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MACROECONOMIC PERFORMANCE AND POLICY CHALLENGES AT THE SUBREGIONAL LEVEL     CHAPTER 2

Growth momentum of the developing economies of Asia and the 
Pacific slowed to 7% in 2011 as compared to 8.9% in 2010. However, 
as this region is very vast and diverse, aggregate figures mask 
the wide differences in performance and challenges being faced at 
the subregion and country levels. This chapter, therefore, provides 
a more disaggregated analysis of macroeconomic performance 
and policy challenges at the subregional level with some details at 
the country level. In the Survey, the Asia-Pacific region is divided 
into five geographic subregions, namely East and North-East Asia, 
North and Central Asia, Pacific, South and South-West Asia and 
South-East Asia. An overview of the macroeconomic performance 
and policy challenges of all the subregions is followed by a more 
detailed analysis.

MACROECONOMIC PERFORMANCE
 AND POLICY CHALLENGES 
 AT THE SUBREGIONAL LEVEL

“In terms of crises ...the most and worst impacted ...are some of the 
UN recognized vulnerable groups, the least developed countries and 

the small island developing states.” 

Tuila‘epa Sailele Malielegaoi, Prime Minister of Samoa 

“Let us all try to test this model of ‘people’s empowerment’ which… 
has the potential to transform our world …into one where our future 
generations may prosper and live in happiness.” 

Sheikh Hasina, Prime Minister of Bangladesh 
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Diverse performance of subregions

The economies of East and North-East Asia grew 
robustly in 2011 with the exception of Japan whose 
economy suffered severely and contracted as a 
result of a devastating earthquake and tsunami in 
March 2011 and the ensuing nuclear crisis. Strong 
growth performance early in the year led the 
Governments of China and the Republic of Korea to 
pursue normalization of fiscal policy and tightening 
of monetary policy to combat rising consumer prices. 
Export growth and domestic demand supported 
economic growth in China, Hong Kong, China 
and the Republic of Korea, while the steep rise 
in commodity prices and increased mining sector 
activity largely contributed to exceptional economic 
growth in Mongolia. Macao, China also recorded 
a double-digit growth rate as a result of strong 
gaming sector performance. However, growth rates 
for many economies in the subregion were lower 
than their 2010 levels, due to the weakening of 
the global economy in the second half of 2011. 
The deepening debt crisis in Europe increased 
volatility in financial and commodity markets 
globally, leading to a weaker economic outlook and 
greater uncertainty for the following export-oriented 
economies: China; Hong Kong, China; Japan and 
the Republic of Korea. 

Most of the economies in North and Central Asia 
depend on commodities exports, including oil and gas. 
Energy exporters, namely Kazakhstan, the Russian 
Federation, Turkmenistan and Uzbekistan, benefited 
from favourable external conditions, such as high 
oil and gas prices and strong global demand for 
resources, though growth moderated towards the 
end of the year as external demand for commodities 
weakened and energy prices started to stabilize. 
The economic activities in some energy-importing 
economies, such as Armenia and Georgia, were 
still subdued in comparison to the pre-crisis period, 
owing to rising import prices and constrained bank 
lending. Improved labour market conditions in the 
Russian Federation and Kazakhstan had positive 
spillover effects through increased remittance flows 
to the recipient economies, such as Armenia, 

Georgia, Kyrgyzstan and Tajikistan. Inflation rose 
in most economies in the subregion, attributed to 
the increasing trends in food and commodity prices, 
though inflationary pressures eased towards the end 
of the year as global commodity prices decelerated 
and food supplies recovered. Energy exporters, in 
general, enjoyed current account surpluses. However, 
the reliance of these economies mostly on a single 
commodity is a source of great vulnerability to 
external economic developments.

The Pacific island developing economies generally 
face difficulties in generating sustainable economic 
growth given their small populations and remoteness 
from their more developed trading partners and the 
periodic effects of natural disasters. The growth 
performance of most of these economies improved in 
2011, dominated by the strong performance of Papua 
New Guinea, the resource rich and largest economy 
of the subregion. Due to the global slowdown, 
a slight deceleration in growth performance of 
these economies is expected in 2012. Inflationary 
pressures increased in 2011, with the Marshall Islands 
recording the highest inflation. The budgetary situation 
improved generally with a number of economies 
having a surplus budget and others experiencing a 
decrease in their budget deficits. On the external 
sector side, these economies faced high and rising 
current account deficits, due mainly to the poor 
performance of their merchandise exports. Australia 
and New Zealand, the two developed economies 
of the subregion, suffered from natural disasters in 
2011; Australia was hit by floods and New Zealand 
was struck by a powerful earthquake. As a result, 
GDP growth slowed in both countries in 2011 but 
is expected to improve in 2012. 

South and South-West Asia remains one of the 
fastest growing subregions. Nonetheless, spillover 
and uncertainty from elsewhere in the world have 
moderated the subregion’s prospects. Growth, while 
still strong in 2011, was lower than the previous 
year, and is expected to moderate further in 2012. 
However, the growth performance of India is expected 
to improve in 2012 from the previous year as 
moderating inflation would allow the unwinding of 
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the cycle of monetary tightening in the current year, 
thus unleashing growth impulses. Inflation remains 
stubbornly high, particularly in goods that directly 
affect the livelihoods of people living in poverty, such 
as foodstuffs. However, it has begun to decelerate in 
a number of countries. Monetary policy in a number 
of the countries is shifting towards some form of 
monetary easing. The sizable and growing budget 
deficits in many countries in the subregion limit the 
scope for fiscal policy measures. Widening current 
account deficits in a number of countries reflect the 
subregion’s vulnerability to external shocks in the 
rest of the world. As policy focus shifts towards 
tackling the cyclical effects of a global slowdown 
on the subregion’s economies, there is a risk that 
looming structural policy challenges may be ignored. 
Concerted efforts need to be maintained to tackle 
the subregion’s sizeable poverty headcount and 
growing inequalities, particularly through creating 
better employment opportunities and overcoming 
infrastructure bottlenecks.

In 2011, major export-led economies of South-East 
Asia saw growth moderate from a strong rebound in 
2010, owing to the base effect but also to generally 
weaker global demand for key export items, such 
as electronics. Natural disasters also had a severe 
impact, especially in Thailand but also in Cambodia 

and the Philippines. Meanwhile, Indonesia recorded 
its fastest growth since the 1997 financial crisis. 
Inflation edged up in nearly all countries on the 
back of higher food and commodity prices as 
well as robust domestic demand. Fiscal deficits 
narrowed across the subregion, albeit marginally in 
some countries due to higher subsidy bills. Current 
account surpluses generally narrowed, but foreign 
investment inflows continued to be strong. In 2012, 
the subregion’s open economies should feel the 
spillover effects of global uncertainties and growth 
moderation in China, but domestic demand and 
policy support, coupled with Thailand’s post-flood 
rebound, should help the subregion to grow at a 
faster rate than in 2011. 

EAST AND NORTH-EAST ASIA

Resilient growth in 2011 amid 
growing uncertainty

The economies of East and North-East Asia grew 
3.3% in 2011, down from 6.6% in the previous 
year. The slower growth rate can be attributed 
to the contraction of the Japanese economy and 
slower growth of several other economies (see 
table 2.1).

