, and Viet Nam. Furthermore, the
data include the period of the Asian crisis and
subsequent recovery. Both could have had a pos-
sible impact on the trade-creating effects of
AFTA. These newest members are economically
less developed than the founding ASEAN coun-
tries and are, on average, less integrated into the
world trading system. Their inclusion in the grav-
ity model estimates may have diluted the effect
of ASEAN on its trade within and outside of the
PTA. Furthermore, during the Asian crisis the
rate of growth in external trade of ASEAN fell
significantly, creating a downward bias to the
contribution of external trade in the estimates.

PTAs’ Contribution to Asian and World Trade.
When PTAs are considered as a whole, empirical
estimates show that PTAs both within and out-
side of the region have augmented trade in the
Asia and Pacific region. Estimation results pro-
vided little support for the assertion that PTAs
have diverted trade to member countries at the
expense of non-PTA trade. The general effect of
PTAs on Asia and Pacific trade is quite small
compared with the effect of non-Asian PTAs in
other regions. Overall, PTAs appear to have in-
creased aggregate trade f lows worldwide, and
gravity model estimates provide evidence that
PTAs create rather than divert trade globally.

The effect of the EU on Asian trade suggest-
ed by the estimates indicates a more complicated
picture. The EU was found to have a strong posi-
tive effect on trade f lows between member
countries and the rest of the world—which in-
cludes greater trade to Asia. However, the specif-
ic effect of the EU on Asian trade was found to
be negative and significant. Overall, the total
world trade effect dominates the Asia-specific ef-
fect, making the net effect of the EU on Asian
trade positive. The Everything But Arms initia-
tive for EU member countries to grant nonrecip-
rocal trade preferences toward least-developed
countries could carry some negative conse-
quences for the EU’s trade with a number of
DMCs excluded from the initiative.

Beyond Gravity Models: Computable
General Equilibrium Models

The gravity model estimation results can help ex-
plain bilateral trade flows and the effect of PTAs
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on flows, but reveal little or nothing about the
effects of changing trade flows on the size and
distribution of aggregate real income of econo-
mies. Broader econometric analyses of trade,
growth, and increased national income provide
evidence that higher levels of trade are associat-
ed with higher growth rates and improved na-
tional standards of living. This literature dates
from the 1970s and includes several empirical
studies of the relationship between trade and in-
come, the results of which suggest that higher
volumes of trade facilitate growth and higher in-
come.11 However, growth and higher income
could, in turn, drive variations in trade flows. In-
deed, trade and economic performance affect
each other and it requires a more complete de-
scription of an economy to evaluate causal link-
ages and feedback mechanisms in and among the
economies of the world.

Computable general equilibrium (CGE)
models provide a framework that can detail how
the extra trade translates into improved econom-
ic performance. They also suggest why the
growth process can be faster for one subset of
countries but slower for another. In CGE mod-
els, analysts assemble the relevant economic
structural features and behavior of agents and,
using the framework, simulate the economic ef-
fects of existing or proposed PTAs. The analytical
design of the model drives the results of the em-
pirical analysis and establishes the model’s
credibility.

Results from some CGE studies, such as
Robinson and Thierfelder (1999), show that
PTAs create trade rather than divert it. In partic-
ular, this study found that PTAs increase intra-
sector trade between countries by expanding
market size and by enabling individual econo-
mies to benefit from increased specialization and
division of labor. Frankel and Romer (1999) point
out that trade provides countries with the oppor-
tunity to exploit their respective comparative ad-
vantage and achieve cost efficiencies through the
larger markets offered to their domestic indus-
tries. It also enables countries to reduce resource
wastage due to rent seeking, and to increase in-
vestment. However, this finding is questioned by
Andriamananjara (1999), who developed a CGE
model showing that PTAs tend to reduce the ex-

port markets of the nonmember countries and
lead them to expand their import-competing
sectors. Supporting this result, Scollay and Gil-
bert (2001) argue that effective PTAs tend to
lead to a greater number of trade conflicts as a
result of their negative impact on nonmembers.

A number of CGE-based studies note that
larger PTAs have superior positive welfare ef-
fects (Scollay and Gilbert 2001, Wang and Schuh
2000), particularly if these PTAs liberalize their
trade in a nondiscriminatory manner. The results
of the study by Gonzalez-Vigil (2000)
acknowledge the merit of open regionalism, as
represented by APEC. This provides support for
the proposition that APEC conforms with the
multilateral trading system because its nondis-
criminatory nature avoids marginalizing non-
members. Scollay and Gilbert (2001) note that
global liberalization remains the first-best op-
tion. The aggregate gains under global liberaliza-
tion both for the world as a whole and for the
APEC members together are about 50% higher
than under the next most favorable multilateral
trading arrangement simulated.

General equilibrium model simulations of
the effects of PTAs suggest that aggregate trade
creation dominates trade diversion. Most models
show that current and potential welfare changes
for member countries are generally positive, es-
pecially when the possibilities of technology
transfers and increased competition are included
in the simulation (Robinson and Thierfelder
1999). Fukase and Winters’ (1999) elaboration of
the potential benefits for the Lao PDR, Myan-
mar, and Viet Nam of ASEAN accession is a typ-
ical example of the empirical literature on the
subject. Their findings are generally positive, but
the authors are quick to caution that “there is lit-
tle evidence that dynamic gains always occur
with regional integration especially in the case of
integration schemes between developing coun-
tries. The existence of such gains depends heavily
on the specific models used, and is very sensitive
to the characteristics of the regional integration
and the members’ economic policy” (p. 3). The
consensus view of economists is that PTA liberal-
ization likely yields lower welfare gains than does
multilateral liberalization.

CGE analyses enable consideration of the
crucial policy question concerning the effect of
PTAs on eventual achievement of broader multi-
lateral trading arrangements. Scollay and Gilbert
(2001) find that PTAs can be building blocks to
broader multilateral trading arrangements

11 For example, Michaely (1977), among the first researchers who
assessed the empirical linkage between trade and economic growth.
In the 1980s, additional empirical work was carried out by Feder
(1982), Balassa (1985), and the World Bank (1987). More recent
empirical work in this area includes Easterly (1993), and Frankel and
Romer (1999).
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provided that they improve the economic welfare
of their members as well as nonmembers, and
leave open the door to future negotiation. Forou-
tan (1998) found that the acceptance of a liberal-
ized trade policy may be a condition for the
survival and strengthening of PTAs, but that
membership of a regional bloc is neither a neces-
sary nor a sufficient condition for liberalization.

Several other studies offer more critical as-
sessments of the effects of PTAs on prospects for
eventual multilateral trade liberalization. Bag-
well and Staiger (1997) are more skeptical con-
cerning the effects of PTAs on prospects for a
global open trading arrangement. They argue
that PTAs obscure the transmission of externali-
ties across countries and thus prevent the reci-
procity principle from conveying eff icient
multilateral results for members. They also es-
tablish that externalities are transmitted effi-
ciently across countries only if tariffs are in
accord with the principle of nondiscrimination.
Andriamananjara (1999) mentions a number of
barriers to multilateral trade introduced by
PTAs. In summary, CGE models have proven
useful in improving the understanding of the
sources of trade expansion brought about
through PTA-based trade liberalization and in-
come growth, as well as greater appreciation of
the interaction between such liberalization and
income growth.

CONCLUSIONS

The pace of growth in international trade accel-
erated in the 1990s. Simultaneously, there was a
rapid increase in the number of international
trading arrangements, including PTAs. This sug-
gests that the growing importance of interna-
tional trade in the determination of economic
growth, both globally and at individual country
level, has been leading nations to devote greater
energies to develop PTAs while negotiating glo-
bal trade agreements under the auspices of
WTO.

Most empirical and theoretical work indi-
cates that the effects of PTA-enhanced trade are
not as beneficial for welfare as more general
trade liberalization. PTAs have generated an in-
crease in market size and resulted in an increase
in the variety and availability of new products.
Nevertheless, when compared with multilateral
trade liberalization, PTAs are limited vehicles for
enhancing welfare. First, the product variety

among PTA members is obviously lower than the
product variety in the world. Second, a PTA-cre-
ated market, as the product of an agreement
among a few countries, is obviously smaller than
the world market.

The productivity- and efficiency-enhancing
effects of international competition are likely to
be qualitatively different in PTAs than in multi-
lateral arrangements. Competition from other
PTA members may, for instance, push countries
into specialization that does not ref lect their
comparative advantage relative to the rest of the
world. Domestic producers that make adjust-
ments to serve the PTA market are likely to op-
pose further liberalization that would create
pressure for reallocation of resources away from
their sectors. The trade diversion that stems from
preferential treatment for PTA members can
manifest itself in inefficient specialization in
member countries. A PTA member may be able
to produce and sell goods in other member
countries more cheaply than a competitor in a
nonmember country can, even if the competi-
tor’s production costs are lower. A PTA can also
create an incentive to specialize in the use of tar-
iff differentials to import nonmembers’ products
and then resell them as local goods after some
processing, so as to take advantage of the prefer-
ential treatment for member countries. Hence
firms might set up in a member country with the
lowest tariffs for the express purpose of includ-
ing the minimum amount of local inputs with
outside exports so that final products qualify as
local goods.

The difference between the effects of PTA-
enhanced trade and more general liberalization
varies with the institutional design of the PTA.
First, the size of the tariff differential for mem-
bers relative to the rest of the world determines
the extent of distortion, primarily trade diver-
sion, which the PTA can create. The greater the
advantage accorded to members, the more the
agreement isolates members from competition
by firms in countries outside of the PTA.

Second, incentives for inefficient specializa-
tion are created by the difference in member
countries’ external tariffs and the necessity for
developing and implementing rules of origin to
prevent nonmembers’ goods from entering the
group via the member country with the lowest
level of trade protection. This can lead to distor-
tions in production and location decisions as well
as unproductive lobbying activity; it also offers
wide scope for rent seeking.
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Third, the extent of the market created by a
PTA depends heavily on the trade facilitation
and nontrade measures that are incorporated
into the agreement. PTAs can potentially lower
border costs more than general liberalization be-
cause the smaller number of member countries
are more likely to reach agreement on regulatory
policies, customs procedures, and infrastructure
priorities to promote trade.

In regions where PTAs have been most suc-
cessful in generating tangible changes in the in-
ternal structure of tar iffs and other trade
barriers, export growth may be more muted. Al-
though other historical and institutional factors
may also be important, this could be because
distortions have been high and, as a result, mem-
bers have become more isolated from competi-
tion outside of the PTA.

Still, from a broader perspective there are
diverse opinions within the economics profes-
sion regarding the welfare effects of PTAs,
particularly the effects of PTAs as institutional
trading arrangements for broader regional eco-
nomic corporation and integration, an area to
which economic analysis has devoted less atten-
tion than the narrower effects of PTAs on inter-
national trade. Many of the positive effects of
PTAs arise in this area. On nontrade grounds,
PTAs have several potentially beneficial effects
as instruments for structural change. The institu-
tional design of the PTA can have an important
impact on how much the gains from PTA trade
approximate to the gains from more general liber-
alization as well as the degree to which nontrade
benefits are realized. For example, the limited
market size in a PTA can be mitigated by deep
integration—such as harmonization of regula-
tions and streamlining of customs procedures—
that reduces border costs by more than the
results of tariff changes.

Further, PTAs, as internationally negotiated
pledges to leave unchanged the trade reforms
that have been made in the past or to implement
trade liberalization in the future, demonstrate
greater commitment to reform than unilateral
declarations of intent. This is particularly true
when the PTA includes procedures for identify-
ing and sanctioning countries that renege on
their agreements. PTAs also provide forums for
interaction between leaders as well as technical
officials in member countries. This interaction
can have positive spillovers for resolving other
conf licts, enhancing regional cooperation in
larger multinational negotiations, and generally

ensuring a higher level of international
communication between countries.

PTAs, Economic Growth, and Welfare

PTAs can be evaluated through examination of
their effects on world trade patterns. These ef-
fects provide only a rough proxy for the PTAs’
welfare effects and it is difficult to compare them
with the alternative of widespread unilateral
liberalization (the counterfactual). However, it is
encouraging, at least, to know that PTAs do not
appear to have limited trade. World trade has in-
creased even as the number of PTAs has
increased. Empirical conclusions from the gravi-
ty model estimates in this chapter do not indicate
that PTAs have been trade diverting, and lend
support to the contention that PTAs augment
trade flows.

However, results differ widely across indi-
vidual PTAs. This result highlights the impor-
tance of establishing the precise economic
nature of the PTA in determining its effects. A
number of institutional characteristics were
identified as determining the PTAs’ economic
effects, e.g., rules of origin and dispute resolu-
tion mechanisms. The empirical results support
the conclusion that PTAs’ effects on trade vary
significantly according to these characteristics.

Policies for Asia and the Pacific

The first point is that the PTAs in the Asia and
Pacific region appear to be a suboptimal route to
free trade, but offer potential benefits. The ex-
tent of trade facilitation and nontrade coopera-
tion embedded in the PTAs has been increasing,
but remains the first important area for reform.
The second is that agreements in the region re-
main preferential trade agreements with only in-
cremental progress toward becoming free trade
areas. Furthermore, the exclusion of sectors from
PTAs substantially reduces their potential wel-
fare benefits, as it allows sectors in need of re-
form to continue inefficient production. Progress
toward free trade is needed, particularly in agri-
culture—the second major area for reform.
Third, all PTA agreements in the region have rel-
atively complex rules of origin. This makes it
profitable to alter production patterns simply to
fulfill the rules for market access rather than to
reduce costs and improve efficiency. Processes
for certification of origin also create opportuni-
ties for rent seeking. Policies to reduce the
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differences between PTAs members’ external
policies and thus decrease the importance of
rules of origin are the third major area for re-
form.

As institutions for international cooperation,
PTAs in the region are relatively advanced. Two
of the region’s PTAs, AFTA and SAPTA, are em-
bedded in larger regional cooperation organiza-
tions. Generally, PTAs’ agendas could, however,
be focused further on discussing regional priori-
ties and on preparing for negotiations in larger
forums such as WTO. The potential role of PTAs
as enhancing commitment to policy reforms in
member countries could also be strengthened.
Many of the PTAs in the region resolve disputes
via bilateral negotiations and have no real provi-
sions for sanctioning members that violate the
provisions of the PTA.

Prospects for Trade in Asia and the
Pacific

There is great variation in the efforts undertaken
by different PTAs throughout the world. In their
broader sense, PTAs address concerns beyond
narrow issues of trade liberalization between
members and serve as vehicles for fostering re-
gional cooperation in other economic and non-
economic issues. This makes it unproductive to
discuss PTAs in general terms. Instead, greater
nuance in the portrayal of PTAs can aid under-
standing of the types of PTAs that can serve as
useful complements in a multitiered internation-
al trading system. At the same time, this analysis
makes it possible to identify those aspects of
PTAs that are most harmful either in terms of
distorting actual trade flows or of making more
difficult the eventual achievement of an all-inclu-
sive global open trading system.