Table 2.1.   Rates of economic growth and inflation in selected East and North-East Asian economies, 2010-2012

(Percentage)
Real GDP growth Inflationa

2010 2011b 2012c 2010 2011b 2012c

East and North-East Asiad 6.6 3.3 4.5 1.1 2.2 2.0
East and North-East Asia (excluding Japan)d 9.6 7.6 7.1 3.0 4.8 3.7

China 10.4 9.2 8.6 3.3 5.4 4.0
Democratic People's Republic of Korea .. .. .. .. .. ..
Hong Kong, China 7.0 5.0 3.1 2.4 5.3 3.5 
Japan 3.9 -0.7 2.1 -0.7 -0.3 0.5
Macao, China 26.4 20.0 12.0 2.8 5.8 4.8 
Mongolia 6.4 17.3 16.0 10.1 9.2 9.2
Republic of Korea 6.1 3.6 3.5 2.9 4.0 3.3

Sources: ESCAP, based on national sources; and CEIC Data company Limited. Available from http://ceicdata.com (accessed 19 April 2012).
a  Changes in the consumer price index. 
b  Estimates.
c  Forecasts (as of 19 April 2012).
d  GDP figures at market prices in US dollars in 2010 (at 2000 prices) are used as weights to calculate the subregional growth rates.
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Twelfth Five-Year Plan of China 
marks a turning point from 

emphasizing GDP growth towards 
a more sustainable and equitable 

growth path 

The Chinese economy continued to post strong 
growth in 2011, with its GDP expanding by 9.2%. 
The slowdown from 10.4% growth in 2010 was 
mainly due to the scaling back of public spending, 
tightening of monetary policy and measures that 
were put in place to cool down the rise in property 
prices. Domestic consumption and gross capital 
formation (fixed assets investment plus change 
in inventory) contributed approximately equally to 
GDP growth with net trade provided a negligible 
contribution. The share of merchandise exports as a 
percentage of GDP dropped considerably to about 
30% from the pre-crisis figure of 38% recorded in 
2007. Retail sales expanded by 17.1% and fixed-asset 
investment grew by 23.8% in 2011 (China, National 
Bureau of Statistics, 2012). As the first year of 
implementing the Twelfth Five-Year Plan, 2011 also 
marks a turning point from emphasizing GDP growth 
towards a more sustainable and equitable growth 
path, for example quality of growth. Accordingly, 
the Government lowered its average annual GDP 
growth target to 7% for the Plan period (2011-2015) 
and deepened structural reforms to shift its export 
and investment-led growth model to one driven by 
technology and domestic consumption. 

In Hong Kong, China, GDP in the first quarter 
of 2011 grew by 7.5% year-on-year on the back 
of a very strong increase in private consumption. 
In subsequent quarters, GDP growth moderated 
significantly as a result of a sharp decrease in exports 
of goods as external conditions for trade deteriorated. 
Meanwhile, export of services and domestic demand 
provided impetus for GDP growth and favourable 
labour market conditions helped sustain private 
consumption demand and investment spending. As 
a result, GDP growth for 2011 moderated to 5%, as 
compared to 7% in the previous year. In contrast, the 

tourism-based economy of Macao, China recorded 
double-digit growth in 2010 and 2011, supported by 
a boom in in-bound tourists from mainland China. 
GDP growth reached 20% in 2011, aided by the 
increased arrivals of tourists, higher gaming revenues 
and a strong gain in retail sales. 

In the Democratic Peoples’ Republic of Korea, little 
or no change in the strained relations with the 
Republic of Korea, its largest trading partner after 
China, continued to depress trading activity between 
the two economies. However, trade with China is 
likely to have grown. In June 2011, China and the 
Democratic Peoples’ Republic of Korea agreed to build 
three special economic zones on Hwanggumpyong 
Island, followed by other ones in Rason and Wihwa.1 
The economic zones are expected to strengthen ties 
and promote economic cooperation between China 
and the Democratic Peoples’ Republic of Korea. 
In addition, the country signed a memorandum of 
understanding on 15 September 2011 with Gazprom, 
a Russian energy company, to construct a trans-
Korean gas pipeline.2 This investment is expected 
to provide a big boost to the economy of the 
Democratic Peoples’ Republic of Korea.

In contrast to other economies in the subregion, the 
Japanese economy contracted in 2011, by about 0.7% 
as compared to expanding by 3.9% in the previous 
year. Following the massive earthquake in March 
2011 and the ensuing tsunami and nuclear crisis, the 
economy experienced two quarters of contraction due 
to disruptions in production, a reduction in consumer 
spending and a weakened trade balance. Large 
reductions in electricity supply also hampered the 
recovery of production activities in the first half of 
2011. The GDP growth rate moved back into positive 
territory in the third quarter of 2011 on the back of 
large-scale reconstruction and rehabilitation efforts. 
Consumer spending and net exports also posted 
gains during this period. Nevertheless, maintaining 
the growth momentum proved to be challenging in 
a deteriorating global economic environment. Weak 
demand for Japanese exports, exacerbated by the 
appreciation of the Japanese currency, and fragile 
labour market conditions put consumer spending under 
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pressure while overseas production of key Japanese 
products, especially automobiles were greatly affected 
by the flooding in Thailand.3 

The Mongolian economy, on the other hand, expanded 
rapidly, rising 17.3% in 2011 compared to 6.4% in 
2010. The main contributors of growth were a better 
performance in the mining and extractive industry 
and increased consumption due to rising income 
levels. Steep rises in the price of copper, gold and 
especially coal, the country’s key export commodities, 
during the first half of the year contributed to a 
more than 50% increase in exports. The agriculture 
sector, which accounts for about 20% of GDP, also 
showed signs of recovery after suffering severely as 
a result of the dzud4 in 2009 and 2010. 

The economy of the Republic of Korea expanded 
by 3.6% in 2011 as compared to 6.1% in the year 
before. It benefited from strong household spending 
and export growth in 2011. While investment in real 
estate remained flat as a result of weak property 
markets, overall investment rose due to higher outlays 
in machinery and equipment. In light of strong private 
sector demand and economic activity in the early 
months of 2011, authorities restrained the growth of 
public expenditure to ease inflationary pressure and 

normalize its fiscal policy stance. However, towards 
the end of 2011, as the growth momentum faltered 
due to weakening demand from major trading 
partners in developed countries, especially Europe, 
as well as slower growth in China, its largest trading 
partner, the Government increased public spending 
to support economic growth. 

Persistently high inflation poses 
challenge for policymakers

Following a modest rise in inflation in 2010, 
consumer prices started to climb more rapidly in 
2011. Strong demand pull inflation in addition to 
supply-push cost rises, especially for food and fuel, 
led to higher-than-expected inflation. Excess liquidity 
created by loose monetary policy in the aftermath 
of the economic crisis also contributed to the rise 
in consumer prices.

In China, inflation in 2011 peaked at 6.5% in July, 
the highest monthly level in three years, and food 
prices rose at a much faster rate, climbing 14.8% 
year-on-year in July, with the price of pork surging 
56.7%. In subsequent months, inflationary pressure 
eased slightly and average inflation for 2011 stood 
at 5.4% (see figure 2.1). Meanwhile, government 

Source: ESCAP, based on national sources; and CEIC Data company Limited. Available from http://ceicdata.com (accessed 19 April 2012).

Note: Data for 2011 are estimates.

Figure 2.1.   Inflation in selected East and North-East Asian economies, 2009-2011
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efforts to slow real estate price rises succeeded in 
stabilizing the market. By the end of 2011, some 
25.1% of total investment had been deployed into 
real estate development. Notably, the floor area under 
construction increased by 26.4% year-on-year, but 
sales rose only by 5% (China, National Bureau of 
Statistics, 2012). The increased supply coupled with 
restrictions on home purchases led to a flattening 
of residential real estate prices in large cities.

High inflation posed an even larger challenge for 
policymakers in Hong Kong, China and Macao, China. 
These economies have fixed exchange rates, which 
consequently precluded the use of many tools for 
monetary tightening. In Hong Kong, China inflation 
rose to 5.3% in 2011 from 2.4% in 2010. The main 
drivers of inflation were rising food prices and higher 
real estate prices. Low interest rates combined with 
strong economic recovery has been fuelling the rise 
in asset prices since 2010. In Macao, China, inflation 
climbed to 5.8% in 2011 from 2.8% in the previous 
year. As the economy mostly relies on imports for 
everyday goods, including food, imported inflation 
was the main driver of rising prices. 

Inflation in the Republic of Korea remained above 
the Bank of Korea’s target range of 2-3% for most 
of the year despite the introduction of various price 
stabilization measures, which included freezing 
public utility prices and temporary reductions in 
custom tariffs. Consumer prices rose 4% in 2011 
as compared to 2.9% in the previous year.

The Mongolian economy returned to 
double-digit inflation during the first 

half of 2011 

The economy of Mongolia returned to double-digit 
inflation during the first half of 2011, due to high 
imported food costs, increased economic activity, 
especially in the mining sector, and a boost in 
government spending. Inflationary pressures eased 
somewhat in the second half of 2011 as food prices 
stabilized and import demand from China moderated. 

Overall, average inflation for 2011 is estimated at 
9.2% following a rise of 10.1% in 2010. 

Japan continued to experience deflation. However, 
the year-on-year rate of decline in consumer prices 
slowed and consumer prices recorded a rise of 
0.2% in September 2011. As the pace of economic 
recovery increases with more funds being deployed 
for reconstruction and exports recovering, inflation 
is likely to turn positive in 2012, after consumer 
prices contracted about 0.3% in 2011. 

Fiscal policy normalizes as private sector 
demand replaces government spending

On the back of strong household consumption and 
private sector investment that accompanied the 
economic recovery, Governments of economies of 
the subregion focused on normalizing fiscal policy 
to prevent putting additional upward pressure on 
prices. For example, in 2011, the Government of 
China considerably reduced its investments in fixed 
assets.

In China, the budget deficit in 2011 was about 2% 
of GDP, higher than the 1.7% recorded in 2010 
but an improvement from 2.8% in 2009 (see figure 
2.2), (IMF, 2012a). The improvement in 2011 resulted 
from increased tax receipts and the Government 
withdrawal of stimulus spending. The Government 
announced plans to reform the income tax system 
to improve growing income disparity. Also, as part of 
the “harmonious society” programme, the Government 
plans to increase spending on social security 
measures, education and health care, which is likely to 
lead to increased spending in the near future. While 
the national Government’s budget deficit is kept at 
a relatively low level, there is growing concern over 
the fiscal situation of local governments. 

Hong Kong, China recorded a budget surplus of 
about 4% of GDP in 2011, after posting a surplus 
of 4.9% of GDP in the previous year. The surplus 
resulted  despite the 6,000 Hong Kong dollar 
(US$772) cash hand-out given to all permanent 
residents to provide temporary relief from rising 
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Source: ESCAP, based on national sources; and CEIC Data Company Limited.  Available from http://ceicdata.com (accessed 19 April 2012).

Note: Data for 2011 are estimates.
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Figure 2.2.   Budget balance in selected East and North-East Asian economies, 2009-2011

food and rent costs. The fiscal situation in Macao, 
China was somewhat similar to Hong Kong, China. 
Continuing from the previous year, government 
revenue increased sharply in 2011 as a result of 
the booming gaming sector. The authorities, in 
response, offered 7,000 Macao patacas (US$875) to 
permanent residents and 4,200 Macao patacas to 
non-permanent residents as one-off cash payments 
during the year.

In Japan, the economic loss and damages brought 
on by the devastating earthquake, tsunami and 
nuclear disaster further strained the already critical 
fiscal position of the Government. As a result, the 
budget deficit increased from 8.1% in 2010 to 8.9% 
in 2011. Financing the reconstruction expenditure 
is expected to be significant given the scale of 
destruction. The ageing population of Japan makes 
it difficult to restrain expenditure. Consequently, the 
Government will need to boost tax revenue by 
hiking tax rates in order to lower government debt 
to more sustainable levels.

The Republic of Korea, following a budget surplus 
of 1.4% in 2010, pursued normalization of fiscal 
policy in 2011 and recorded a budget surplus of 
3% of GDP. While the national Government’s budget 

stayed at a healthy level, a rapid rise in debt 
from state-owned enterprises has been weighing 
heavily on the Government’s fiscal position. This 
was particularly the case in 2011 when two of the 
largest state-owned enterprises, the Korea Electric 
Power Corp and Korea Land and Housing Corp, 
which in previous years suffered from chronic 
losses, accumulated debt at an alarming rate, as 
they moved deeper into the red due to a cap in 
the increase of electricity prices and depressed 
property markets, respectively.
 
The Mongolian Government, despite strong revenue 
growth, had a fiscal deficit of 3.3% in 2011, after 
recording a near balanced budget in the previous 
year. Tax receipts related to the mining industry rose 
significantly but spending also increased sharply, 
owing to cash handouts to citizens. Government 
spending is expected to move in a more counter-
cyclical manner after the Fiscal Stability Law, passed 
in 2010, takes effect in 2013. 

Monetary policy tightens to combat 
inflation

With the exception of Japan, the economies of East 
and North-East Asia moved to tighten monetary policy 
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to battle strong inflationary pressure. As discussed 
earlier, a combination of factors pushed consumer 
prices to uncomfortably high levels during the year. 
Striking a balance between containing price rises and 
supporting economic activity, given the deepening 
debt crisis in Europe and weak recovery in the 
United States of America and Japan, presented a 
key challenge for monetary authorities. 

The People’s Bank of China raised interest rates 
five times in 2011, lifting benchmark rates to 6.56%, 
starting from 5.81% at the beginning of 2011, in 
response to the high levels of inflation. Additionally, 
reserve requirement ratios were increased nine 
times during the year to absorb excess liquidity. 
Inflation peaked in July 2011. Since then, it has 
decreased slightly as a result of weakened demand 
from developed countries and stabilization in the 
supply of staple food products and the real estate 
market. Looking ahead, monetary policy may not be 
eased in 2012 in order to further contain inflationary 
pressures to protect low-income households from the 
disproportionately negative impact of rising prices. 
The monetary authorities of Hong Kong, China, have 
put in place stricter restrictions on mortgage lending 
by financial institutions as a way to lower borrowing 
and limit property price rises from transmitting to 
inflation. However, given the continued loose monetary 
stance in the United States, upward pressure on 
prices is likely to persist for the time being. Macao, 
China is likely to face the same situation due to 
the authorities’ limited ability to impose quantitative 
tightening measures to tackle inflation. 

In contrast, persistent deflation continues to plague 
the Japanese economy. Even before the disaster, 
the Bank of Japan announced a comprehensive 
monetary easing programme to inject more liquidity 
into the market by purchasing government securities, 
corporate bonds, commercial paper and real estate 
investment trusts and to keep the interest rate 
between 0-0.1% until prices stabilize. 

The monetary authority of the Republic of Korea  
announced that it would take small steps towards 
normalizing monetary policy. Following the 

announcement, the Bank of Korea hiked interest 
rates in increments of 25 basis points five times 
since mid-2010. However, growing concern over 
the global economy and deteriorating demand led 
to a halt in tightening. The main policy rate has 
been kept at 3.25% since July 2011. The Bank of 
Mongolia also actively tackled high inflation through 
monetary tightening and in 2011 the main policy 
rate was increased several times. 

Rise in trade moderates amid weakening 
global economic environment

Export and import growth of merchandise in the 
subregion moderated significantly during the second 
half of 2011, reflecting broad-based weakening in 
demand from the United States and developed 
countries in Europe. Growth of exports of China, fell 
from 23.4% recorded in July to 14.4% in October, 
mainly due to declining demand from Europe. 
Imports also moderated in line with exports, but to 
a lesser degree. While a large proportion of imports 
consist of raw material and intermediate parts used 
in the production of goods destined for developed 
markets, import of consumer products has also 
increased, reflecting the growing purchasing power 
of Chinese households. In addition, the services 
deficit increased in 2011 due to a large increase 
in outward travel by Chinese tourists. These factors 
together contributed to the fall in the current account 
surplus to 3% of GDP in 2011 from 5.2% of GDP 
in 2010 (see figure 2.3). 

The normally large current account 
surplus of Japan shrank in 2011 as 

a result of the adverse impact of 
earthquake and tsunami 

Export of goods also moderated considerably in Hong 
Kong, China in the second half of 2011 but export of 
services remained strong due to double-digit growth of 
tourism-related earnings. The large surplus in services 
trade kept the economy’s current account surplus at 
a high level of 5.1% of GDP in 2011. Strong inbound 
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Sources: ESCAP, based on national sources; and CEIC Data Company Limited. Available from http://ceicdata.com (accessed 19 April 2012).

Note: Data for 2011 are estimates.
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Figure 2.3.   Current account balance in selected East and North-East Asian economies, 2009-2011

tourism also was the key factor driving the huge 
current account surplus in Macao, China. 