This chapter has identified areas in which
PTAs have considerable merit in contributing to
the improved welfare of members as well as non-
members. These include improving communica-
tion between regional neighbors and reducing
the chances of conflict, pursuing reform in areas
not addressed or difficult to address in broader
multilateral arrangements, providing commit-
ment mechanisms to suppor t or reinforce
domestic policy reform, and areas for experimen-
tation and learning in trade liberalization.

On the other hand, there are characteristics
in existing PTAs that are not supportive of these
goals and should be avoided in future PTAs and
reformed in existing ones. These include rules of

origin that distort comparative advantage, and
overlapping jurisdictions and rules of the various
PTAs.

The Asia and Pacific region should continue
its historical efforts to further multilateral trad-
ing arrangements, while continuing to pursue
limited PTAs focusing on broader aspects of re-
gional cooperation. However, exceptions are war-
ranted in particular sectors or on issues where
the multilateral arrangements either have not ad-
dressed an important area where liberalization
would be beneficial, or where the region’s inter-
ests need to be better represented in the interna-
tional arrangements.

Clearly, there is a need to reform the regula-
tions governing the relations between PTAs and
WTO, and to improve the institutional architec-
ture guiding the interaction between PTAs and
WTO. The future economic growth of the region
is clearly linked to the health of the multilateral
trading system.

The WTO rules-based multilateral trading
system became further strengthened and even
more globalized with the accession of the PRC to
WTO in late 2001 and Taipei,China in early 2002.
The trade growth that will emerge from the PRC
over the next few years will present an adjust-
ment challenge in the short term for other
DMCs in the region. Nonetheless, the medium-
to long-term prospect is for more efficient loca-
tion of production in industry in general and thus
for accelerated trade and economic growth.

Some DMCs are in the midst of negotiations
to join WTO, including Bhutan, Cambodia, Lao
PDR, and Nepal, several Central Asian
countries, and some Pacific DMCs. The recent
commitment by WTO members at Doha to
accelerate the pace of accession negotiations for
developing and, especially, least-developed
countries provides an opportunity for these
economies to speed up their reform process and
thereby begin reaping the various benefits of
WTO membership earlier.

The proliferation of PTAs outside of Asia
and the Pacific is a source of concern for DMCs
that fear that they may lose as a result of trade
and investment diversion. In response, the re-
gion has seen numerous initiatives that aim to
bolster trade growth. It is important that these
initiatives are ultimately welfare enhancing both
to the region and the world.

The proposed ASEAN-PRC Free Trade
Area, and the moves toward economic partner-
ship between ASEAN and Australia and New
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Zealand have the potential to make similar con-
tributions to boosting trade growth and increas-
ing competition and economic efficiency. The
ASEAN-PRC Free Trade Area, proposed by the
PRC and endorsed by ASEAN’s 10 leaders in
Brunei in October 2001, represents a limited but
concrete proposal. It envisages an FTA within 10
years, even though ASEAN’s own FTA has yet to
be fully implemented.

Bilateral agreements currently being negoti-
ated or discussed are even more limited. Japan,
for example, has signed and is currently imple-
menting a Japan-Singapore Economic Partner-
ship Agreement, and is exploring arrangements
with Korea. Singapore has added bilateral trade
agreements to its portfolio of trade policy mea-
sures. In addition to the agreement with Japan, it
signed an FTA with New Zealand in 2001, is ne-
gotiating one with Australia, and is exploring

arrangements with Chile and the countries of
EFTA as well as the US (Rajan and Sen 2000).

In South Asia, bilateral PTAs have been
signed (or are planned) between India and sever-
al other countries including Bhutan, Nepal, and
Sri Lanka. Sri Lanka is currently seeking a bilat-
eral arrangement with Pakistan. In the Pacific, 14
governments met in late February 2002 to con-
sider an FTA. The meeting may contribute to a
greater willingness among the governments to
open up their economies more in the future.

The growth in bilateral trade deals is, howev-
er, likely to have only a small direct impact on
goods trade within the region, but it must be
remembered that goods trade is not the only
focus of such agreements. Agreements that can
lower barriers to services trade and to investment
flows may well be able to deepen integration
through regional forums and WTO.
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STATISTICAL NOTES

The Statistical Appendix pre-
sents selected economic indica-
tors for 40 developing member
countries (DMCs) of the Asian

Development Bank (ADB), plus East
Timor, in a total of 23 tables. These are
presented by account, namely: (i) pro-
duction and demand sectors of the na-
tional income accounts, (ii) inf lation,
(iii) money supply, (iv) components of
the balance of payments, (v) external
debt and debt service, (vi) exchange
rate, and (vii) the budget of the central
government. These tables contain time
series information from 1996 to 2001.
Except for fiscal and external variables,
such as the budget of the central govern-
ment, exchange rate, external debt, and
debt service, the tables give projections
for 2002 and 2003. The table on foreign
direct investment shows data from 1995
to 2000 (the latest year for which data
are available). The following sections
describe the source, scope, and concep-
tual definition of the data in each table.

Historical data are derived prim-
arily from ADB’s Statistical Database
System; official sources; statistical publi-
cations; secondary publications; and
working papers and other internal docu-
ments of ADB, the International Mone-
tary Fund (IMF), World Bank, and the
United Nations. Some of the prelimi-
nary data for 2001 are official estimates
or staff estimates calculated from quar-
terly or monthly data available for the
year. Projections for 2002 and 2003 are
staff estimates.

Despite limitations arising from
differences in statistical methodology,
definition, and coverage, efforts were
made to standardize the data. The aim is
to allow comparability of data over time

and across DMCs, and to ensure consis-
tency 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, Myanmar, Nauru, Nepal,
Pakistan, and Tonga are on a fiscal year
basis. For Bhutan, Marshall Islands, and
Sri Lanka, except for national income
accounts, data refer to the fiscal year. For
the rest of the DMCs, data on national
accounts, consumer or wholesale price
index, monetary survey, and balance of
payments are reported for the calendar
year. Government finances for all DMCs
are repor ted on a fiscal year basis
though it coincides with the calendar
year for some countries.

Regional averages or totals for the
DMCs 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 the consumer or wholesale price
index, growth rate of merchandise
exports and imports, trade balance, cur-
rent account balance in absolute levels,
current account balance as a percentage
of GDP, and foreign direct investment.

The averages are computed as sim-
ple, weighted arithmetic means using
the average of GDP values in 1995–
1996, in current US dollars. This con-
vention smooths out the rapid change in
structure attributed to rapid movement
of Asian currencies as a result of the fi-
nancial crisis. The computation of aver-
ages for country groupings for Tables A1,
A2, A9, and A16 is based on these
weights.

Because of measurement problems,

data for Afghanistan, East Timor,
Myanmar, and Nauru are excluded from
the computation of averages and totals.
Where there are missing numbers, aver-
ages or totals are computed on the basis
of a consistent set of sums.

Tables A1, A2, A3, A4, A5, and A6:
Growth and Structure of Production.
The definitions used in these tables
relating to output growth and produc-
tion 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 valua-
tions. The exceptions are Azerbaijan,
Bhutan, Fiji Islands, India, Nepal,
Pakistan, Solomon Islands, Sri Lanka,
and Tuvalu, which use GDP at constant
factor cost.

Table A2: Growth Rate of Real Per
Capita GDP. Real per capita GDP is
obtained by subtracting mid-year popu-
lation growth from real GDP growth.

Tables A3, A4, and A5: Growth
Rates of Real Gross Value Added in ag-
riculture, industry, and services. The ag-
riculture sector includes agricultural
crops, livestock, poultry, fisheries, and
forestry. Mining and quarrying, manu-
facturing, construction, and utilities fall
under the industry sector. The services
sector consists of transpor t and
communications, trade, banking and fi-
nance, real estate, public administration,
and other services. The sector growth
rates are consistent with the reported
GDP values in Table A1, except for the
Republic of Korea (Korea); People’s
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Republic of China (PRC); and Taipei,China,
where subsidies net of indirect taxes are included
in the computation of sector growth. Growth of
agriculture for Hong Kong, China is not includ-
ed. Adding-up restrictions are imposed where
numerical discrepancies are noted or where re-
classifications of the sectors are implemented.

Table A6: Sector Shares of GDP. The sector
shares of GDP are based on constant market
prices. For Bhutan; Cambodia; PRC; Fiji Islands;
India; Korea; Pakistan; Singapore; Solomon
Islands; Sri Lanka; Taipei,China; and Tuvalu, the
sector shares of GDP are based on constant fac-
tor costs. For the 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 GDP,
respectively, and total consumption expenditure .
They are expressed as a proportion of GNP or
GDP. For some DMCs, gross savings data are ob-
tained from official sources. Gross savings may
differ from either GNS or GDS by being derived
from the consolidated income and outlay ac-
count, and include private transfers recorded in
the balance of payments. Gross domestic invest-
ment (GDI) is calculated as the sum of gross
fixed capital formation and changes in stocks. For
Cambodia, Lao People’s Democratic Republic
(Lao PDR), Thailand, and Viet Nam, GDS is
computed as the sum of GDI and the current ac-
count balance. For India, adjusted GDS/GDI
figures are obtained from official sources except
for Azerbaijan which is based on the Statistical
Database System, and the Kyrgyz Republic and
Uzbekistan which are obtained from resident
missions.

Table A7 gives the ratio of GDS to GDP,
calculated from official sources. For Bangladesh,
Bhutan, and Pakistan, the ratio of GNS to GDP
is used and for the Philippines, the ratio of GNS
to GNP is used. Table A8 presents the ratio of
GDI to GDP. Where GDS/GNS are taken as a
ratio to GNP then GDI is computed as a pro-
portion to GNP. All figures used in computing
the ratios in Tables A7 and A8 are in current
market prices. The data are obtained from offi-
cial sources.

Table A9: Inflation. This table presents the

annual inf lation rate based on the consumer
price index (except for India which reports the
wholesale price index and Solomon Islands
which uses the retail price index) as obtained
from official local sources. For DMCs for which
data are not available locally, data were obtained
from IMF. For most DMCs, the reported infla-
tion rates are period averages. For the Federated
States of Micronesia, Tajikistan, and Uzbekistan,
the end-of-period consumer price index is used.
For Cambodia, inf lation is based on the final
quarter (October–December) of the year. For the
Lao PDR, inflation is computed as the average of
monthly year-on-year inflation. The consumer
price index for Cambodia and Myanmar is for
Phnom Penh and Yangon only.

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, Kazakhstan, and the Philip-
pines, M3 is used as the measure of liquidity. M3
is M2 plus quasi deposits for Kazakhstan and the
Philippines, and M2 plus deposits with the Re-
serve Bank of India for India.

Tables A11 and A13: Growth Rates of
Merchandise Exports and Imports. Historical
data for 1996–2000 and some preliminary esti-
mates for 2001 on merchandise exports and im-
ports are taken from the balance-of-payments
accounts, except for Hong Kong, China data,
which are taken from the national income
accounts. These figures are in US dollars and on
a free on board basis. Export and import statis-
tics are reported on a calendar year basis except
for Bangladesh, Bhutan, India, Marshall Islands,
Federated States of Micronesia, Myanmar, Nepal,
Pakistan, and Tonga, which use fiscal year figures.
For Cambodia, export data refer to domestic ex-
ports only, while import data refer to retained
imports only. Retained imports are total imports
net of reexports, and include project aid imports
and an estimate of unrecorded imports. For the
Maldives, export data includes reexports. Data
for Cambodia, Lao PDR, Kiribati, Mongolia,
Papua New Guinea, Tajik istan, Tonga, and
Uzbekistan are derived from IMF documents.
For Thailand and Viet Nam, the data come from
the State Bank of Viet Nam and the Bank of
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Thailand, respectively, and IMF.

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 A14, 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
Cambodia, Lao PDR, Mongolia, Nepal, Pakistan,
Thailand, and Viet Nam, official transfers are
excluded from the current account balance. The
current account balance for Hong Kong, China is
excluded as it is based on a different concept.
The balance-of-payments data for the DMCs are
obtained from local sources except for
Cambodia, Kiribati, Lao PDR, Mongolia, Papua
New Guinea, Tajikistan, Thailand, Tonga, Uzbe-
kistan, and Viet Nam where data are obtained
from IMF documents.

Table A17: Foreign Direct Investment. Data
on gross inf lows for 1995–2000 are obtained
from the United Nations Conference on Trade
and Development (UNCTAD) World Investment
Report 2001. 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, external debt outstanding includes long-
term debt, short-term debt, and IMF credit.
Principal repayments and interest payments on
long-term debt and IMF credit, and interest
payments on short-term debt, are lumped to-
gether in the debt service payment. For most
DMCs, data are collected from official country
sources, except for Kiribati, Marshall Islands,
Mongolia, Nepal, Samoa, Tajikistan, and Tonga
where the data come from IMF documents, and
for Bangladesh where the data are obtained from
the World Bank. The debt service ratio is com-
puted as a proportion of total exports of goods
and services.     For Kazakhstan, the ratio is ex-

pressed as a percentage of exports of goods, for
India as a percentage of current receipts, and for
the Lao PDR and Myanmar as a percentage of
exports of goods and services and net factor ser-
vices, with the latter being obtained from bal-
ance-of-payments data. For Cambodia, debt
excludes debt to the Russian Federation. Exter-
nal debt and debt service for Hong Kong, China;
Korea; Singapore; and Taipei,China are not pre-
sented as they are considered as capital surplus
economies, and hence debt is not a binding
financial constraint.

Table A20: Foreign Exchange Rates. The
annual average exchange rates of the DMCs are
quoted in local currencies per US dollar. IMF’s
International Financial Statistics is the source of
basic data for Kiribati, Marshall Islands, Mongo-
lia, Nepal, Samoa, Pakistan, Papua New Guinea,
Tajikistan, 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, except
for Azerbaijan data, which refers to the general
Government, Myanmar data which refers to the
union Government only, Tajikistan which present
consolidated government figures, and the PRC
which reports central and local government fig-
ures. Government expenditures include both
current and capital expenditures. Likewise, total
revenues include current revenues and capital re-
ceipts. For Hong Kong, China and Taipei,China
expenditures exclude net lending. For Cambodia;
Hong Kong, China; Indonesia; Korea; Lao PDR;
Malaysia; Mongolia; Pakistan; Singapore; and
Taipei,China, revenues exclude grants. In most
DMCs, the overall budget surplus or deficit is the
balance between government revenues and
expenditures, including grants. For Korea, the
balance includes social security contributions.
For India, the overall balance excludes small sav-
ings to state, includes recovery of loans and dis-
investments. For Vanuatu, and Kiribati it excludes
in-kind grants. For Thailand it includes non-
budgetary expenditures from loans. For Pakistan,
and Viet Nam, the overall budget balance ex-
cludes grants. All ratios are reported as a percent-
age of GDP at current market prices. Data are
from official country sources.