The normally large current account surplus of Japan 
shrank in 2011 as a result of the earthquake and 
tsunami. As a percentage of GDP, the current account 
surplus decreased to 2.1% in 2011 from 3.6% in 
2010. Import demand to aid reconstruction efforts and 
to make up for the shortfall in production increased 
significantly. The disruptions in production coupled with 
the extraordinarily strong yen led to a fall in exports 
through the second quarter of 2011. The tourism sector 
also struggled as inbound tourism stalled in the wake 
of the natural disaster and due to the strong yen. 
Export levels returned to pre-crisis levels in July with 
manufacturing activity picking up in the third quarter. 
However, as was the case in other export-oriented 
economies of the Asia-Pacific region, Japanese export 
growth moderated in the later months of 2011.
 
The Republic of Korea, after experiencing very 
strong growth in manufactured exports during the 
early months of 2011, saw significant declines in 
export growth in the second half of 2011. Main 
manufactured exports benefited from the relatively 
weak currency and the disruptions to production 
experienced by rival Japanese exporters. However, 
export growth decreased from 29.6% in the first 
quarter to 9.3% in the month of October due to 

the fall-off of demand from major trading partners 
in Europe, the United States and especially China. 
Import growth was sustained at relatively high levels 
during the year, leading to the narrowing of the 
trade surplus. Overall, the current account surplus 
decreased to 2.2% of GDP in 2011 from 3.4% of 
GDP in 2010 (OECD, 2012). 

Mongolian exports saw strong growth in 2011 
on the back of rising demand for coal and other 
mining products as well as the steep increase in 
the price of gold. Export earnings are expected 
to get another boost with the start of operations 
at the Oyu Tolgoi mines in 2013. Import demand 
increased to a greater extent due to surging demand 
for equipment and machinery required to develop 
the Oyu Tolgoi mines. As a result, the trade deficit 
increased sharply in 2011 and the current account 
deficit widened to 30% of GDP from 14% of GDP in 
2010. Financing such a large current account deficit 
was not a problem since foreign direct investment 
(FDI) reached a record level of $5.3 billion in 2011 
(World Bank, 2012c). 

Capital inflows to the subregion 
negatively affected

During the first half of 2011, capital inflows to the 
subregion surged as a result of a strong economic 
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performance and growth potential but capital inflows 
began to stall in the second half of the year, 
reflecting the situation in Europe, which became 
less predictable. 

FDI inflows to China increased by about 9.7% in 
2011, compared to a jump of more than 17% in 
2010, due to a fall in the rate of growth towards the 
end of year (China, Foreign Investment Department, 
2012). Similarly, in contrast to a strong inflow of 
portfolio and other investments early in the year, 
China registered a capital and financial account 
deficit during the last quarter as the capital outflows 
accelerated. The value of Chinese stocks also 
continued on a declining path. Hong Kong, China 
posted strong growth in FDI inflows but due to 
even larger outflows, there was a net outflow of 
direct investment. Also, strong overseas portfolio 
investment by residents resulted in a net outflow. 
The latest available data on FDI in Macao, China 
showed that inward FDI totaled $2.8 billion in 2010, 
up about 230% compared to 2009. Investment in 
the gaming sector accounted for close to 70% of 
all FDI. The medium-term outlook for FDI in Macao, 
China is, however, somewhat uncertain as many of 
the gaming licences granted by the Government of 
China are set to expire in 2020. 

FDI inflow to Mongolia increased 
sharply in 2011 due to investments 

in the mining sector 

Japan has been for a long time a major source 
of investment funding for neighbouring economies 
in the Asia-Pacific region, rather than a recipient. 
The country’s outward FDI greatly expanded in 2011 
following a contraction of more than 20% in 2010. 
The largest proportion of FDI from Japan went to 
Europe (40%) and the Asia-Pacific region (40%). 

FDI inflow to Mongolia increased sharply in 2011, 
climbing more than 300% to $5.3 billion due to 
investments in the mining sector spurred on by the 
Oyu Tolgoi project. This is the second consecutive 

year that FDI to the country jumped sharply. In 
2010, FDI increased by 57% year-on-year to $1.7 
billion. The trend of rapidly growing inward FDI 
to Mongolia is likely to continue as investment in 
resource exploration, development, production and 
transportation accelerates in the coming years. 

In the Republic of Korea, FDI inflows registered 
strong growth in the first half of 2011 but the growth 
momentum tapered off in the second half. Inflows from 
China, Japan and the United States were the main 
contributors to the strong growth. Also, increases in 
Greenfield-type investments continued to drive FDI in 
the Republic of Korea in 2011. While large increases 
in FDI are not likely given the growing global economic 
uncertainty, recent foreign trade agreements with the 
European Union and the United States are likely to 
have a positive impact on FDI inflows. 

Currencies tread higher against the dollar 

The currencies of countries in the subregion have 
been appreciating against the dollar. The weakness 
of the dollar is tied to the country’s very loose 
monetary policy maintained since the financial 
crisis in support of its faltering economic recovery. 
This trend is likely to continue beyond 2011 as the 
economies of the subregion outperform those of 
the developed countries. 

The Chinese renminbi has appreciated about 6% 
against the dollar in the period between June 2010 
and August 2011. This trend is poised to continue 
in 2012 given that the Government of China plans 
to reform the foreign exchange rate regime to 
increase the flexibility of the renminbi. Despite the 
fundamental weakness of the Japanese economy, the 
Japanese yen remained very strong in 2011. This 
is due to its status as a safe-haven currency with 
the European debt crisis fuelling flight to the yen in 
recent months. The Mongolian togrog, on the other 
hand, depreciated by 11% against the dollar in 2011 
due to high inflation. The currency of the Republic 
of Korea, which continued to experience volatility, 
ended about 9% lower than in 2010 on the back 
of growing uncertainty in the global market.
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Future outlook and policy challenges

The economies of the East and North-East Asia 
subregion in general are expected to expand at 
slower rates in 2012 with the growth momentum set 
to stall due to the impact of the likely recession in 
Europe and sluggish growth in the United States. 
Although governments have shown a commitment 
towards containing the European debt crisis, austerity 
measures that are likely to be placed in the euro 
zone economies will reduce demand for exports from 
the subregion. Also, similar to the situation during the 
global economic crisis, risk aversion among investors 
and the banking sector could lead to tightening of 
trade financing in emerging economies. Given the 
current trend of weakening global growth, the key 
policy challenges for most of the economies in the 
subregion are balancing inflation risk with short-term 
growth concerns, and coping with a slowdown in 
economic activity in China. 

Economic growth in China is forecast to slow 
to 8.6% in 2012. The Government of China has 
been steering the economy towards a soft landing 
in order to combat upward pressure on prices. 
The focus of policy will be to rebalance growth 
in support of domestic consumption. Government 
efforts to increase consumption as a share of GDP 
made some headway in 2011 and the economy’s 
traditionally large current account surplus as a 
percentage of GDP narrowed. As inflationary pressure 
subsides in 2012, the authorities will have more 
room to ease monetary and fiscal policy to support 
growth if needed. Economic growth in Hong Kong, 
China is also expected to moderate in 2012, with 
GDP projected to expand by 3.1%. While private 
consumption and inbound tourism from mainland 
China is forecast to remain strong, export demand 
is likely to contract, leading to slower growth. For 
Macao, China, GDP growth is projected to remain 
strong but moderate to 12% in 2012. 

The Japanese economy is expected to begin 
expanding again, with the GDP projected to grow 
2.1%, aided by reconstruction demand and a recovery 
in the export manufacturing sector. While industries 

in Japan are rapidly recovering, the disaster acted as 
a catalyst, hastening the move of many production 
facilities overseas. On the one hand, the expansion 
of Japanese firms’ overseas production is a strategic 
decision to better meet growing overseas demand 
and reduce production costs as well as to hedge 
against large-scale disasters in the future. However, 
on the other hand, there is risk that growing 
overseas production will lead to a contraction of 
domestic production activity and job loss. Given that 
this trend is likely to continue, growth of innovative 
high-value added product manufacturing will become 
increasingly important for the economy. Also, the 
issue of the Government’s fiscal position continues 
to weigh heavily on the economy. The government 
bond market still enjoys the support of domestic 
households and firms. However, fresh demands 
for reconstruction and the country’s rapidly ageing 
population raise the need for greater government 
support. It is critical for the government to develop 
a credible plan for fiscal consolidation.