Consistency with ADB Annual Report 2001.
In general, ADO 2002 figures are consistent with
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the ADB Annual Report 2001 figures. However,
moderate discrepancies may be noted for some
countries. The primary reason is that the Annual
Report derives its numbers from official govern-
ment sources. For instance, most of the ADO
2002 figures for Central Asia were obtained
through the respective ADB resident missions
and from IMF documents as against the Annual
Report 2001 numbers which were reported by
the official statistical agencies or from Annual Re-
port 2001 survey replies. In some cases, the con-
cept and computational method used differ
between the ADO 2002 and the Annual Report
2001. For instance, the average of period infla-
tion rates are derived from the average index for
the year for the Annual Report 2001, as against
taking the average based on a year-on-year com-
putation of inflation rate using monthly data for
the ADO 2002. Differences in base years for the
various time series also account for minor dis-
crepancies between the same series used in both
publications. There are also some imputed ad-
justments in the definition for GDS and exports,
imports and, balance of trade. Finally, there are
cases, where our independent assessment falls
short of converging with the official view of the
Government. For these reasons, an artificial con-
vergence between the ADO 2002 and the Annual
Report 2001 numbers is not made.

GDP growth for the US, euro area, and
Japan. These are deseasonalized figures and were
obtained from the following websites,
www.fedstats; www.ecb.int; and www.stat.go.jp.

Yield curve on US swap rates. The yield
curve presents the yields of bonds of the same
quality but different maturities. Swap rates rep-
resent the fixed rate that the broker is willing to
pay in order to receive a floating rate (the pay
side). For the receiver side, it is the rate the bro-
ker wants to receive in order to pay a floating rate.

Sovereign risk spreads. Yield spreads are the
difference between the yields on sovereign bonds
of developing countries and the US treasury
bonds of comparable maturities. The Emerging
Markets Bond Index stripped spreads are based
on 150 sovereign US dollar bonds. In layperson’s
terms, the yield spreads on sovereign bonds
ref lect the market’s perception of the risk of
default, i.e., the higher the spread the greater the
risk of default.

Multiyear average GDP growth rate for
12 selected DMCs. These are long run or decade
growth figures estimated by fitting a trend line to
the logarithmic values of GDP for the relevant
period. The data begin in 1951 except for Korea
which starts in 1953, Malaysia in 1955, and Bang-
ladesh and Singapore in 1960.
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TABLE A1 Growth Rate of GDP (% per year)

1996 1997 1998 1999 2000 2001 2002 2003

East Asia 7.7 7.0 1.8 7.6 8.3 3.9 5.2 6.2
China, People’s Rep. of 9.6 8.8 7.8 7.1 8.0 7.3 7.0 7.4
Hong Kong, China 4.5 5.0 -5.3 3.0 10.5 0.1 2.1 4.8
Korea, Rep. of 6.8 5.0 -6.7 10.9 9.3 3.0 4.8 6.0
Mongolia 2.4 4.0 3.5 3.2 1.1 1.5 3.0 4.9
Taipei,China 6.1 6.7 4.6 5.4 5.9 -1.9 2.8 4.0

Southeast Asia 7.5 4.1 -7.9 3.8 5.9 1.9 3.4 4.3
Cambodia 3.5 3.7 1.5 6.9 5.4 5.3 4.5 6.1
Indonesia 8.0 4.5 -13.2 0.9 4.8 3.3 3.0 3.6
Lao People’s Dem. Rep. 6.9 6.9 4.0 7.3 5.9 5.5 5.8 6.1
Malaysia 10.0 7.3 -7.4 6.1 8.3 0.4 4.2 5.8
Myanmar 6.4 5.7 5.8 10.9 6.2 — — —
Philippines 5.8 5.2 -0.6 3.4 4.0 3.4 4.0 4.5
Singapore 7.7 8.5 0.0 6.9 10.3 -2.0 3.7 6.5
Thailand 5.9 -1.4 -10.8 4.4 4.6 1.8 2.5 3.0
Viet Nam 9.3 8.2 4.4 4.7 6.1 5.8 6.2 6.8

South Asia 7.5 4.5 5.8 5.7 4.2 4.9 5.4 6.4
Afghanistan — — — — — — — —
Bangladesh 4.6 5.4 5.2 4.9 5.9 5.2 4.5 5.7
Bhutan 5.2 7.6 6.5 7.3 5.7 6.5 6.5 6.5
India 8.0 4.8 6.5 6.1 4.0 5.4 6.0 6.8
Maldives 9.1 10.2 8.2 7.4 4.6 2.1 2.0 0.0
Nepal 5.6 4.9 3.3 4.4 6.1 5.0 3.5 5.0
Pakistan 6.8 1.9 2.0 4.2 3.9 2.6 3.0 5.0
Sri Lanka 3.3 6.3 4.7 4.3 6.0 -1.3 3.5 5.5

Central Asia 0.3 2.1 2.0 4.9 8.7 10.7 5.7 6.4
Azerbaijan 1.3 5.8 10.0 7.4 11.1 9.9 10.0 11.0
Kazakhstan 0.5 1.8 -1.9 2.7 9.8 13.2 7.0 6.0
Kyrgyz Republic 7.1 9.9 2.1 3.7 5.4 5.3 4.5 4.5
Tajikistan -4.4 1.7 5.3 3.7 8.3 10.0 6.0 5.0
Turkmenistan -6.7 -11.3 7.0 16.0 17.6 20.5 11.0 11.0
Uzbekistan 1.6 5.2 4.4 4.4 4.0 4.5 4.0 5.0

Pacific Developing Member Countries 5.6 -3.4 -1.0 6.6 -1.0 -0.8 1.9 2.6
Cook Islands -0.2 -2.8 -2.3 2.7 4.1 3.0 2.5 3.3
East Timor — — — — — — — —
Fiji Islands 3.1 -0.9 1.4 9.7 -2.8 1.5 3.5 4.7
Kiribati 4.1 1.6 6.6 2.1 -1.7 1.5 2.8 2.5
Marshall Islands -16.6 -10.1 0.8 -0.2 0.7 0.6 0.7 —
Micronesia, Federated States of -2.4 -5.2 -2.3 1.1 2.5 0.9 3.3 0.7
Nauru — — — — — — — —
Papua New Guinea 7.7 -4.9 -2.8 7.6 -0.8 -3.3 1.2 1.8
Samoa 7.3 0.8 2.5 3.1 7.3 10.0 5.0 5.0
Solomon Islands 3.5 -2.3 1.1 -1.3 -14.0 -5.0 -5.0 0.0
Tonga -0.4 0.2 1.6 3.1 6.2 3.0 2.9 2.6
Tuvalu 10.3 3.5 14.9 3.0 3.0 4.0 3.0 3.0
Vanuatu 2.5 1.5 2.2 -2.5 3.7 -0.5 0.7 1.9

Average 7.5 5.8 0.2 6.4 7.0 3.7 4.8 5.8

—  Not available.



204   ASIAN DEVELOPMENT OUTLOOK 2002

TABLE A2 Growth Rate of Per Capita GDP (% per year)

1996 1997 1998 1999 2000 2001 2002 2003 Per Capita
GNP,  $
2000

East Asia 6.4 6.0 0.8 6.7 7.5 3.3 4.6 5.6
China, People’s Rep. of 8.5 7.8 6.8 6.2 7.3 6.8 6.5 6.9 840
Hong Kong, China -0.8 3.7 -6.5 1.9 9.5 1.0 2.9 5.6 25,950
Korea, Rep. of 5.7 4.0 -7.6 10.0 8.4 2.2 4.0 5.2 8,910
Mongolia 0.8 2.5 2.1 2.1 -0.2 0.3 1.8 3.7 390
Taipei,China 5.3 5.8 3.6 4.6 5.0 -2.9 1.8 3.0 13,880

Southeast Asia 5.4 2.3 -9.8 2.3 4.3 0.3 1.9 3.5
Cambodia -1.8 1.8 -3.4 4.3 2.3 1.8 1.4 3.0 260
Indonesia 6.2 3.0 -14.7 -0.5 3.3 1.9 1.6 3.6 570
Lao People’s Dem. Rep. 4.5 4.4 1.5 4.9 2.9 4.0 3.9 4.2 290
Malaysia 7.7 5.0 -9.7 3.7 5.8 -1.9 1.7 3.3 3,380
Myanmar 4.6 3.9 3.9 9.1 4.4 — — — —
Philippines 3.5 2.9 -2.8 1.2 1.8 1.3 2.1 2.6 1,040
Singapore 3.6 5.1 -3.4 6.2 8.6 -4.9 0.9 3.7 24,740
Thailand 4.9 -2.2 -12.0 3.4 3.8 1.0 1.7 3.0 2,010
Viet Nam 7.7 6.7 2.9 3.4 4.6 4.3 4.7 5.3 390

South Asia 5.5 2.4 4.0 3.2 2.3 3.1 3.6 4.7
Afghanistan — — — — — — — — —
Bangladesh 2.8 3.6 3.7 3.4 4.3 3.6 3.2 4.1 380
Bhutan 2.2 4.6 3.4 4.3 2.8 3.5 3.5 4.0 550
India 6.1 2.7 4.8 3.4 2.2 3.7 4.2 5.0 460
Maldives 7.2 8.3 6.3 5.5 2.7 0.2 0.1 -1.9 1,460
Nepal 3.6 2.4 0.9 2.1 3.6 2.0 1.2 5.0 220
Pakistan 4.3 -0.5 -0.4 1.9 1.6 0.3 0.8 2.8 470
Sri Lanka 2.2 5.2 3.5 2.9 4.3 -2.4 2.3 5.5 870

Central Asia 0.9 3.4 1.9 4.2 8.0 — — —
Azerbaijan 0.3 6.8 9.0 4.6 10.3 — — — 610
Kazakhstan 1.9 3.4 -0.2 3.6 10.2 13.9 7.5 6.6 1,190
Kyrgyz Republic 5.6 8.4 0.7 2.2 4.0 — — — 270
Tajikistan -6.0 0.1 3.7 2.3 6.8 — — — 170
Turkmenistan -9.2 -14.1 4.0 12.4 13.9 16.9 8.3 7.3 840
Uzbekistan -0.3 3.3 2.8 2.9 2.6 — — — 610

Pacific Developing Member Countries 3.1 -5.5 -3.4 4.1 -3.2 -3.0 -0.5 0.3
Cook Islands 3.0 5.0 2.4 9.9 10.5 7.4 2.5 — —
East Timor — — — — — — — — —
Fiji Islands 2.1 -1.7 -0.7 7.8 -4.5 -0.3 1.6 2.8 1,830
Kiribati 1.7 -1.6 9.7 1.8 -2.3 2.0 — — 950
Marshall Islands -17.0 -10.6 -0.5 -1.5 -0.7 -0.8 -0.7 — 1,970
Micronesia, Federated States of -2.6 -5.5 -2.5 -0.9 2.3 0.6 3.1 0.5 2,110
Nauru — — — — — — — — —
Papua New Guinea 4.5 -7.7 -5.7 4.3 -3.7 -6.2 -1.9 -1.3 760
Samoa 6.7 0.3 2.0 2.6 6.8 9.5 4.5 4.5 1,460
Solomon Islands 0.5 -5.2 -1.9 -4.0 -16.3 -7.6 -7.6 -2.8 630
Tonga -2.1 -0.6 0.9 2.5 5.6 2.4 2.3 2.0 1,660
Tuvalu 8.9 -2.6 12.2 1.0 1.0 2.0 1.0 1.0 —
Vanuatu -0.2 -1.0 -0.4 -4.9 1.2 -3.1 -1.8 -0.6 1,140

Average 5.9 4.5 -1.1 5.0 5.8 2.5 3.7 4.9

—  Not available.
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TABLE A3 Growth Rate of Value Added in Agriculture (% per year)

1996 1997 1998 1999 2000 2001 2002 2003

East Asia
China, People’s Rep. of 5.1 3.5 3.5 2.8 2.4 2.8 2.4 2.5
Hong Kong, China — — — — — — — —
Korea, Rep. of 3.3 4.6 -6.6 5.4 2.0 1.4 3.0 3.0
Mongolia 4.4 4.3 6.4 4.2 -16.8 -16.0 — —
Taipei,China -0.3 -1.5 -6.6 2.7 1.2 -0.6 0.3 0.4

Southeast Asia
Cambodia -0.7 5.8 2.5 4.8 -2.7 5.0 3.0 5.4
Indonesia 3.1 1.0 -1.3 2.7 1.2 0.6 1.5 3.0
Lao People’s Dem. Rep. 2.8 7.0 3.1 8.2 5.1 3.9 — —
Malaysia 4.5 0.7 -2.8 0.4 0.6 2.3 -0.5 1.8
Myanmar 5.0 3.7 4.5 11.5 — — — —
Philippines 3.8 3.1 -6.4 6.5 3.3 3.9 — —
Singapore 3.4 0.0 -6.9 -1.1 -5.7 -4.9 -4.5 -4.0
Thailand -8.1 -0.4 -3.2 2.7 4.8 1.5 1.4 2.0
Viet Nam 4.4 4.3 2.8 5.2 4.0 2.3 2.1 2.4

South Asia
Afghanistan — — — — — — — —
Bangladesh 3.1 6.0 3.2 4.8 7.4 3.1 — —
Bhutan 6.5 4.0 2.8 5.3 4.7 4.8 2.5 2.5
India 9.6 -2.4 6.2 1.3 -0.2 5.7 3.3 6.0
Maldives 2.2 1.3 6.4 3.3 -0.2 1.6 — —
Nepal 4.4 4.1 1.0 2.7 5.0 4.0 3.0 2.5
Pakistan 11.7 0.1 4.5 1.9 6.1 -2.5 — —
Sri Lanka -4.6 3.0 2.5 4.5 1.8 -1.5 1.5 2.5

Central Asia
Azerbaijan 3.0 -4.0 6.6 7.1 — — — —
Kazakhstan -5.0 -0.8 -18.9 28.0 -3.3 16.9 — —
Kyrgyz Republic 15.2 12.3 2.9 8.2 2.7 6.8 — —
Tajikistan — 0.2 6.5 3.8 — — — —
Turkmenistan — — — — — — — —
Uzbekistan -7.3 5.8 4.1 5.9 — 4.5 — —

Pacific Developing Member Countries
Cook Islands 4.3 12.2 -17.2 -28.2 32.7 — — —
East Timor — — — — — — — —
Fiji Islands 1.9 -13.0 -7.2 16.1 -1.2 -0.5 -0.1 4.1
Kiribati 12.1 -14.6 6.0 8.8 7.9 — — —
Marshall Islands -21.9 -9.0 -13.9 1.7 3.7 — — —
Micronesia, Federated States of — — — — — — — —
Nauru — — — — — — — —
Papua New Guinea 11.0 -1.2 -11.3 4.3 9.1 0.9 5.1 3.6
Samoa 3.2 6.5 3.4 -3.5 1.5 — — —
Solomon Islands -4.2 4.7 -7.5 -12.0 -26.4 — — —
Tonga -8.2 3.8 -0.1 -3.1 10.8 1.3 3.0 —
Tuvalu -16.2 5.8 0.7 — — — — —
Vanuatu 4.4 3.4 9.0 -9.3 2.5 -14.9 2.2 2.7