Mongolia, in contrast to other economies in the 
subregion, is expected to record double-digit growth 
in 2012, of around 16%. Although, the downside 
risk of rapidly falling commodity prices due to a 
global downturn in economic activity remains, large 
increases in the supply of minerals could provide 
a respite and even outpace the deterioration in the 
terms of trade. Also, rapidly growing investment in 
the mining sector and infrastructure connected to 
mining activities is set to continue, contributing to 
domestic demand. 

The economy of the Republic of Korea faces very 
strong headwinds in 2012 with the GDP growth rate 
projected to fall to 3.5%. The sharp slowdown in 
private consumption and investment, which began in 
the third quarter of 2011, is poised to continue well 
into 2012. One of the key concerns for policymakers 
is the rapidly ballooning household debt. The gradual 
rise in interest rates since 2010 has compounded 
the household debt problem by increasing the debt 
servicing cost for households. Moreover, data indicate 
that a large portion of household debt is owed by 
the lowest 20% income bracket, with their disposable 
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income to debt ratio exceeding 300%. Measures to 
curb further rises in household debt could have an 
adverse effect of stifling private consumption at a 
time when it is most needed to support the economy 
due to weak external demand. Furthermore, stagnant 
property markets continue to put a damper on the 
economy, resulting in a rapid slowdown in fixed 
asset investment and the construction sector. The 
government is responding with various measures to 
revive the property market but thus far, they have 
had only a limited impact. The key to solving the 
mixed bag of policy challenges lies in supporting 
income growth of low- to middle-income households 
by widening the scope of social protection measures 
and providing incentives to firms to create more 
decent jobs.

Despite improving labour market conditions in the 
subregion, wage increases have not kept up with 
the rising cost of living. The lagged response 
of the labour market carries dual risks in the 

coming months. The first risk is that a worsening 
global economic outlook would keep real wages 
suppressed and in the face of falling real wages, 
households would cut back on spending, leading 
to a fall in domestic demand. The second risk is 
that wages would rise, which in turn spur a second 
round of price hikes throughout the economy. In 
addition to the overall impact on the economy, 
from a socio-economic standpoint, high inflation, 
especially the steep rise in the price of food and 
fuel experienced in 2011, disproportionately affected 
low-income families and widened the income 
gap (see box 2.1). Given that domestic demand 
will have to replace the loss in demand from 
developed countries, supporting domestic demand 
should be a top priority. It is therefore important 
that government policy aims to broaden support 
to low-income households in order to address the 
issue of both strengthening domestic demand and 
preventing the deterioration of living standards for 
a large number of households.

In the aftermath of the global economic crisis, the visible rise in income inequality has become the focus of attention for policymakers 

worldwide. The East and North-East Asian subregion is not an exception. Despite the subregion’s economic resilience and the targeted 

measures that were put in place to protect the vulnerable groups from the impact of the crisis, the economic crisis resulted in a 

widening of the income gaps in the countries which had been deteriorating during the last two decades (see table A). The erosion 

of the spending power of low- and middle-income groups and the concentration of wealth at the top will have an increasingly 

negative impact on the growth potential of not only the subregional economies but the global economy also. This is because low- 

Box 2.1.        Growing income inequality in East and North-East Asia

Table A.   Gini coefficient of selected economies of East and North-East Asia

Chinaa Japanb Mongolia Republic of Koreab

1985 0.32 0.35 - -
1990 0.35 - - 0.27
1995 0.41 0.40 0.31c 0.27
2000 0.43 0.43 0.35c 0.28
2005 0.46 0.44 0.33d 0.30
2010 0.47 0.46 0.37d 0.32

Sources: As given below.
a   Juandong Chen, Dai Dai, Ming Pu, Wenxuan Hou and Qiaobin Feng (2010). The Trend of the Gini Coefficient in China, Brooks World Poverty  
    Institute Working Paper 109. Available from http://www.bwpi.manchester.ac.uk/resources/Working-Papers/bwpi-wp-10910.pdf.
b  OECD StatExtracts. Calculations based on equivalized household market income before taxes and transfers.
c  Frederick Nixson and Bernard Walters (2004). Privatisation, Income Distribution and Poverty: the Mongolian Experience, Report  
    submitted to UNDP Mongolia.
d   World Bank, World Development Indicators and Global Development Finance online database. Available from http://databank.worldbank.     
    org/ddp/home.do?Step=12&id=4&CNO=2.
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and middle-income groups are required to play a critical role in rebalancing and sustaining growth by generating domestic demand 

in the face of sluggish exports. 

Impact of the global economic crisis on income distribution

The subregion’s high dependence on trade with developed countries resulted in a massive decrease in aggregate demand for 

exports during the global economic crisis. This, in turn, led to a significant rise in unemployment, especially in the construction 

and manufacturing industries whose labour force is mainly composed of low-skilled and low-income workers. At the same time, 

the slowdown of the economy put downward pressure on wages which did not bounce back fully despite the economic recovery 

and improvements in the labour market. A sluggish recovery in advanced economies, intensive price competition and the limited 

bargaining power of labour unions due to growing economic uncertainty all contributed to capping the rise in real wages, particularly 

for vulnerable workers including youth and less-skilled workers. Moreover, high inflation in 2011 meant that many workers in the 

low- and medium-income groups experienced a net fall in real wages. In contrast, rapid increases in the value of financial assets 

aided by loose monetary policy greatly contributed to the rise in household incomes at the higher end of the income distribution. 

In other words, the economic crisis accelerated the trend of growing inequality by negatively affecting the wages of the low- and 

middle-income groups and inadvertently transferring wealth to the higher-income groups during post-crisis periods by fuelling asset 

bubbles that almost exclusively benefited these groups. 

Addressing growing inequality through promoting job-rich growth

Growing inequality is a multifaceted and complex issue. It is driven by such factors as demographic shifts, such as population ageing, 

which is occurring most rapidly in the East and North-East Asia subregion, and persistent income gaps between rural and urban 

areas, which is prevalent in China. However, the primary driver of inequality is the shortage of decent jobs, especially for less-skilled 

workers. Looking at annual growth of GDP in East and North-East Asian economies (see table B), it is clear that economic growth 

has not been job-rich. In fact, available data show that economic growth alone is not sufficient to generate decent jobs for all. In 

Mongolia, for example, between 1996 and 2006, the share of the workforce engaged in the agricultural sector fell from 49.5% to 

38.8% but their share of national income fell even further from 37% to 18.8%, indicating a relative fall in income of those working 

in the agricultural sector. In comparison, the share of GDP produced by the industrial sector, including mining, went up from 20.6% 

to 40.3% while employment in that sector increased by less than 2 percentage points from 15.5% to 17.3% (World Bank, 2011b). The 

reason for slow job growth in the mining sector is due to the capital intensive nature of the work as well as the highly specialized 

skills-set required. In this sense, growing inequality is in many ways the result of increasing demand for and higher returns to highly 

skilled and highly educated workers. 

Box 2.1.        (continued)

Table B.   Annual growth of GDP and employment in East and North-East Asian economies, 2001-2008

(Percentage)
Average GDP growth Average employment growth

China 10.5 0.9
Japan 1.4 -0.1
Mongolia 8.2 3.2
Republic of Korea 4.4 1.4

Source: ESCAP (2011). Economic and Social Survey of Asia and the Pacific 2011. United Nations publication Sales No. E.11.II.F.2.
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Table 2.2.   Rates of economic growth and inflation in North and Central Asian economies, 2010-2012

(Percentage)
Real GDP growth Inflationa

2010 2011b 2012c 2010 2011b 2012c

North and Central Asiad 4.6 4.7 4.3 7.1 8.8 5.5 
Armenia 2.6 4.3 3.8 8.2 7.8 4.8 
Azerbaijan 5.0 0.1 4.0 5.7 8.1 5.1 
Georgia 6.4 6.8 6.0 7.1 8.5 2.9 
Kazakhstan 7.0 7.5 6.2 7.1 8.3 5.5 
Kyrgyzstan -1.4 5.7 5.0 8.0 16.9 4.0 
Russian Federation 4.0 4.3 3.8 6.9 8.4 5.0 
Tajikistan 6.5 7.4 6.0 6.5 12.5 8.0 
Turkmenistan 9.2 9.9 7.2 12.0 15.0 10.0 
Uzbekistan 8.5 8.3 8.0 9.4 13.5 12.5 

Sources: ESCAP calculations based on national sources; data from the Interstate Statistical Committee of the Commonwealth of Independent States. 
Available from www.cisstat.com (accessed 30 March 2012); and CEIC Data Company Limited. Available from http://ceicdata.com (accessed 19 April 
2012).

a  Changes in the consumer price index. 
b  Estimates.
c  Forecasts (as of 19 April 2012).
d  GDP figures at market prices in US dollars in 2010 (at 2000 prices) are used as weights to calculate the subregional growth rates.

NORTH AND CENTRAL ASIA

GDP growth benefits from high 
commodity prices, while risks mount

With favourable terms of trade supporting growth 
of domestic demand, the North and Central Asian 
subregion registered an average GDP growth of 
4.7% in 2011, after growing by 4.6% in 2010, 

Box 2.1.        (continued)

In recent years, the rapid convergence in technology has led to intensifying price competition in the global market for manufactured 

products in particular. This, in turn, has created demand for a flexible labour force in the subregion, leading to a vast increase in 

the share of part-time and temporary workers who are mostly underemployed and underpaid. In the Republic of Korea, between 

2002 and 2006, the share of non-regular employment increased from 27% to 37%. This translated into a loss of 400,000 regular 

jobs and the creation of more than 1.8 million non-regular jobs (Kim, 2011). To tackle the growing income disparity between those 

with regular jobs and non-regular jobs and the underlying issue of unemployment, the Government recently proposed greater job-

sharing by the country’s large firms. 

Fundamentally, the creation of decent jobs has the most potential for reversing the trend of growing inequality. Also, addressing 

the education inequality or the inequality in opportunity that prohibits social mobility is far more effective in narrowing the income 

gap than redistribution policies alone.

Source: ESCAP.

despite the deterioration of the global economic 
environment (see table 2.2). Energy exporters in 
the subregion - with the exception of Azerbaijan 
where oil and gas production slowed - benefited 
from favourable external conditions, such as high 
oil prices and strong global demand for resources. 
However, growth moderated towards the end of the 
year as external demand for commodities weakened 
and energy prices started to stabilize. The economic 
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mainly driven by the financial and manufacturing 
sectors. A recovery of the agriculture sector from the 
poor harvest in the previous season and increased 
remittance flows from the Russian Federation, which 
accounted for more than half of the total remittances, 
also contributed to growth.

In Kazakhstan, the economic recovery continued 
to be strong, supported by robust external demand 
for oil and mineral products and improved domestic 
conditions, including, among other factors, decent 
real wage growth, low unemployment and continued 
government investment. A sharp increase in the 
grain harvest boosted agricultural output, enabling 
the sector to rebound from the 2010 drought. The 
economy expanded by 7.5% in 2011, mainly driven 
by the oil-related manufacturing and services sectors. 
To boost competitiveness, the country needs to put 
more effort in industrial restructuring for diversification 
and institute more market-based reforms.

The Russian Federation has a 
large impact on other economies 

in the subregion through trade and 
investment channels 

After suffering from political and social instability in 
2010, the Kyrgyzstan economy bounced back quickly 
in 2011, expanding 5.7% on the back of strong 
growth in the mining sector in response to record-
high gold prices and increased public spending on 
construction. The economy also benefited from the 
reopening of borders with Kazakhstan and Uzbekistan 
after they were shut in 2010 due to the political 
turmoil. Rising international assistance also played 
a supportive role in economic expansion. However, 
the economy continued to be highly dependent on 
the economic performance of the Russian Federation 
and Kazakhstan as sources of external demand 
and remittance inflows.

The economy of the Russian Federation, which has 
a large impact on other economies in the subregion 
through trade, investment and remittance channels, 

activities in some energy-importing economies, 
such as Armenia and Georgia, were still subdued 
in comparison to the pre-crisis period, owing to 
rising import prices and constrained bank lending. 
Improved labour market conditions in Kazakhstan 
and the Russian Federation had positive spillover 
effects through increased remittance flows to the 
recipient economies, such as Armenia, Georgia, 
Kyrgyzstan and Tajikistan.

In Armenia, the economy grew by 4.3% in 2011, 
following a 2.6% expansion in 2010. Growth was led 
by the industrial sector, which benefited from high 
global prices for mining and metallurgy products. A 
rebound of the agriculture sector from the severe 
drought in 2010 as well as increased remittance 
flows from the Russian Federation also contributed 
to growth, while the construction sector remained 
subdued. Nevertheless, the country remains highly 
exposed to external shocks as it relies heavily on 
remittances and official transfers, and much of its 
export revenue is generated from commodities. A 
narrow export base, geographical isolation due to 
closed borders with Turkey and Azerbaijan, and 
high dependence on the Russian Federation and 
the Islamic Republic of Iran for its energy supplies 
are sources of vulnerability.5

Economic growth of Azerbaijan slowed to only 0.1% 
in 2011, after growing by 9.3% in 2009 and 5% 
in 2010, as oil and gas production was temporarily 
interrupted due to maintenance to several major 
oilfields. The oil sector had been the main driver 
to the economy in recent years with its production 
accounting for more than half of GDP and 90% of total 
exports. In contrast, a buoyant performance of the 
non-oil sector propelled by public investment projects 
and the implementation of policies to minimize the 
country’s dependence on the oil sector contributed 
to the expansion of the economy in 2011. 

Georgia, which suffered from a contraction in 
economic growth in 2009 as a result of a military 
conflict during the previous year, saw its economy 
rebound to positive growth of 6.4% in 2010. The 
economy maintained robust growth at 6.8% in 2011, 
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continued to grow modestly, expanding by 4.3% in 
2011 with a slightly higher rate than in the previous 
year. High inflation dampened private consumption 
in the first half of 2011, while lowered inflation, 
favourable oil prices and a good harvest contributed 
to the stronger economic activity in the second half. 
Labour market conditions improved as evidenced 
by a decline in the unemployment rate from 7.5% 
in 2010 to 6.6% in 2011,6 though it still remained 
above the level seen prior to the 2008-2009 financial 
crisis. Investment activities also remained subdued, 
and the stock market was affected heavily by the 
worsening global risk climate.

In Tajikistan, economic growth remained strong at 
7.4% in 2011, up from 6.5% in the previous year. 
The high level of growth in 2011 was supported 
by consumer demand resulting from increased 
remittances from overseas workers as nearly half of 
the labour force works abroad, mainly in Kazakhstan 
and the Russian Federation. It was also driven by 
a surge in export earnings on the back of stronger 
global demand for the country’s main exports, such 
as aluminium and cotton. However, the industrial 
sector continued to grow at a low rate and will 
remain susceptible to problems in the power sector, 
with the country facing periodic blackouts. In addition, 
Tajikistan is highly dependent on international aid 
for food supplies and infrastructure projects, making 
it particularly vulnerable to deteriorating global 
economic conditions.

Turkmenistan has been one of the fastest growing 
economies in the subregion. Its robust growth 
momentum continued in 2011, with the economy 
expanding by 9.9% after growing by 9.2% in 
previous year. This high growth was fuelled by 
a rise in gas exports to China and the Islamic 
Republic of Iran. The increase in gas sales boosted 
government revenue, paving the way for large 
public investment in construction and infrastructure 
projects, which also contributed to the economy’s 
robust expansion. Gas exports are expected to 
continue to be the major driver of the country’s 
economic expansion as well as the main source 
of government revenue.

Uzbekistan continued to be the steadiest economy 
in the subregion, with its GDP growing by 8.3% in 
2011, following growth of 8.5% in 2010 and 8.1% 
in 2009. The economic expansion was supported 
by a strong performance of the services sector 
and favourable global prices for the country’s main 
exports, including cotton, gas and gold. A sharp 
rise in remittance flows, a reduction in personal 
income tax, hikes in public-sector wages and social 
benefits helped sustain private consumption growth. 
Also contributing to the expansion of the economy 
was increased FDI flows as well as funding from 
the Fund for Reconstruction and Development of 
Uzbekistan for investment in infrastructure and the 
development of the hydrocarbon sector.