—  Not available.
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TABLE A4 Growth Rate of Value Added in Industry (% per year)

1996 1997 1998 1999 2000 2001 2002 2003

East Asia
China, People’s Rep. of 12.1 10.5 8.9 8.1 9.6 8.7 8.0 8.3
Hong Kong, China — — — — — — — —
Korea, Rep. of 7.0 5.4 -7.5 12.8 11.9 2.6 6.0 8.0
Mongolia -3.2 -3.3 3.8 1.1 7.4 11.8 — —
Taipei,China 3.4 6.1 2.7 4.7 5.7 -6.0 2.0 2.9

Southeast Asia
Cambodia 11.1 20.4 7.7 12.0 29.0 12.0 10.9 12.6
Indonesia 10.7 5.2 -29.0 2.1 6.1 3.0 3.6 3.5
Lao People’s Dem. Rep. 17.3 8.1 9.2 7.9 7.5 8.5 — —
Malaysia 14.4 7.5 -10.6 8.5 15.3 -3.6 4.4 7.0
Myanmar 10.7 8.9 6.1 13.7 — — — —
Philippines 6.4 6.1 -2.1 0.9 3.9 1.9 — —
Singapore 7.3 7.6 0.7 7.1 10.8 -8.9 2.5 7.5
Thailand 10.1 -1.9 -13.3 9.5 5.3 1.3 2.5 3.6
Viet Nam 14.5 12.6 7.3 7.6 9.6 9.7 10.0 10.2

South Asia
Afghanistan — — — — — — — —
Bangladesh 7.0 5.8 8.3 4.9 6.2 7.2 — —
Bhutan 5.8 3.5 8.6 11.6 4.0 8.0 10.5 11.0
India 7.8 4.3 3.7 4.9 6.3 3.3 4.8 5.7
Maldives 3.4 23.1 16.0 8.1 -0.9 4.7 — —
Nepal 8.3 6.4 2.3 6.0 8.2 2.5 3.5 5.9
Pakistan 5.4 0.6 0.3 4.7 0.2 4.2 — —
Sri Lanka 5.4 7.7 5.9 4.8 7.5 -1.9 4.0 7.5

Central Asia
Azerbaijan 8.4 14.8 18.1 6.2 — — — —
Kazakhstan 0.3 4.1 -2.4 2.8 15.5 13.5 — —
Kyrgyz Republic 2.6 19.8 -1.8 -3.8 8.9 5.4 — —
Tajikistan — -2.0 8.1 5.0 — — — —
Turkmenistan — — — — — — — —
Uzbekistan 6.0 6.5 5.8 6.1 5.8 8.1 — —

Pacific Developing Member Countries
Cook Islands -5.0 6.4 3.3 7.0 6.8 — — —
East Timor — — — — — — — —
Fiji Islands 5.3 1.4 3.1 9.8 -7.4 -1.8 5.0 6.2
Kiribati -4.6 17.4 32.9 38.0 -32.4 — — —
Marshall Islands -36.6 -4.6 28.3 1.3 3.7 — — —
Micronesia, Federated States of — — — — — — — —
Nauru — — — — — — — —
Papua New Guinea 10.1 -17.0 9.7 5.7 -5.4 -6.1 -1.3 -0.4
Samoa 4.6 -2.1 -8.9 4.3 17.0 — — —
Solomon Islands 12.3 -10.9 -8.4 -3.9 -25.9 — — —
Tonga 11.3 -11.7 6.8 12.4 3.0 5.4 4.0 —
Tuvalu 85.6 4.0 21.5 — — — — —
Vanuatu -5.7 -3.2 6.7 5.2 8.4 -1.1 -2.5 1.1

—  Not available.
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TABLE A5 Growth Rate of Value Added in Services (% per year)

1996 1997 1998 1999 2000 2001 2002 2003

East Asia
China, People’s Rep. of 7.9 9.2 8.3 7.5 9.5 7.4 8.5 7.0
Hong Kong, China — — — — — — — —
Korea, Rep. of 6.7 5.7 -4.0 8.4 7.3 4.6 5.0 5.2
Mongolia 4.6 9.0 0.3 3.5 17.0 9.2 — —
Taipei,China 7.7 8.1 6.0 5.7 5.4 0.9 2.9 4.5

Southeast Asia
Cambodia 3.1 -3.7 -0.6 5.8 3.1 1.9 1.8 2.5
Indonesia 6.8 5.6 -1.0 -0.7 5.2 4.5 3.1 3.8
Lao People’s Dem. Rep. 8.5 7.5 5.5 6.9 6.2 6.0 — —
Malaysia 8.9 11.1 -1.1 4.5 4.6 3.9 4.1 5.4
Myanmar 6.5 6.7 7.0 9.2 — — — —
Philippines 6.4 5.4 3.5 4.0 4.4 4.3 — —
Singapore 8.1 9.4 -0.2 6.1 8.8 1.7 5.0 7.9
Thailand 5.3 -1.2 -10.0 -0.1 4.0 2.3 1.7 2.5
Viet Nam 8.8 7.1 3.0 2.1 4.5 4.4 5.0 6.0

South Asia
Afghanistan — — — — — — — —
Bangladesh 4.0 4.5 5.0 5.2 5.5 5.4 — —
Bhutan 4.7 13.4 6.7 5.1 9.1 6.3 7.0 7.6
India 7.2 9.8 8.3 9.5 4.8 6.5 8.0 7.8
Maldives 11.2 9.2 6.9 7.8 6.3 1.6 — —
Nepal 5.8 4.6 6.4 5.6 6.3 7.3 3.5 5.5
Pakistan 5.0 3.6 1.6 5.0 4.8 4.4 — —
Sri Lanka 6.0 7.1 5.1 4.0 7.0 -1.0 4.0 5.5

Central Asia
Azerbaijan -5.9 11.2 5.2 8.8 — — — —
Kazakhstan 0.0 0.0 -0.1 -0.7 9.3 13.6 — —
Kyrgyz Republic -0.2 1.2 3.6 1.2 7.7 2.4 — —
Tajikistan — — — — — — — —
Turkmenistan — — — — — — — —
Uzbekistan 9.9 21.3 9.5 12.6 13.0 14.2 — —

Pacific Developing Member Countries
Cook Islands -0.6 -6.9 -2.0 13.5 6.5 — — —
East Timor — — — — — — — —
Fiji Islands 2.5 2.4 3.3 7.9 -1.1 3.5 12.7 4.0
Kiribati 2.6 8.1 6.5 3.4 2.1 — — —
Marshall Islands -10.2 -10.1 0.2 -0.5 -0.8 — — —
Micronesia, Federated States of — — — — — — — —
Nauru — — — — — — — —
Papua New Guinea 3.4 6.1 -8.6 12.4 -5.8 -2.6 -0.1 1.3
Samoa 10.9 5.7 7.8 5.2 5.5 — — —
Solomon Islands 5.6 -2.0 -2.9 -2.0 0.8 — — —
Tonga 1.8 0.9 3.2 4.1 5.6 3.8 2.5 —
Tuvalu 2.6 2.7 16.0 — — — — —
Vanuatu 3.3 1.8 -0.1 -1.7 3.3 3.3 0.8 1.8

—  Not available.
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TABLE A6 Sector Share of GDP (%)

Agriculture Industry Services
1970 1980 2001 1970 1980 2001 1970 1980 2001

East Asia
China, People’s Rep. of 42.2 25.6 11.3 44.6 51.7 64.6 13.2 22.7 24.0
Hong Kong, China — — — — — —     —     —     —
Korea, Rep. of 29.8 14.2 5.1 23.8 37.8 44.0 46.4 48.1 50.9
Mongolia 33.1 17.4 27.5 26.3 33.3 27.8 40.6 49.3 44.7
Taipei,China 17.3 8.4 2.4 32.3 42.8 32.1 50.4 48.8 65.5

Southeast Asia
Cambodia — — 32.0 — — 24.0      —     — 44.0
Indonesia 35.0 24.4 16.2 28.0 41.3 36.0 37.0 34.3 47.8
Lao People’s Dem. Rep. — — 51.3 — — 23.1      —      — 25.6
Malaysia — 22.9 8.2 — 35.8 43.1      — 41.3 48.7
Myanmar 49.5 47.9 — 12.0 12.3 — 38.5 39.8    —
Philippines 28.2 23.5 20.1 33.7 40.5 34.0 38.1 36.0 46.0
Singapore 2.2 1.1 0.1 36.4 38.8 30.7 61.4 60.0 69.2
Thailand 30.2 20.2 8.0 25.7 30.1 44.0 44.1 49.7 48.0
Viet Nam — 42.7 22.7 — 26.3 36.9      — 31.0 40.4

South Asia
Afghanistan — — — — — —     —     —     —
Bangladesh — 49.4 25.1 — 14.8 26.2      — 35.8 48.7
Bhutan — 56.7 49.4 — 12.2 5.0      — 31.1 45.6
India 44.5 38.1 24.3 23.9 25.9 26.8 31.6 36.0 49.0
Maldives — — 8.8 — — 15.4      —      — 75.7
Nepal — 61.8 38.5 — 11.9 20.1      — 26.3 41.3
Pakistan 40.1 30.6 24.7 19.6 25.6 25.1 40.3 43.8 50.3
Sri Lanka 30.7 26.6 20.4 27.1 27.2 27.4 42.2 46.2 52.1

Central Asia
Azerbaijan — — — — — — — — —
Kazakhstan — — — — — —     — — —
Kyrgyz Republic — — 50.2 — — 18.9      —     — 30.9
Tajikistan — — — — — — — — —
Turkmenistan — — — — — — — — —
Uzbekistan — — 30.1 — — 19.9 — — 50.0

Pacific Developing Member Countries
Cook Islands — — — — — —     —     —     —
East Timor — — — — — —     —     —     —
Fiji Islands 30.2 22.5 16.5 23.1 21.7 24.9 46.7 55.8 58.6
Kiribati — — — — — — — — —
Marshall Islands — — — — — — — — —
Micronesia, Federated States of — — — — — — — —     —
Nauru — — — — — — — — —
Papua New Guinea — — 33.1 — — 36.0 — — 30.9
Samoa — — — — — —      —      —      —
Solomon Islands — 52.5 — — 10.0 —      — 37.4      —
Tonga — 47.6 29.4 — 11.0 14.9      — 41.4 55.6
Tuvalu — — — — — —      —      —     —
Vanuatu — — 15.5 — — 11.6      —      — 72.9

—  Not available.



  STATISTICAL APPENDIX  209

TABLE A7 Gross Domestic Savings (% of GDP)

1996 1997 1998 1999 2000 2001 2002 2003

East Asia
China, People’s Rep. of 41.1 41.5 39.8 39.4 38.9 38.1 37.9 37.6
Hong Kong, China 30.7 31.1 30.1 30.4 32.3 31.1 34.9 34.7
Korea, Rep. of 34.0 33.7 34.4 33.5 32.6 30.1 30.5 31.0
Mongolia — — — 20.0 18.0 18.0 19.0 21.0
Taipei,China 26.6 26.4 26.0 26.1 25.2 23.5 24.1 25.5

Southeast Asia
Cambodia 10.8 9.0 9.5 11.8 6.9 9.6 11.1 12.3
Indonesia 30.1 31.5 26.5 20.2 25.7 25.5 23.0 21.0
Lao People’s Dem. Rep. 12.4 9.4 14.8 16.4 14.7 13.8 14.0 14.0
Malaysia 42.9 43.9 48.7 47.3 46.8 42.3 41.8 41.0
Myanmar 11.5 11.8 11.8 13.0 11.1 — — —
Philippines 18.0 17.7 16.7 18.7 21.0 22.1 20.2 19.5
Singapore 49.3 50.5 50.8 48.8 49.3 45.8 44.5 45.7
Thailand 37.4 37.4 36.5 29.9 30.2 27.5 26.3 25.5
Viet Nam 17.6 21.8 17.8 26.3 25.5 27.4 27.1 27.8

South Asia
Afghanistan — — — — — — — —
Bangladesh 20.2 21.6 21.8 20.8 22.0 21.0 20.7 21.9
Bhutan 27.6 21.6 12.7 13.5 17.2 27.5 27.5 27.7
India 23.2 23.1 21.7 23.2 23.4 23.0 23.6 23.8
Maldives — — — — — — — —
Nepal 13.8 14.0 13.8 13.8 15.0 16.0 13.0 13.0
Pakistan 11.6 11.6 14.3 11.4 13.5 12.8 14.6 14.7
Sri Lanka 15.3 17.3 19.1 19.5 17.3 17.3 17.5 18.0

Central Asia
Azerbaijan -4.0 12.9 4.8 4.9 23.1 — — —
Kazakhstan 19.8 17.1 15.9 16.0 22.9 22.3 23.5 24.7
Kyrgyz Republic -0.6 13.8 8.1 3.2 9.8 — — —
Tajikistan 32.0 — 23.3 19.4 — — — —
Turkmenistan — — — — — — — —
Uzbekistan 7.9 14.9 9.9 10.5 16.5 — — —

Pacific Developing Member Countries
Cook Islands — — — — — — — —
East Timor — — — — — — — —
Fiji Islands — — — — — — — —
Kiribati — — — — — — — —
Marshall Islands — — — — — — — —
Micronesia, Federated States of — — — — — — — —
Nauru — — — — — — — —
Papua New Guinea 31.0 21.5 22.6 13.3 — — — —
Samoa — — — — — — — —
Solomon Islands — — — — — — — —
Tonga — — — — — — — —
Tuvalu — — — — — — — —
Vanuatu — — — — — — — —

—  Not available.
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TABLE A8 Gross Domestic Investment (% of GDP)

1996 1997 1998 1999 2000 2001 2002 2003

East Asia
China, People’s Rep. of 39.6 38.2 37.7 37.4 36.1 36.3 36.1 36.4
Hong Kong, China 32.1 34.5 29.0 25.0 27.6 25.8 28.0 27.7
Korea, Rep. of 37.9 34.2 21.2 26.7 28.2 26.7 29.0 30.7
Mongolia — — — 27.0 29.0 28.0 29.0 31.0
Taipei,China 23.2 24.2 24.9 23.4 22.9 18.2 18.7 23.0

Southeast Asia
Cambodia 15.2 14.4 12.0 17.0 14.1 16.2 17.0 17.4
Indonesia 30.7 31.8 16.8 12.2 17.9 17.0 17.0 17.0
Lao People’s Dem. Rep. 29.0 26.2 24.9 22.7 20.5 21.0 22.0 22.0
Malaysia 41.5 43.0 26.7 22.3 26.8 24.8 25.9 26.4
Myanmar 12.3 12.5 12.4 13.4 11.2 — — —
Philippines 23.1 23.8 19.3 17.8 16.9 16.6 18.0 18.5
Singapore 37.1 38.6 33.3 31.9 31.6 24.3 23.6 24.1
Thailand 41.6 33.3 20.5 19.9 22.7 22.0 22.2 22.5
Viet Nam 28.1 28.3 22.5 22.2 23.9 25.9 26.8 28.0

South Asia
Afghanistan — — — — — — — —
Bangladesh 20.0 20.7 21.6 22.2 23.0 23.1 23.2 24.0
Bhutan 44.7 34.1 38.2 43.1 43.8 44.0 43.5 43.7
India 24.5 24.6 22.7 24.3 24.0 24.0 24.5 24.9
Maldives — — — — — — — —
Nepal 27.3 25.3 24.8 20.5 23.3 24.4 22.0 22.0
Pakistan 18.8 17.7 17.7 15.6 15.6 14.7 15.2 16.2
Sri Lanka 24.2 24.4 25.1 27.3 28.0 25.1 27.5 29.0

Central Asia
Azerbaijan 29.0 34.2 33.4 23.0 18.8 — — —
Kazakhstan 16.1 15.6 14.3 17.8 17.9 23.0 16.9 16.8
Kyrgyz Republic 25.2 21.7 15.4 18.0 16.0 — 16.1 15.8
Tajikistan 22.3 0.0 15.4 17.3 — — — —
Turkmenistan — — — — — — — —
Uzbekistan 15.1 18.9 10.2 11.8 15.9 20.2 — —

Pacific Developing Member Countries
Cook Islands — — — — — — — —
East Timor — — — — — — — —
Fiji Islands — — — — — — — —
Kiribati — — — — — — — —
Marshall Islands — — — — — — — —
Micronesia, Federated States of — — — — — — — —
Nauru — — — — — — — —
Papua New Guinea 22.7 21.3 17.9 16.4 — — — —
Samoa — — — — — — — —
Solomon Islands — — — — — — — —
Tonga — — — — — — — —
Tuvalu 69.0 58.2 24.9 — — — — —
Vanuatu — — — — — — — —

—  Not available.



  STATISTICAL APPENDIX  211

TABLE A9 Inflation (% per year)

1996 1997 1998 1999 2000 2001 2002 2003

East Asia 6.3 3.3 2.4 -0.7 0.7 1.4 1.5 2.3
China, People’s Rep. of 8.3 2.8 -0.8 -1.4 0.4 0.7 1.0 1.5
Hong Kong, China 6.4 5.8 2.8 -4.0 -3.8 -1.6 -0.8 0.6
Korea, Rep. of 4.9 4.5 7.5 0.8 2.3 4.1 3.5 4.0
Mongolia 23.6 36.6 9.4 10.0 8.1 11.2 6.0 5.0
Taipei,China 3.1 0.9 1.7 0.2 1.3 0.0 0.7 2.1

Southeast Asia -9.1 14.3 19.2 1.0 2.5 5.2 5.7 4.4
Cambodia 9.0 9.1 12.6 0.0 0.5 0.0 2.0 3.0
Indonesia -39.6 35.6 46.5 -1.9 3.7 11.5 13.1 7.7
Lao People’s Dem. Rep. 13.0 19.3 87.4 134.0 27.0 7.8 6.5 6.0
Malaysia 3.5 2.7 5.3 2.8 1.6 1.4 2.3 2.8
Myanmar 20.0 33.9 49.1 11.4 — — — —
Philippines 9.1 5.9 9.7 6.7 4.4 6.1 5.0 6.0
Singapore 1.3 2.0 -0.3 0.1 1.3 1.0 0.4 1.4
Thailand 5.9 5.5 8.1 0.3 1.6 1.7 2.0 2.2
Viet Nam 4.4 3.6 9.2 0.1 -0.6 0.8 3.0 4.0

South Asia 5.8 5.2 6.3 4.2 6.2 4.6 4.1 4.8
Afghanistan — — — — — — — —
Bangladesh 6.6 2.5 7.0 8.9 3.4 1.6 2.4 2.6
Bhutan 9.3 7.4 9.0 9.2 3.6 3.6 4.5 5.2
India 4.6 4.4 5.9 3.3 7.2 4.7 4.0 5.0
Maldives 6.2 7.6 -1.4 3.0 -1.2 0.7 — —
Nepal 8.1 8.1 8.4 11.3 3.5 2.4 5.0 5.0
Pakistan 10.4 11.3 7.8 5.7 3.6 4.4 5.0 5.0
Sri Lanka 14.6 7.1 6.9 5.9 1.2 11.0 8.5 6.0

Central Asia 139.1 20.6 13.3 15.5 16.9 13.7 10.0 5.6
Azerbaijan 19.8 3.6 -0.8 -8.5 1.8 1.5 1.8 2.0
Kazakhstan 39.3 -0.8 7.1 8.3 13.2 8.4 6.6 5.6
Kyrgyz Republic 32.0 23.4 10.5 35.9 18.7 6.9 7.5 5.5
Tajikistan 40.6 163.6 2.7 30.1 32.9 38.5 8.9 7.6
Turkmenistan 992.4 83.7 16.7 23.5 7.4 6.0 8.5 7.5
Uzbekistan 64.3 27.6 26.1 26.0 28.0 26.6 18.0 —

Pacific Developing Member Countries 8.7 4.0 10.1 9.2 9.5 7.2 6.0 3.1
Cook Islands -0.6 -0.4 0.7 1.4 3.2 8.0 2.5 —
East Timor — — — — — — — —
Fiji Islands 3.1 3.4 5.7 2.0 1.1 4.3 3.0 —
Kiribati -1.5 2.1 3.7 1.8 0.9 7.1 2.7 2.7
Marshall Islands 9.6 4.8 2.2 1.7 -1.9 2.0 2.3 —
Micronesia, Federated States of 3.0 2.2 1.5 2.6 3.2 2.6 2.6 2.6
Nauru 4.0 6.1 4.0 6.7 7.5 4.0 — —
Papua New Guinea 11.6 4.0 13.6 14.9 15.6 9.8 8.3 5.0
Samoa 5.4 6.8 2.2 0.3 0.9 4.0 3.0 —
Solomon Islands 11.8 8.1 12.4 8.0 8.8 8.0 8.0 6.0
Tonga 2.8 1.8 2.9 3.9 4.9 6.3 10.0 5.0
Tuvalu 0.0 1.4 0.8 1.0 5.3 1.8 1.5 2.1
Vanuatu 0.9 2.7 3.3 2.1 2.5 3.6 4.5 4.0

Average 4.4 6.4 7.2 0.8 2.3 3.0 3.1 3.3

—  Not available.



212   ASIAN DEVELOPMENT OUTLOOK 2002

TABLE A10 Change in Money Supply (% per year)

1996 1997 1998 1999 2000 2001 2002 2003

East Asia
China, People’s Rep. of 25.3 19.6 14.8 14.7 12.3 14.4 13.0 14.0
Hong Kong, China 10.9 8.3 11.8 8.1 8.8 -2.9 4.0 5.3
Korea, Rep. of 15.8 14.1 27.0 27.4 25.4 13.2 20.0 25.0
Mongolia 25.8 32.5 -1.7 31.7 17.5 27.9 17.0 15.0
Taipei,China 9.1 8.0 8.6 8.3 6.5 4.4 5.8 6.4

Southeast Asia
Cambodia 40.4 46.6 15.7 17.3 26.9 18.0 16.0 14.0
Indonesia 29.6 23.2 62.3 11.9 15.6 17.5 18.0 18.0
Lao People’s Dem. Rep. 26.7 65.8 113.3 78.3 45.8 20.0 18.0 16.0
Malaysia 19.8 22.7 1.5 13.7 5.2 5.3 6.9 8.5
Myanmar 38.9 30.2 27.6 32.3 — — — —
Philippines 15.8 20.9 7.4 19.3 4.6 6.8 10.0 11.0
Singapore 9.8 10.3 30.2 8.5 -2.0 5.9 5.9 6.5
Thailand 12.6 16.4 9.5 2.1 3.7 4.2 6.5 5.0
Viet Nam 22.5 26.1 25.6 39.3 39.0 23.2 25.0 26.0

South Asia
Afghanistan — — — — — — — —
Bangladesh 10.7 9.9 11.4 12.8 18.6 16.6 16.0 17.0
Bhutan 30.4 30.9 41.7 21.4 21.4 5.5 17.0 15.0
India 15.2 18.0 19.4 14.6 16.7 11.2 14.0 15.0
Maldives 26.0 23.1 22.8 3.6 4.1 9.0 — —
Nepal 14.4 11.9 21.9 20.8 21.8 14.9 12.0 12.0
Pakistan 13.8 12.2 14.5 6.2 9.4 9.0 9.1 —
Sri Lanka 10.8 13.8 9.7 13.3 13.0 11.4 12.0 11.5

Central Asia
Azerbaijan 25.8 29.2 -21.7 15.2 18.3 9.7 — —
Kazakhstan 16.6 28.2 -14.2 84.4 44.9 40.2 27.0 22.4
Kyrgyz Republic 21.3 25.4 17.2 33.9 12.4 11.3 13.5 —
Tajikistan 93.2 110.7 53.9 19.7 49.3 — — —
Turkmenistan 247.8 107.2 67.7 23.6 68.3 — — —
Uzbekistan 113.7 36.0 28.0 31.5 17.1 16.4 — —

Pacific Developing Member Countries
Cook Islands 6.9 15.7 23.6 -0.8 16.2 9.1 — —
East Timor — — — — — — — —
Fiji Islands 0.9 -8.7 -0.3 14.2 -2.1 -1.5 7.0 —
Kiribati 11.7 -3.1 11.1 0.3 5.0 — — —
Marshall Islands — — — — — — — —
Micronesia, Federated States of — — — — — — — —
Nauru — — — — — — — —
Papua New Guinea 32.0 6.9 1.8 8.9 5.4 10.0 9.3 —
Samoa 5.1 13.2 5.0 12.5 11.5 13.8 — —
Solomon Islands 15.7 6.3 4.8 4.5 0.4 -12.5 — —
Tonga 2.8 14.1 2.4 15.0 8.4 26.5 15.0 —
Tuvalu — — — — — — — —
Vanuatu 10.1 -0.3 12.6 -9.2 5.5 5.5 — —

—  Not available.
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TABLE A11 Growth Rate of Merchandise Exports (% per year)

1996 1997 1998 1999 2000 2001 2002 2003

East Asia 7.3 9.3 -5.0 5.8 22.0 -5.8 5.0 8.7
China, People's Rep. of 17.9 20.9 0.5 6.1 27.9 6.8 6.0 10.0
Hong Kong, China 4.0 4.0 -7.5 -0.1 16.1 -5.9 1.6 6.2
Korea, Rep. of 4.3 6.7 -4.7 9.9 21.2 -14.0 7.0 10.0
Mongolia -13.0 34.5 -18.8 -1.7 18.2 -17.4 9.4 7.7
Taipei,China 3.8 5.4 -9.5 9.9 21.8 -17.3 5.5 8.0

Southeast Asia 5.9 4.7 -7.4 8.9 19.6 -9.8 6.1 9.7
Cambodia 10.0 81.0 13.1 17.9 53.2 7.7 7.6 7.8
Indonesia 5.8 12.2 -10.5 1.7 27.6 -9.8 10.5 8.0
Lao People’s Dem. Rep. 2.6 -1.4 6.4 7.7 8.3 8.1 8.5 8.5
Malaysia 6.9 1.0 -7.3 16.8 17.0 -8.8 7.0 11.9
Myanmar -0.5 8.7 4.3 42.7 7.6 — — —
Philippines 17.7 22.8 16.9 19.1 9.0 -16.2 3.0 6.0
Singapore 6.4 -0.2 -12.1 4.5 20.4 -11.9 5.0 10.0
Thailand -1.9 4.3 -6.8 7.4 19.6 -7.0 4.0 9.0
Viet Nam 41.2 24.6 2.0 23.2 25.2 6.5 8.5 12.0

South Asia 6.5 4.8 -0.1 4.4 17.3 0.5 7.2 12.9
Afghanistan — — — — — — — —
Bangladesh 11.8 14.0 16.8 2.9 8.2 12.4 -8.0 10.0
Bhutan 39.6 1.7 12.0 -5.9 9.2 -1.8 — —
India 5.6 4.5 -3.9 9.5 19.6 -1.0 11.0 14.0
Maldives -6.0 15.8 3.4 -4.3 18.8 -1.7 — —
Nepal 1.9 10.2 11.9 18.2 42.4 3.7 5.0 10.0
Pakistan 7.1 -2.6 4.2 -10.7 8.8 9.0 -0.3 7.6
Sri Lanka 7.6 13.3 3.4 -3.9 19.8 -12.8 7.0 15.0

Central Asia 9.9 14.4 -16.4 6.4 49.1 -0.6 10.1 5.5
Azerbaijan 5.1 25.6 -16.1 51.5 83.6 7.9 — —
Kazakhstan 15.7 9.7 -14.9 2.0 60.6 -3.5 11.6 5.2
Kyrgyz Republic 29.9 18.8 -15.2 -13.5 10.4 -6.0 2.8 3.4
Tajikistan -1.2 -3.1 -21.4 13.7 18.9 1.8 8.8 8.7
Turkmenistan -18.8 -54.2 -20.6 93.3 111.7 5.0 6.0 6.0
Uzbekistan 1.7 4.5 -17.5 -8.9 1.4 — — —

Pacific Developing Member Countries 2.9 -12.2 -14.2 8.6 5.9 -9.1 8.5 6.5
Cook Islands -31.0 -10.1 13.8 10.7 155.5 -16.6 — —
East Timor — — — — — — — —
Fiji Islands 21.1 -21.1 -13.4 19.2 -0.7 -17.2 7.7 12.8
Kiribati -27.9 16.2 -6.0 49.8 -33.6 -33.2 2.7 20.8
Marshall Islands -12.2 -29.0 -47.2 -4.0 9.7 5.1 — —
Micronesia, Federated States of 22.1 -7.0 -46.8 -16.4 106.3 — — —
Nauru — — — — — — — —
Papua New Guinea -2.4 -14.8 -16.1 9.1 7.3 -6.3 10.9 1.9
Samoa 15.9 42.3 30.0 -3.6 -25.4 20.2 — —
Solomon Islands -3.4 -4.0 -9.1 1.1 -51.7 -31.1 13.7 40.4
Tonga -26.4 3.9 -9.8 1.7 -9.9 3.7 6.2 —
Tuvalu 9.8 -2.0 -84.8 — — — — —
Vanuatu 7.5 16.9 -3.9 -26.3 2.7 -16.2 6.6 10.0