Inflation remains high but starts to 
decelerate

Inflation rose in all countries in the subregion except 
for Armenia (see figure 2.4). Inflationary pressures 
were particularly high during the first half of 2011 
due to the rising trends in commodity prices. 
The impact of domestic food inflation has been 
especially drastic as food comprises about half of 
the consumption basket in the subregion’s economies, 
some of which are highly dependent on imported 
food. Inflationary pressures eased towards the end 
of the year as global commodity prices decelerated 
and food supplies recovered.

Consumer prices in the Russian Federation 
increased by 8.4% in 2011, partly due to strong 
nominal wage growth. Inflation decelerated 
somewhat in the second half of the year as the 
impact of the 2010 drought diminished. Nevertheless, 
increased demand, the weakening of the rouble 
and further adjustments in regulated prices were 
some of the main sources of sticky inflation. In 
Kazakhstan, inflation also remained high at 8.3% 
in 2011, above the central bank’s inflation target 
band of 6-8%. In Azerbaijan and Georgia, inflation 
accelerated in 2011 but remained at a single-digit 
level. Inflationary pressures resulted from booming 
global commodity prices as well as rising domestic 
prices of agricultural products, though they eased 



73

MACROECONOMIC PERFORMANCE AND POLICY CHALLENGES AT THE SUBREGIONAL LEVEL     CHAPTER 2

Sources: ESCAP, based on national sources; data from the Interstate Statistical Committee of the Commonwealth of Independent States. Available 
from www.cisstat.com (accessed 30 March 2012); and CEIC Data Company Limited. Available from http://ceicdata.com (accessed 19 April 2012).

Note: Data for 2011 are estimates.
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Figure 2.4.   Inflation in North and Central Asian economies, 2009-2011

slightly towards the end of the year due to a 
gradual decline in food prices coupled with slower 
economic growth and weaker domestic demand. 
Armenia is the only country in the subregion that 
experienced slower inflation than 2010. A strong 
recovery in the agricultural sector served to contain 
food price inflation, especially in the second half 
of 2011.

Consumer price inflation reached double-digit 
rates in Kyrgyzstan, Tajikistan, Turkmenistan 
and Uzbekistan in 2011. Inflation in Kyrgyzstan 
accelerated to 16.9%, the highest level in the 
subregion, triggered by the economy’s return to 
positive growth and the pass-through of high 
import prices for food and fuel. Notably, the 
country experienced this high rate of inflation even 
though inflationary pressures trended downwards 
in the second half of 2011. Inflation in Tajikistan 
shot up by 12.5% in 2011, from 6.5% in 2010, 
due to rising global prices of food and oil as 
the country imports most of its food and fuel. 
Inflationary pressures were further exacerbated 
by an increase in gasoline export duty set by 

the Russian Federation. Despite the Government’s 
price controls and subsidies on utilities and basic 
foodstuffs, inflationary pressures remained strong 
in Turkmenistan, owing to high global food and 
commodity prices and increased investment in 
the energy sector development. In Uzbekistan, the 
Government’s price controls on food and energy 
helped limit inflationary pressures. However, elevated 
commodity prices and the depreciation of the local 
currency heightened imported inflation. The gradual 
withdrawal of subsidies on electricity and hikes 
in public-sector wages and benefits also exerted 
upward pressure on inflation.

Key macroeconomic policy developments  
and impacts

Improvement in fiscal balances

Energy-exporting countries, in general, had relatively 
low budget deficits or surplus budgets in 2011 while 
most of the other countries experienced lower budget 
deficits in 2011 (see figure 2.5). Notably, Tajikistan had 
a small surplus while Kyrgyzstan was the only country 
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in the subregion that had a large budget deficit in 
2011, which also increased from the previous year.

Among the four countries with a surplus budget, 
Turkmenistan witnessed a boost in its revenues due 
to higher gas sales. Even though the Government 
deployed substancial funds for construction and 
infrastructure projects, the budget remained in surplus, 
equivalent to 0.5% of GDP in 2011. Regulatory 
reforms, such as the introduction of international 
financial reporting standards in the banking system, 
have helped increase the country’s transparency. 
Despite extensive social spending and the granting 
of salary increases for public sector employees, 
Tajikistan had a fiscal surplus of 0.8% of GDP 
2011, thanks to increased tax revenue stemming 
from its strong economic growth.

The Russian Federation had a modest budget surplus 
of 0.8% of GDP in 2011 after registering a deficit 
of 4% in 2010. However, the budget continued to 
rely on revenues from the hydrocarbon sector as 
its non-oil deficit was about 10% of GDP in 2011. 
Uzbekistan continued to post a small surplus, 
equivalent to 0.4% of GDP in 2011 as higher 
revenues stemming from strong economic growth 
more than compensated for increased infrastructure 
and social spending and a one percentage point 

reduction in the profit and personal income tax, 
which came into effect in 2011. 

Among energy exporters, Azerbaijan was able to 
maintain its fiscal deficit at 0.9% of GDP in 2011. 
The State Oil Fund of the Republic of Azerbaijan 
(SOFAZ) continued to be a major source of the 
state budget revenue, providing nearly 60% of the 
proceeds. It also helped to finance social spending 
and infrastructure projects. In Kazakhstan, the budget 
deficit slightly improved to 2.2% of GDP in 2011 
from 2.5% of GDP the year before. The increased 
government expenditure mainly targeted social 
security benefits and education. Government revenue 
also rose, supported by higher oil prices and a hike 
in the oil export duty as well as sustained strong 
economic growth. An increase in tax revenue was 
further supported by the introduction of a progressive 
income tax, which came into effect at the start of 
2011 and replaced the old flat-rate income tax. 

The energy importing countries registered budget 
deficits, but balances improved due to increased 
tax revenue. The budget deficit of Armenia was 
equivalent to 2.8% of GDP in 2011, down from 
4.9% in 2010, owing to improved tax and customs 
administration, which included a crackdown on tax 
evasion. In Georgia, the budget deficit dropped to 

Sources: ESCAP, based on national sources; Asian Development Bank, Key Indicators for Asia and the Pacific 2011 (Manila, 2011); and International 
Monetary Fund, 2011 Article IV Consultations. Available from www.imf.org/external/ns/cs.aspx?id=51 (accessed 30 March 2012).

Note: Data for 2011 are estimates.
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Figure 2.5.   Budget balance in North and Central Asian economies, 2009-2011
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3% of GDP in 2011 as compared to 6.6% of GDP 
in the previous year, due to a large increase in 
tax revenue. The Government of Georgia increased 
spending on infrastructure in 2011, partly financed 
by loans from international organizations. In contrast, 
Kyrgyzstan struggled with a widening budget deficit, 
which stood at 8.3% of GDP in 2011 as compared 
to 6.5% in 2010. The wider deficit can be attributed 
to continuing high social spending and the costs 
for reconstruction in the south. Also, an increase in 
public sector salaries added to already-high public 
spending, while sales of public assets served to 
narrow the financing gap. 

Central banks gradually shifting their focus from 
combating inflation to supporting growth

Most central banks in the subregion implemented 
monetary tightening measures to combat inflationary 
pressures and maintain exchange rate stability, 
particularly during the first half of 2011. However, as 
growth momentum moderated and downside risks 
to the global economic growth increased towards 
the end of the year, the subregion’s central banks 
tended to shift their policy stance to a wait-and-see 
approach. A loosening of monetary conditions has 
already taken place in Armenia, Georgia, Kazakhstan, 
the Russian Federation and Tajikistan, and further 
easing is possible throughout the subregion.

In 2011, central banks in the subregion took various 
steps to support their respective economies. The 
central bank of Azerbaijan lifted its policy rate, the 
refinancing rate, by 200 basis points in March and by 
25 basis points in May to 5.25%, and also increased 
the reserve requirements on banks’ liabilities from 
2% to 3% in May. The central bank of Kyrgyzstan 
raised its policy rate and the reserve requirement 
ratio and increased sales of its short-term notes to 
combat rising inflationary pressures. However, the 
effectiveness of bank’s actions continued to be limited 
due to the country’s underdeveloped financial sector. 
In Uzbekistan, the central bank continued to allow its 
currency som to depreciate in an attempt to support 
exports and boost the country’s competitiveness in 
both the global and regional markets.