Average 6.8 7.5 -5.7 6.8 21.2 -6.8 5.5 9.2

—  Not available.
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TABLE A12 Direction of Exports (% of total)

DMCs Japan United States European Australia/ Others
Union New Zealand

From 1985 2000 1985 2000 1985 2000 1985 2000 1985 2000 1985 2000

East Asia
China, People's Rep. of 38.2 32.1 22.3 14.6 8.5 26.9 7.8 14.8 0.8 1.7 22.5 9.9
Hong Kong, China 35.6 48.4 4.2 5.3 30.8 21.4 11.8 14.4 2.3 1.3 15.3 9.2
Korea, Rep. of 12.9 34.4 15.0 11.4 35.6 22.5 10.4 13.3 1.3 1.7 24.7 40.9
Mongolia 3.1 49.5 1.1 1.7 5.5 27.1 20.5 9.5 — — 69.8 —
Taipei,China 13.4 52.0 11.3 11.2 48.1 23.5 5.5 10.8 2.7 1.2 19.0 —

Southeast Asia
Cambodia 67.9 34.9 7.0 2.6 — 46.4 13.2 14.6 0.0 0.1 11.9 —
Indonesia 17.2 37.2 46.2 22.3 21.7 15.5 6.0 14.1 1.2 2.7 7.6 8.1
Lao People’s Dem. Rep. 71.9 23.9 6.6 3.2 2.7 2.5 0.5 30.4 5.5 0.1 12.7 39.9
Malaysia 38.1 42.5 24.6 12.6 12.8 21.8 13.6 13.8 1.9 2.7 9.1 6.6
Myanmar 47.1 36.4 8.4 6.0 0.8 24.3 8.4 16.5 0.0 0.5 35.4 16.3
Philippines 19.5 30.8 19.0 14.7 35.9 30.2 13.8 16.6 2.1 0.8 9.7 6.9
Singapore 36.8 52.2 9.4 7.4 21.2 17.2 10.1 13.4 4.4 2.6 18.0 28.8
Thailand 27.1 33.2 13.4 15.7 19.7 22.6 17.8 16.7 1.9 2.8 20.1 9.2
Viet Nam 15.9 27.0 4.7 18.5 — 6.2 6.2 26.6 0.3 10.1 72.9 11.6

South Asia
Afghanistan — — — — — — — — — — — —
Bangladesh 14.5 5.3 7.2 1.3 18.1 33.5 13.0 38.9 1.8 0.4 45.5 20.6
Bhutan — — — — — — — — — — — —
India 8.9 22.2 11.1 5.4 18.9 22.8 16.7 24.0 1.4 1.1 43.0 24.5
Maldives 50.8 11.9 10.1 1.4 24.3 33.2 4.0 33.0 — 0.0 10.9 20.6
Nepal 41.4 30.1 0.7 3.1 35.3 32.8 20.3 23.3 0.1 0.4 2.3 10.3
Pakistan 16.0 20.1 11.3 2.6 10.0 24.8 20.9 27.0 1.1 1.6 40.6 23.9
Sri Lanka 11.2 7.9 5.1 3.8 22.3 36.7 17.9 30.6 1.7 5.0 41.9 16.0

Central Asia
Azerbaijan — 3.2 — 0.1 — 1.3 — 60.4 — — — —
Kazakhstan — 16.0 — 1.2 — 4.9 — 33.8 — — — 75.7
Kyrgyz Republic — 37.5 — 0.1 — 0.5 — 30.1 — — — 69.4
Tajikistan — 28.9 — 0.1 — 1.2 — 27.5 — — — 70.6
Turkmenistan — 5.6 — 0.0 — 1.4 — 10.0 — — — —
Uzbekistan — 40.2 — 2.7 — 1.2 — 17.3 — — — 65.1

Pacific Developing Member Countries
Cook Islands — — — — — — — — — — — —
East Timor — — — — — — — — — — — —
Fiji Islands 22.5 18.9 3.0 5.1 4.9 20.8 31.0 17.7 18.2 28.6 20.4 8.9
Kiribati 7.1 11.6 4.3 58.2 — 6.2 — 2.1 0.4 1.2 88.2 20.7
Marshall Islands — — — — — — — — — — — —
Micronesia, Federated States of — — — — — — — — — — — —
Nauru — 50.4 — 1.9 — 3.6 — 1.2 — 38.4 — —
Papua New Guinea 9.9 16.8 22.1 11.4 4.0 1.2 46.5 9.8 12.0 30.2 5.6 30.6
Samoa 0.3 2.0 0.9 0.3 59.4 13.0 5.8 5.4 29.7 72.7 3.9 6.7
Solomon Islands 11.1 53.8 52.1 22.3 2.4 0.6 26.3 14.9 3.2 2.7 5.0 5.8
Tonga 5.9 1.9 0.2 50.4 3.2 31.7 0.5 2.3 83.1 6.1 7.1 7.6
Tuvalu 63.7 12.0 — 0.0 — 0.0 — 40.4 8.1 1.4 28.2 46.3
Vanuatu 1.4 13.7 6.7 31.3 0.0 17.1 25.4 29.2 1.6 1.7 65.0 7.1

Total 25.3 39.5 16.4 11.5 26.3 22.7 10.7 14.7 2.1 2.0 19.2 9.7

—  Not available.

To
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TABLE A13 Growth Rate of Merchandise Imports (% per year)

1996 1997 1998 1999 2000 2001 2002 2003

East Asia 8.1 3.8 -13.9 9.6 28.4 -6.5 7.7 11.6
China, People's Rep. of 19.5 3.7 0.3 15.8 35.4 8.2 10.0 14.0
Hong Kong, China 3.0 5.1 -11.6 -2.7 18.5 -5.5 1.9 7.8
Korea, Rep. of 12.3 -2.2 -36.2 29.1 36.2 -13.3 12.0 14.0
Mongolia 4.5 5.3 8.2 -2.6 21.2 -9.7 4.9 6.2
Taipei,China -0.1 10.1 -7.4 6.2 25.9 -23.8 8.0 10.0

Southeast Asia 5.3 -0.1 -24.2 8.0 24.2 -8.9 7.0 11.2
Cambodia 20.4 5.8 1.6 27.0 37.1 3.4 6.0 6.5
Indonesia 8.1 4.5 -30.9 -4.2 31.9 -12.2 10.0 10.0
Lao People’s Dem. Rep. 17.1 -6.0 -14.7 0.3 6.6 10.5 11.0 11.0
Malaysia 1.4 1.5 -26.6 12.8 26.2 -7.6 10.0 16.1
Myanmar 3.1 14.4 16.5 -2.9 -12.6 — — —
Philippines 20.8 14.0 -18.8 4.2 3.8 -6.2 2.5 4.0
Singapore 5.4 0.7 -23.2 9.0 22.2 -14.0 6.0 11.1
Thailand 0.8 -13.8 -26.2 16.9 31.3 -2.8 5.0 9.2
Viet Nam 25.5 -0.2 -1.1 1.1 34.5 6.0 10.0 13.0

South Asia 12.5 3.3 -5.7 10.5 7.3 -0.4 9.3 12.6
Afghanistan — — — — — — — —
Bangladesh 19.1 3.1 5.1 6.6 4.8 11.4 -5.0 6.0
Bhutan 36.2 58.1 8.9 74.7 14.0 16.3 — —
India 12.1 4.6 -7.1 16.5 7.0 -0.9 13.0 14.5
Maldives 12.6 15.6 1.5 13.6 -3.4 2.0 — —
Nepal 5.8 21.7 -12.4 -10.3 20.2 -0.9 5.0 5.0
Pakistan 16.7 -6.4 -8.4 -6.7 -0.1 5.9 0.2 6.2
Sri Lanka 2.4 7.8 0.4 1.5 22.4 -18.4 15.0 14.0

Central Asia 26.2 6.7 -5.7 -11.5 12.1 17.9 10.9 14.3
Azerbaijan 35.7 2.8 24.8 -16.6 7.5 -5.4 — —
Kazakhstan 24.4 8.3 -7.0 -15.3 21.3 23.5 11.7 15.3
Kyrgyz Republic 47.5 -17.5 17.0 -27.6 -8.2 -14.4 4.8 5.9
Tajikistan -6.2 2.9 -9.6 -5.2 21.1 8.0 4.5 6.8
Turkmenistan -15.5 -27.6 13.1 30.0 16.6 32.0 12.0 15.0
Uzbekistan 31.0 -11.2 -22.0 -11.9 -5.7 — — —

Pacific Developing Member Countries 16.3 -0.4 -22.3 5.8 -5.0 -3.4 14.3 -1.1
Cook Islands -10.8 10.8 -20.9 9.8 22.5 14.0 — —
East Timor — — — — — — — —
Fiji Islands 10.6 -2.2 -25.2 25.1 -5.4 -12.8 2.7 6.1
Kiribati 8.4 1.6 -15.8 24.0 -13.6 -9.0 7.3 2.0
Marshall Islands -0.9 -10.0 2.9 4.2 -1.3 2.9 — —
Micronesia, Federated States of -1.5 6.7 1.7 5.6 12.6 — — —
Nauru — — — — — — — —
Papua New Guinea 23.3 -1.6 -27.0 -0.1 -7.0 -2.2 26.0 -6.1
Samoa 8.1 -0.9 -2.2 19.2 -9.5 31.1 — —
Solomon Islands -2.0 21.6 -30.5 -17.7 -12.3 -7.1 4.4 6.4
Tonga -10.8 -9.5 29.7 -28.9 12.8 -4.3 8.0 —
Tuvalu 9.8 28.8 18.6 — — — — —
Vanuatu 2.5 -3.6 -5.5 -0.1 2.3 2.6 0.8 0.9

Average 7.7 2.4 -16.7 8.8 25.0 -6.6 7.6 11.6

—  Not available.



216   ASIAN DEVELOPMENT OUTLOOK 2002

TABLE A14 Balance of Trade (US$ million)

1996 1997 1998 1999 2000 2001 2002 2003

East Asia 3,674 35,835 87,492 73,510 53,825 55,794 40,365 22,623
China, People's Rep. of 19,535 46,222 46,614 36,207 34,474 33,813 26,551 18,987
Hong Kong, China -18,351 -21,121 -10,945 -5,997 -11,386 -11,510 -12,297 -16,343
Korea, Rep. of -14,965 -3,179 41,627 28,371 16,872 13,392 7,430 1,992
Mongolia -88 31 -120 -113 -151 -177 -166 -169
Taipei,China 17,543 13,882 10,316 15,042 14,017 20,277 18,847 18,156

Southeast Asia -12,593 3,496 61,830 69,502 70,014 59,982 60,643 49,844
Cambodia -428 -231 -173 -275 -263 -225 -220 -210
Indonesia 5,948 10,074 18,429 20,642 25,041 23,560 26,210 27,528
Lao People’s Dem. Rep. -368 -331 -216 -191 -198 -228 -264 -304
Malaysia 4,003 3,656 17,657 22,772 21,017 18,241 17,378 4,459
Myanmar -958 -1,150 -1,463 -938 -516 — — —
Philippines -11,342 -11,127 -28 4,959 6,918 2,747 2,792 3,734
Singapore 2,225 1,118 14,907 11,227 11,572 12,872 12,420 12,384
Thailand -9,489 1,652 12,235 9,288 5,550 2,542 2,037 2,093
Viet Nam -3,142 -1,315 -981 1,080 377 473 289 160

South Asia -24,115 -24,104 -19,792 -25,074 -21,328 -20,679 -23,722 -26,537
Afghanistan — — — — — — — —
Bangladesh -3,063 -2,735 -2,352 -2,694 -2,641 -2,887 -2,937 -2,875
Bhutan -13 -32 -25 -58 -71 -103 — —
India -14,815 -15,507 -13,246 -17,841 -14,370 -14,286 -17,032 -19,748
Maldives -186 -214 -216 -262 -233 -242 — —
Nepal -990 -1,245 -995 -765 -803 -762 -748 -764
Pakistan -3,704 -3,145 -1,867 -2,085 -1,412 -1,243 -1,290 -1,245
Sri Lanka -1,344 -1,225 -1,091 -1,369 -1,798 -1,157 -1,716 -1,905

Central Asia -2,003 -1,229 -2,592 -284 4,084 1,742 1,037 -72
Azerbaijan -694 -567 -1,038 -404 319 580 — —
Kazakhstan -335 -276 -801 341 2,766 819 909 0
Kyrgyz Republic -252 -15 -221 -84 9 50 43 33
Tajikistan -16 -63 -145 -27 -47 -100 -70 -58
Turkmenistan — -234 -498 -300 661 265 155 -47
Uzbekistan -706 -73 111 191 376 128 — —

Pacific Developing Member Countries 379 -137 107 193 388 400 502 712
Cook Islands -40 -45 -35 -38 -42 -40 -42 -42
East Timor — — — — — — — —
Fiji Islands -237 -374 -210 -294 -250 -244 -228 -205
Kiribati -33 -33 -27 -32 -29 -28 -30 -30
Marshall Islands -42 -41 -50 -52 -51 -52 — —
Micronesia, Federated States of -86 -95 -109 -118 -122 — — —
Nauru — — — — — — — —
Papua New Guinea 1,011 662 717 881 1,099 989 948 1,064
Samoa -90 -84 -78 -97 -91 -80 — —
Solomon Islands 11 -28 14 38 -23 -38 -35 -19
Tonga -54 -47 -66 -43 -52 -49 -53 —
Tuvalu -8 -6 -7 — — — — —
Vanuatu -54 -46 -43 -51 -52 -59 -58 -56

Total -34,658 13,862 127,045 117,848 106,983 97,238 78,825 46,571

—  Not available.
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TABLE A15 Balance of Payments on Current Account (US$ million)

1996 1997 1998 1999 2000 2001 2002 2003

East AsiaEast AsiaEast AsiaEast AsiaEast Asia -4,940 35,861 75,145 48,404 41,496 47,049 32,608 18,600
China, People's Rep. of 7,243 36,963 31,472 15,667 20,519 19,574 12,550 5,000
Hong Kong, China — — — — — — — —
Korea, Rep. of -23,005 -8,167 40,365 24,477 12,241 8,617 8,818 3,581
Mongolia -101 14 -129 -124 -167 -170 -159 -155
Taipei,China 10,923 7,051 3,437 8,384 8,903 19,028 11,399 10,173

Southeast Asia -21,513 -2,885 47,573 55,280 50,071 40,680 31,949 27,184
Cambodia -547 -268 -209 -259 -257 -211 -200 -186
Indonesia -7,801 -5,001 4,097 5,783 7,991 5,145 2,866 1,513
Lao People’s Dem. Rep. -307 -283 -130 -92 -100 -125 -144 -148
Malaysia -4,455 -5,942 9,539 12,606 8,401 6,859 4,934 2,690
Myanmar -414 -660 -670 -605 -243 — — —
Philippines -3,953 -4,351 1,546 7,363 8,459 4,504 2,000 1,500
Singapore 12,822 17,927 19,706 16,527 15,921 17,885 17,654 18,279
Thailand -14,692 -3,128 14,262 12,197 9,151 6,149 4,742 3,611
Viet Nam -2,580 -1,839 -1,239 1,154 505 475 97 -74

South Asia -11,734 -10,825 -6,929 -8,431 -5,799 -4,972 -9,796 -12,712
Afghanistan — — — — — — — —
Bangladesh -1,291 -534 -253 -394 -584 -817 -1,258 -1,754
Bhutan -37 -56 -47 -98 -130 -125 — —
India -4,619 -5,500 -4,038 -4,698 -2,579 -2,698 -5,430 -7,890
Maldives -7 -34 -23 -82 -53 -62 — —
Nepal -527 -460 -422 -168 -245 -242 — —
Pakistan -4,575 -3,846 -1,921 -2,429 -1,143 -508 -2,084 -1,877
Sri Lanka -677 -394 -226 -563 -1,065 -519 -1,024 -1,191

Central Asia -3,156 -3,075 -4,118 -1,901 60 -1,251 -1,363 -1,641
Azerbaijan -931 -916 -1,365 -591 -167 -134 -195 -363
Kazakhstan -751 -799 -1,236 -236 753 -938 -992 -1,097
Kyrgyz Republic -425 -138 -364 -180 -77 -11 -78 -88
Tajikistan -70 -56 -108 -36 -61 -110 -98 -93
Turkmenistan — -580 -952 -694 -572 — — —
Uzbekistan -979 -585 -94 -164 184 -58 — —

Pacific Developing Member Countries 421 -194 60 111 272 124 39 222
Cook Islands 0 -4 -3 2 -2 -2 5 —
East Timor — — — — — — — —
Fiji Islands 61 35 -6 -75 -61 -73 -42 1
Kiribati -14 4 18 8 5 2 -3 1
Marshall Islands 20 20 -1 -5 7 14 — —
Micronesia, Federated States of 56 18 13 10 7 — — —
Nauru — — — — — — — —
Papua New Guinea 289 -263 23 144 353 221 94 211
Samoa 11 19 15 17 8 8 — —
Solomon Islands 11 -15 11 24 -44 -31 -16 8
Tonga -11 -2 -18 -1 -10 -12 — —
Tuvalu — — — — — — — —
Vanuatu -3 -7 8 -12 11 -5 1 2

Total -40,922 18,883 111,729 93,462 86,101 81,631 53,437 31,652

—  Not available.



218   ASIAN DEVELOPMENT OUTLOOK 2002

TABLE A16 Balance of Payments on Current Account (% of GDP)

1996 1997 1998 1999 2000 2001 2002 2003

East Asia -0.3 1.9 6.0 3.2 2.3 2.7 1.8 1.0
China, People's Rep. of 0.9 4.1 3.3 1.6 1.9 1.7 1.0 0.4
Hong Kong, China — — — — — — — —
Korea, Rep. of -4.4 -1.7 12.7 5.8 2.7 2.0 1.9 0.7
Mongolia -8.5 1.3 -13.2 -13.7 -17.2 -16.7 -14.7 -13.4
Taipei,China 3.9 2.4 1.3 2.9 2.9 6.7 3.9 3.4

Southeast Asia -3.0 -0.6 9.7 9.9 8.5 6.9 5.0 4.0
Cambodia -17.3 -8.6 -7.4 -8.4 -8.3 -6.6 -5.9 -5.1
Indonesia -3.4 -2.3 4.3 4.1 5.2 3.1 1.5 0.7
Lao People’s Dem. Rep. -16.5 -16.2 -10.1 -6.3 -5.8 -7.2 -8.0 -8.0
Malaysia -4.4 -5.9 13.2 15.9 9.4 7.8 5.3 2.6
Myanmar -0.3 -0.4 -0.3 -0.2 -0.1 — — —
Philippines -4.6 -5.1 2.3 9.2 10.7 6.0 2.0 1.5
Singapore 14.1 19.0 24.0 20.0 17.2 20.9 19.8 19.0
Thailand -8.1 -2.1 12.7 10.0 7.5 5.5 4.1 3.0
Viet Nam -10.5 -6.5 -4.6 4.1 1.6 1.5 0.3 -0.2

South Asia -2.4 -2.1 -1.4 -1.6 -1.0 -0.8 -1.7 -1.9
Afghanistan — — — — — — — —
Bangladesh -4.0 -2.1 -1.1 -1.4 -1.0 -2.1 -2.5 -2.1
Bhutan -13.2 -17.6 -12.8 -25.9 -30.6 -27.5 — —
India -1.2 -1.3 -1.0 -1.1 -0.6 -0.5 -1.0 -1.5
Maldives -1.6 -6.8 -4.5 -14.6 -9.5 -10.9 — —
Nepal -12.0 -9.4 -8.7 -3.3 -4.5 -4.4 -5.0 -5.0
Pakistan -7.7 -6.4 -3.2 -4.1 -1.9 -0.9 -3.6 -3.1
Sri Lanka -4.9 -2.6 -1.4 -3.6 -6.5 -3.4 -6.5 -7.5

Central Asia -7.7 -7.1 -9.3 -4.4 0.3 -2.9 -4.5 -4.9
Azerbaijan -29.3 -23.1 -30.7 -13.1 -3.4 -2.3 -3.0 -5.0
Kazakhstan -3.6 -3.6 -5.6 -1.4 4.1 -4.6 -4.5 -4.7
Kyrgyz Republic -23.2 -7.8 -22.2 -14.4 -5.6 -0.7 -6.3 -6.5
Tajikistan -6.7 -5.0 -8.3 -3.2 -5.9 -7.7 -6.2 -5.5
Turkmenistan — -21.7 -32.7 -18.0 -13.0 — — —
Uzbekistan -7.2 -4.0 -0.6 -1.3 0.8 -0.5 — —

Pacific Developing Member Countries 4.9 -2.4 0.9 1.8 4.3 2.2 0.2 3.0
Cook Islands -0.1 -3.7 -3.3 -2.6 -3.2 6.3 — —
East Timor — — — — — — — —
Fiji Islands 3.4 1.9 -0.4 -4.1 -3.6 -4.4 -2.4 0.0
Kiribati -27.2 7.4 39.0 17.4 11.2 4.4 -6.5 1.1
Marshall Islands 20.6 21.7 -1.5 -5.5 7.4 14.3 — —
Micronesia, Federated States of 25.6 8.7 6.1 4.4 2.8 — — —
Nauru — — — — — — — —
Papua New Guinea 5.5 -5.3 0.6 4.2 10.1 7.5 2.7 5.7
Samoa 5.0 7.7 6.6 7.1 3.4 3.2 — —
Solomon Islands 2.7 -3.4 3.1 6.9 -15.8 -14.3 -7.3 3.3
Tonga -6.3 -0.9 -11.2 -0.6 -6.3 -8.2 -8.1 —
Tuvalu 2.7 — — — — — — —
Vanuatu -1.2 -2.8 3.6 -5.5 4.8 -2.1 0.3 1.0

Average -1.4 0.5 5.4 3.9 3.2 3.0 1.9 1.1

—  Not available.



  STATISTICAL APPENDIX  219

TABLE A17 Foreign Direct Investment (US$ million)

1995 1996 1997 1998 1999 2000

East Asia 44,978 54,812 60,600 64,200 78,400 120,300
China, People's Rep. of 35,849 40,180 44,200 43,800 40,300 40,800
Hong Kong, China 6,213 10,460 11,400 14,800 24,600 64,400
Korea, Rep. of 1,357 2,326 2,800 5,400 10,600 10,200
Mongolia 10 16 25 19 30 25
Taipei,China 1,559 1,864 2,200 200 2,900 4,900

Southeast Asia 23,692 29,586 32,482 18,281 14,767 13,765
Cambodia 151 294 204 121 135 153
Indonesia 4,346 6,194 4,700 -400 -2,700 -4,600
Lao People’s Dem. Rep. 88 128 91 46 79 72
Malaysia 5,816 7,296 6,500 2,700 3,500 5,500
Myanmar 277 310 387 314 253 240
Philippines 1,459 1,020 1,200 1,800 700 1,500
Singapore 7,206 8,984 13,000 6,300 7,200 6,400
Thailand 2,000 2,405 3,600 5,100 3,600 2,400
Viet Nam 2,349 2,455 2,800 2,300 2,000 2,100

South Asia 2,945 3,519 4,923 3,527 3,103 3,020
Afghanistan — — — — — —
Bangladesh 2 14 141 190 179 170
Bhutan — — — — — —
India 2,144 2,426 3,600 2,600 2,200 2,300
Maldives 7 9 11 12 12 12
Nepal 8 19 23 12 4 13
Pakistan 19 18 713 507 531 308
Sri Lanka 65 133 435 206 177 217

Central Asia 1,625 1,690 2,916 2,584 2,362 2,251
Azerbaijan 33.0 62.7 1,115 1,023 510 883
Kazakhstan 964 1,137 1,321 1,152 1,587 1,249
Kyrgyz Republic 96 47 83 109 35 19
Tajikistan 15 16 4 30 29 —
Turkmenistan 100 108 108 130 80 —
Uzbekistan 120 55 285 140 121 100

Pacific Developing Member Countries 562 158 133 251 297 278
Cook Islands — — — — — —
East Timor — — — — — —
Fiji 70 2 16 107 -33 30
Kiribati — — 1 — — —
Marshall Islands — — — — — —
Micronesia, Federated States of — — — — — —
Nauru — — — — — —
Papua New Guinea 455 111 29 110 296 200
Samoa 3 4 20 3 2 8
Solomon Islands 2 6 34 9 10 18
Tonga 2 2 3 2 2 2
Tuvalu — — — — — —
Vanuatu — — 30 20 20 20

Total 73,803 89,766 101,054 88,843 98,929 139,614

—  Not available.
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TABLE A18 External Debt Outstanding (US$ million)

1996 1997 1998 1999 2000 2001

East Asia
China, People's Rep. of 116,300 131,000 146,000 151,800 145,700 —
Hong Kong, China — — — — — —
Korea, Rep. of — — — — — —
Mongolia 542 605 753 850 854 912
Taipei,China — — — — — —

Southeast Asia
Cambodia 0 1,985 2,039 2,083 2,100 1,158
Indonesia 128,940 136,173 150,884 150,096 146,600 135,000
Lao People’s Dem. Rep. 2,178 2,322 2,561 2,617 2,558 2,662
Malaysia 39,673 47,228 44,769 45,939 41,777 42,500
Myanmar 5,184 5,063 5,609 5,999 5,600 —
Philippines 40,145 45,682 47,817 52,210 52,060 52,360
Singapore — — — — — —
Thailand 107,777 109,731 105,084 95,648 80,248 68,748
Viet Nam — — 20,500 20,400 11,900 13,000

South Asia
Afghanistan — — — — — —
Bangladesh 16,007 15,125 16,375 17,534 15,800 16,200
Bhutan 117 119 132 148 172 235
India 93,470 93,531 96,886 98,263 100,356 106,559
Maldives 164 156 172 213 328 340
Nepal 2,215 2,633 2,382 2,658 2,764 2,661
Pakistan 29,825 30,069 32,319 34,269 32,750 34,000
Sri Lanka 8,486 8,197 8,748 9,049 9,496 9,685

Central Asia
Azerbaijan 438 507 708 1,036 — —
Kazakhstan 5,807 7,750 9,932 12,051 12,526 —
Kyrgyz Republic 1,151 1,356 1,480 1,647 1,704 1,701
Tajikistan 867 1,106 1,179 1,214 1,205 1,608
Turkmenistan 751 1,771 2,269 2,015 — —
Uzbekistan 4,163 4,665 3,467 4,237 4,449 4,600

Pacific Developing Member Countries
Cook Islands 34 31 63 61 57 54
East Timor — — — — — —
Fiji Islands 252 244 225 261 258 231
Kiribati 10 9 8 9 8 8
Marshall Islands 133 108 97 70 59 46
Micronesia, Federated States of 102 98 94 84 67 58
Nauru — — — — — —
Papua New Guinea 1,354 1,258 1,298 1,348 1,394 1,472
Samoa 169 155 157 155 151 144
Solomon Islands 104 106 118 128 126 146
Tonga 62 61 60 67 62 58
Tuvalu — — — — — —
Vanuatu 42 42 53 64 77 68

—  Not available.
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TABLE A19 Debt Service Ratio (% of exports of goods and services)

1996 1997 1998 1999 2000 2001

East Asia
China, People's Rep. of 6.0 7.3 10.9 11.5 10.0 10.0
Hong Kong, China — — — — — —
Korea, Rep. of — — — — — —
Mongolia 11.8 6.3 7.3 9.3 6.0 7.0
Taipei,China — — — — — —

Southeast Asia
Cambodia — 1.2 2.1 1.7 4.2 4.0
Indonesia 37.9 31.2 33.0 31.3 44.8 —
Lao People’s Dem. Rep. 4.5 8.7 11.1 11.4 10.1 10.5
Malaysia 11.0 9.2 8.7 5.6 5.4 6.0
Myanmar 11.2 7.4 5.4 4.8 — —
Philippines 12.7 11.6 11.7 13.4 12.7 16.4
Singapore — — — — — —
Thailand 13.9 16.7 21.4 19.4 15.4 17.4
Viet Nam 9.8 11.1 13.9 12.8 11.2 10.2

South Asia
Afghanistan — — — — — —
Bangladesh 7.9 7.0 5.9 7.0 7.2 7.5
Bhutan 25.7 10.4 9.0 13.6 5.7 5.6
India 21.2 19.0 18.0 16.2 17.1 —
Maldives 3.2 6.9 3.5 3.9 4.2 4.4
Nepal 6.0 4.5 6.1 6.1 5.9 3.9
Pakistan 33.9 39.3 35.5 41.2 38.4 32.1
Sri Lanka 15.3 13.3 13.3 15.2 14.7 —

Central Asia
Azerbaijan 9.7 7.3 4.6 4.8 4.4 —
Kazakhstan 17.6 24.5 22.4 27.3 49.9 —
Kyrgyz Republic 15.5 12.0 21.8 26.0 25.7 29.4
Tajikistan 38.3 10.7 6.8 5.1 10.0 18.0
Turkmenistan 11.4 34.0 50.5 39.1 13.9 —
Uzbekistan 8.3 9.0 9.0 11.0 — —

Pacific Developing Member Countries
Cook Islands 16.9 11.0 3.7 4.8 3.5 3.5
East Timor — — — — — —
Fiji Islands 4.1 2.9 4.1 3.2 2.9 2.2
Kiribati 9.1 7.1 9.5 7.6 9.3 7.9
Marshall Islands 58.8 66.0 78.2 151.3 50.1 —
Micronesia, Federated States of 50.0 49.0 61.0 58.0 49.0 22.0
Nauru — — — — — —
Papua New Guinea 5.3 8.6 7.3 7.5 6.7 6.8
Samoa 13.3 13.1 12.9 12.4 12.6 18.5
Solomon Islands 11.3 1.6 3.7 4.5 8.2 —
Tonga 12.8 10.7 8.2 4.0 12.1 19.5
Tuvalu — — — — — —
Vanuatu 1.5 1.7 1.1 1.0 1.1 1.4

—  Not available.
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TABLE A20 Exchange Rates to the US Dollar (annual average)

Currency Symbol 1996 1997 1998 1999 2000 2001

East Asia
China, People's Rep. of Yuan Y 8.3 8.3 8.3 8.3 8.3 8.3
Hong Kong, China Hong Kong dollar HK$ 7.7 7.7 7.7 7.8 7.8 7.8
Korea, Rep. of Won W 804.8 951.1 1,398.9 1,138.4 1,130.6 1,290.8
Mongolia Togrog MNT 548.4 790.0 840.8 1,021.9 1,076.7 1,096.8
Taipei,China New Taiwan dollar NT$ 27.5 28.7 33.5 32.3 31.2 33.8

Southeast Asia
Cambodia Riel KR 2,635.0 2,952.0 3,756.0 3,803.0 3,854.0 3,900.0
Indonesia Rupiah Rp 2,342.3 2,909.4 10,013.6 7,855.2 8,421.8 9,748.0
Lao People’s Dem. Rep. Kip KN 926.1 1,259.5 3,296.2 7,108.2 7,845.8 8,871.0
Malaysia Ringgit RM 2.5 2.8 3.9 3.8 3.8 3.8
Myanmar Kyat MK 5.9 6.2 6.3 6.3 6.5 —
Philippines Peso P 26.2 29.5 40.9 39.1 44.2 51.0
Singapore Singapore dollar S$ 1.4 1.5 1.7 1.7 1.7 1.8
Thailand Baht B 25.3 31.4 41.4 37.8 40.2 44.5
Viet Nam Dong D 11,033.0 11,076.0 13,297.0 13,944.0 14,168.0 15,050.0

South Asia
Afghanistan Afghani AF — — — — — —
Bangladesh Taka TK 40.9 42.7 45.4 48.1 50.3 53.9
Bhutan Ngultrum Nu 34.3 35.8 38.4 42.6 43.6 46.4
India Indian rupee Re/Rs 35.5 37.2 42.1 43.3 45.7 47.8
Maldives Rufiyaa Rf 11.8 11.8 11.8 11.8 11.8 12.3
Nepal Nepalese rupee NRe/NRs 55.2 57.0 61.9 67.9 69.1 73.8
Pakistan Pakistan rupee PRe/PRs 35.9 40.9 44.9 49.1 52.8 62.0
Sri Lanka Sri Lanka rupee SLRe/SLRs 55.3 59.0 64.5 70.6 77.0 89.4

Central Asia
Azerbaijan Azerbaijan manat AZM 4,301.3 3,985.4 3,869.0 4,120.2 4,473.8 4,259.8
Kazakhstan Tenge T 67.3 75.4 78.3 119.5 142.3 147.2
Kyrgyz Republic Som Som 12.8 17.3 20.8 39.0 47.7 48.4
Tajikistan Somoni TJS 296.0 559.0 786.0 1,197.0 1,740.0 —
Turkmenistan Turkmen manat TMM 3,869.0 4,156.0 4,808.0 5,200.0 5,200.0 —
Uzbekistan Sum SUM 40.2 67.7 94.7 124.9 236.9 421.0

Pacific Developing Member Countries
Cook Islands New Zealand dollar NZ$ 1.5 1.5 1.9 1.9 2.2 2.4
East Timor US dollar US$ — — — — — —
Fiji Islands Fiji dollar F$ 1.4 1.4 2.0 2.0 2.1 2.3
Kiribati Australian dollar A$ 1.3 1.4 1.6 1.6 1.7 1.9
Marshall Islands US dollar US$ 1.0 1.0 1.0 1.0 1.0 1.0
Micronesia, Federated States of US dollar US$ 1.0 1.0 1.0 1.0 1.0 1.0
Nauru Australian dollar A$ 1.3 1.4 1.6 1.6 1.7 1.9
Papua New Guinea Kina K 1.3 1.4 2.1 2.6 2.8 3.4
Samoa Tala ST 2.4 2.6 3.0 3.0 3.3 3.5
Solomon Islands Solomon Islands dollar SI$ 3.6 3.7 4.8 5.1 5.1 5.3
Tonga Pa’anga T$ 1.2 1.2 1.4 1.6 1.6 2.0
Tuvalu Australian dollar A$ 1.3 1.4 1.6 1.6 1.7 1.9
Vanuatu Vatu Vt 111.6 115.9 127.5 129.1 137.8 145.6

—  Not available.
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TABLE A21 Central Government Expenditures (% of GDP)

1996 1997 1998 1999 2000 2001

East Asia
China, People's Rep. of 12.8 13.6 15.1 17.2 17.8 20.0
Hong Kong, China 14.6 14.7 19.0 18.2 18.4 19.0
Korea, Rep. of 20.2 22.1 26.0 25.1 24.5 25.1
Mongolia 32.7 34.5 41.9 39.4 40.5 38.7
Taipei,China 13.9 14.1 13.2 13.1 23.8 24.3

Southeast Asia
Cambodia 16.2 13.9 14.8 15.7 17.7 17.1
Indonesia 14.2 16.6 16.8 20.9 17.0 22.6
Lao People’s Dem. Rep. 22.1 19.8 13.0 19.3 21.9 22.6
Malaysia 22.3 21.0 21.8 22.7 23.9 27.4
Myanmar 9.3 8.0 6.9 5.8 4.2 —
Philippines 17.9 18.6 18.3 18.8 18.6 18.4
Singapore 15.0 18.4 18.0 17.8 17.5 18.1
Thailand 17.7 19.7 23.8 27.4 19.6 17.9
Viet Nam 23.7 24.8 22.5 21.2 23.8 25.6

South Asia
Afghanistan — — — — — —
Bangladesh 13.5 13.5 13.3 14.2 14.7 15.8
Bhutan 44.3 43.5 34.3 44.9 46.6 44.9
India 14.7 15.2 16.0 15.4 17.9 16.2
Maldives 31.4 32.3 33.8 38.1 40.8 41.3
Nepal 17.1 16.5 17.0 15.4 15.5 18.1
Pakistan 24.2 22.0 23.7 22.0 23.0 21.0
Sri Lanka 27.9 23.9 25.9 25.2 26.7 27.2

Central Asia
Azerbaijan 26.1 20.8 23.7 23.7 20.8 20.1
Kazakhstan 18.6 28.1 21.9 23.2 23.1 24.7
Kyrgyz Republic 25.2 25.3 28.8 30.4 26.1 21.0
Tajikistan 17.9 15.5 13.9 14.9 12.5 —
Turkmenistan 16.3 25.0 24.6 19.4 — —
Uzbekistan 34.3 29.7 32.4 31.5 29.5 —

Pacific Developing Member Countries
Cook Islands 44.8 31.1 39.0 31.4 31.5 34.6
East Timor — — — — — —
Fiji Islands 37.2 41.4 43.9 38.4 27.5 28.0
Kiribati 108.9 118.2 122.1 122.2 114.8 159.8
Marshall Islands 61.9 65.5 59.2 56.8 65.8 66.1
Micronesia, Federated States of 74.8 65.6 79.2 76.1 66.5 —
Nauru 215.2 101.2 67.5 103.2 104.6 89.9
Papua New Guinea 27.0 31.4 31.9 31.9 33.2 32.8
Samoa 49.0 39.8 34.1 39.5 35.2 34.0
Solomon Islands 38.6 33.2 37.1 41.2 44.3 42.5
Tonga 30.8 36.7 32.9 26.9 27.6 30.6
Tuvalu — 121.9 95.9 126.2 129.5 103.6
Vanuatu 27.3 25.5 31.4 26.2 30.1 25.4

—  Not available.
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TABLE A22 Central Government Revenues (% of GDP)

1996 1997 1998 1999 2000 2001

East Asia
China, People's Rep. of 11.4 12.1 13.0 14.3 15.3 17.4
Hong Kong, China 17.5 21.2 17.2 19.0 17.8 13.8
Korea, Rep. of 20.4 20.6 21.8 22.4 25.6 26.4
Mongolia 24.8 25.5 27.6 27.2 33.6 33.6
Taipei,China 12.6 12.4 13.4 11.8 19.0 20.0

Southeast Asia
Cambodia 9.0 9.6 8.9 11.4 11.9 11.5
Indonesia 16.5 17.9 16.4 18.1 20.7 203
Lao People’s Dem. Rep. 13.2 11.0 9.8 10.6 14.0 14.5
Malaysia 23.0 23.3 20.0 19.5 18.2 20.7
Myanmar 6.9 7.8 7.3 4.9 4.5 —
Philippines 18.2 18.7 16.5 15.3 14.7 14.6
Singapore 21.9 21.8 20.5 20.4 21.0 20.1
Thailand 18.5 17.9 16.2 16.2 16.5 15.8
Viet Nam 22.9 20.9 20.5 18.8 19.6 21.2

South Asia
Afghanistan — — — — — —
Bangladesh 9.0 9.2 9.3 9.0 8.5 9.6
Bhutan 46.7 40.8 34.7 42.4 41.3 36.9
India 13.7 15.3 16.1 15.4 15.6 16.2
Maldives 28.9 31.0 31.8 33.8 36.0 36.0
Nepal 12.7 12.7 12.3 11.5 12.2 13.9
Pakistan 17.8 15.6 16.0 15.9 16.5 15.7
Sri Lanka 20.1 19.4 17.9 18.3 17.2 17.1

Central Asia
Azerbaijan 23.3 19.1 19.5 18.2 18.6 18.0
Kazakhstan 16.2 24.3 22.0 19.8 22.6 24.2
Kyrgyz Republic 16.4 16.2 17.5 17.3 15.3 15.8
Tajikistan 12.1 12.1 11.2 12.5 12.1 —
Turkmenistan 16.6 24.9 22.0 19.4 — —
Uzbekistan 39.9 32.0 34.8 32.6 28.5 —

Pacific Developing Member Countries
Cook Islands 37.7 31.7 31.4 30.5 32.9 38.8
East Timor — — — — — —
Fiji Islands 29.1 30.7 40.6 32.0 24.1 23.1
Kiribati 72.0 117.0 134.6 105.2 113.9 122.3
Marshall Islands 80.5 74.6 74.7 67.3 74.7 83.7
Micronesia, Federated States of 75.1 66.0 72.5 68.4 66.7 —
Nauru 96.1 48.2 26.1 115.5 98.5 79.3
Papua New Guinea 26.7 31.5 29.5 29.3 30.8 31.0
Samoa 50.5 40.0 36.1 39.8 34.4 31.6
Solomon Islands 34.7 29.0 35.5 37.5 37.8 34.5
Tonga 31.7 31.8 30.4 26.6 27.3 27.9
Tuvalu — 156.1 154.4 148.7 227.5 123.1
Vanuatu 25.6 24.9 24.1 24.9 22.5 21.6

—  Not available.
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TABLE A23 Overall Budget Surplus/Deficit of Central Government (% of GDP)

1996 1997 1998 1999 2000 2001

East Asia
China, People's Rep. of -1.4 -1.5 -2.1 -2.9 -2.8 -2.6
Hong Kong, China 2.9 6.6 -1.8 0.8 -0.6 -5.2
Korea, Rep. of 0.3 -1.5 -4.2 -2.7 1.1 1.3
Mongolia -7.9 -9.1 -14.3 -12.2 -6.8 -5.1
Taipei,China -1.3 -1.6 0.1 -1.3 -4.8 -4.3

Southeast Asia
Cambodia -7.2 -4.2 -5.9 -4.2 -5.8 -5.6
Indonesia 1.0 0.5 -1.7 -2.8 -1.6 -2.3
Lao People’s Dem. Rep. -8.9 -8.8 -3.2 -8.8 -7.9 -8.0
Malaysia 0.7 2.4 -1.8 -3.2 -5.8 -6.7
Myanmar -2.4 -0.2 0.3 -0.9 0.3 —
Philippines 0.3 0.1 -1.8 -3.6 -3.8 -3.8
Singapore 6.9 3.4 2.5 2.6 3.5 1.9
Thailand 0.7 -1.8 -7.6 -11.2 -3.2 -2.1
Viet Nam -1.3 -4.8 -2.6 -2.8 -3.0 -4.9

South Asia
Afghanistan — — — — — —
Bangladesh -4.6 -4.3 -4.1 -4.8 -6.2 -6.1
Bhutan 2.5 -2.6 1.0 -1.9 -4.1 -5.1
India -4.1 -4.8 -5.1 -5.4 -5.7 -5.7
Maldives -2.5 -1.4 -2.0 -4.3 -4.9 -5.3
Nepal -4.4 -3.9 -4.6 -3.9 -3.3 -4.2
Pakistan -6.4 -6.4 -7.6 -6.1 -6.5 -5.3
Sri Lanka -7.8 -4.5 -8.0 -6.9 -9.5 -10.0

Central Asia
Azerbaijan -2.8 -1.7 -4.2 -4.5 -2.2 -2.1
Kazakhstan -2.4 -3.8 0.1 -3.5 -0.1 -0.6
Kyrgyz Republic -9.3 -9.1 -10.8 -12.7 -10.0 -4.0
Tajikistan -5.8 -3.3 -2.7 -2.3 -0.4 -0.2
Turkmenistan 0.3 -0.2 -2.7 0.9 0.3 —
Uzbekistan -7.4 -2.2 -3.4 -2.2 -1.0 -1.0

Pacific Developing Member Countries
Cook Islands -7.2 0.6 -7.6 -0.9 1.4 4.2
East Timor — — — — — —
Fiji Islands -8.0 -10.6 -3.2 -6.4 -3.4 -4.9
Kiribati -36.9 -1.2 12.5 -16.9 -0.8 -37.5
Marshall Islands 18.5 9.1 15.5 10.5 8.9 17.5
Micronesia, Federated States of 0.3 0.4 -6.8 -7.7 0.2 —
Nauru -119.1 -53.1 -41.4 12.3 -6.1 -10.6
Papua New Guinea -0.3 0.1 -2.4 -2.5 -2.4 -1.8
Samoa 1.5 0.3 2.0 0.3 -0.7 -2.3
Solomon Islands -3.9 -4.2 -1.6 -3.7 -6.5 -8.0
Tonga 0.9 -4.9 -2.5 -0.2 -0.4 -2.6
Tuvalu — 34.2 58.6 22.5 97.9 19.6
Vanuatu -1.7 -0.6 -7.3 -1.3 -7.6 -3.9

—  Not available.