As downside risks to the global economy started 
to grow and inflationary pressures eased in the 
second half of 2011, the central banks in the 
subregion shifted their focus from taming inflation 
to supporting growth. The central bank of Armenia 
raised its refinancing rate by a total of 125 basis 
points from February to April 2011 over concerns of 
inflationary pressures stemming from higher global 
food and energy prices. However, as inflationary 
pressures eased, the bank reduced the rate by 50 
basis points to 8% in September. Notably, movements 
in the refinance rate have only a limited impact 
on inflation due to the country’s underdeveloped 
domestic financial market. Monetary tightening 
continued in Georgia in early 2011 with the country’s 
central bank boosting the reserve requirements for 
foreign currency liabilities in January and raising 
the refinancing rate by 50 basis points to 8% in 
February. As inflation concerns abated in midyear, 
the central bank shifted its policy stance towards 
supporting growth and lowered the refinancing rate 
by a total of 150 basis points to 6.5% between June 
2011 and January 2012. The bank also lowered 
the reserve requirements to stimulate the long-term 
financing for commercial banks. 

The central bank of Kazakhstan formally abolished its 
trading band for the national currency and introduced 
a managed float system in February 2011, though 
it continued to intervene in the foreign exchange 
market for fear of rapid appreciation. The bank 
raised the refinancing rate by 50 basis points to 
7.5% in March 2011, but easing inflationary pressures 
allowed it to cut the rate back to 7% in February 
2012. The central bank of the Russian Federation 
is gradually moving towards a floating exchange 
rate from a dual-currency basket consisting of 55% 
dollars and 45% euros, with the bank intervention 
confined to preventing excessive currency volatility. 
Inflation-targeting was introduced for the first time, 
with a target band of 5-6% for 2011. The bank 
undertook monetary tightening during the first 
half of 2011, including lifting its policy rate and 
raising the reserve requirements. The policy rate 
was lowered to 8% in December 2011 as price 
pressures moderated. This action implied that the 
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Sources: ESCAP, based on national sources; and International Monetary Fund, International Financial Statistics online database. Available from http://
elibrary-data.imf.org/ (accessed 30 March 2012).

Note: Data for 2011 are estimates.

Figure 2.6.   Current account balance in North and Central Asian economies, 2009-2011

bank’s concerns had shifted towards the increasing 
risks to growth due to the deteriorating economic 
outlook. The central bank of Tajikistan increased 
its refinancing rate by a total of 175 basis points 
to 10% in March and October 2011 to cope with 
higher inflationary pressure and excess liquidity in 
the banking sector. Despite the bank’s intervention in 
the currency market to slow the pace of depreciation, 
the national currency declined about 8% against the 
dollar in 2011. After inflation eased at the end of 
the year, the central bank reversed the direction of 
refinancing rate, cutting it by a total of 100 basis 
points to 9% by February 2012 to keep a stable 
money supply in circulation.

Robust export growth, but outpaced by 
imports

Most energy exporters continued to enjoy a boost 
in export earnings and trade as well as current 
account surpluses due to increased export volumes 
and favourable export prices, while energy importers 
suffered current account deficits (see figure 2.6). 
Among the net energy exporters, Kazakhstan, the 
Russian Federation and Uzbekistan recorded positive 
and improved current account balances. 

Energy exporters continued to enjoy 
a boost in export earnings, while 
energy importers suffered current 

account deficits 

Kazakhstan maintained its current account surplus 
in 2011, equivalent to 4.4% of GDP, owing to a 
large trade surplus that was boosted by rising oil 
production volumes. In August 2011, the country’s 
central bank started to buy refined gold products in 
the country to restock its gold reserves and to ease 
its exposure to the dollar. This action pertains to the 
country’s increasing concern about the sovereign debt 
crisis in the euro zone and its potential effects on 
the developed world. In the Russian Federation, the 
current account surplus increased to 5.5% of GDP 
in 2011 from 4.8% in 2010. High oil prices were 
the main reason behind the higher surplus as the 
hydrocarbon sector accounted for around two-thirds of 
export revenues. Imports also grew, boosted by the 
economic recovery and appreciation of the national 
currency during the first half of 2011. The Russian 
rouble changed course in the second half of 2011, 
dropping by more than 10% against the dollar. The 
current account surplus of Uzbekistan is estimated 
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to be 7.4% of GDP in 2011, owing to a large trade 
surplus and increased remittances from Kazakhstan 
and the Russian Federation. Favourable global prices 
for gold, gas and cotton and strong manufacturing 
exports, especially automotive products, boosted 
export revenues.

Even though the current account surplus of Azerbaijan 
fell in 2011, it was still 24.2% of GDP. During the 
year, exports benefited from high oil prices but 
imports grew faster due to high import prices of 
commodities. The current account of Turkmenistan 
remained in deficit but improved significantly in 2011, 
thanks to the rapid rise in gas earnings. Following a 
disruption of gas exports to the Russian Federation 
in 2009, the Government of Turkmenistan sought to 
diversify its gas exports to alternative destinations. 
China started importing gas from Turkmenistan 
through the new Central Asia-China gas pipeline 
in 2010, with levels set to increase gradually in 
the coming years. The opening of the second 
gas pipeline to the Islamic Republic of Iran also 
contributed to the rise in gas exports. The increased 
exports to these two countries have not been large 
enough to cover the loss of contracted volume to 
the Russian Federation, but have compensated for 
the reduction to a great extent.

In contrast to the improved current account balances 
of the net energy exporters, the net energy 
importers continued to post large deficits in 2011. In 
Kyrgyzstan, import growth outpaced export growth 
in 2011, widening the trade deficit. Rising food 
and oil prices as well as the recovery of domestic 
demand contributed to import growth, while higher 
gold output and prices raised exports. In Tajikistan, 
export earnings rose, reflecting the high prices of 
aluminium and cotton, which accounted for nearly 
80% of total exports. However, the growth of export 
revenues was outpaced by a rise in import costs, 
driven by higher food and fuel prices in combination 
with thriving domestic demand. An increase in 
the workers’ remittances was not enough to fully 
offset the widening of this gap, resulting in a sharp 
deterioration of the current account balance, which 
reverted to a deficit of 4.1% of GDP in 2011.

Among the energy importers in the subregion, Armenia 
and Georgia showed a slight improvement in their 
current account balance. The current account deficit 
of Armenia narrowed from 14.7% of GDP in 2010 to 
12.2% in 2011. Higher prices and demand for metal 
and mineral products increased export revenues and 
helped to reduce the trade deficit. Sharply higher 
remittance inflows from the Russian Federation also 
helped narrow the current account balance. The 
current account balance of Georgia improved from 
a deficit of 12.6% of GDP in 2010 to a deficit of 
10.4% in 2011. Costs associated with rising import 
prices of oil and gas were offset by higher prices 
for the economy’s main exports, such as gold and 
base metals, an increase in the remittance inflows 
and surpluses from the services sector. 

Future outlook and policy challenges

Economic growth in the subregion is expected to 
be slightly slower in 2012 than in 2011 due to the 
deterioration of the global economic situation. Weak 
external demand and volatile commodity prices are 
likely to have a negative impact on the subregion 
given its continued high reliance on exports of 
natural resources, mostly on a single commodity. 
The growth prospects of the Russian Federation are 
likely to remain dependent on global energy prices. 
In addition, downside risks are increasing as the euro 
zone may be heading for a further slowdown. GDP 
growth of the Russian Federation is forecast to be 
3.8% in 2012. In Kazakhstan, GDP is expected to 
continue to be robust, at 6.2% in 2012, owing to 
ongoing strongly funded investment projects in the 
oil and mining sectors. The Turkmenistan economy 
is also expected to maintain a high growth rate of 
7.2% in 2012, which is somewhat lower that the rate 
reached in 2011. Economic growth in Uzbekistan 
is projected to slow slightly to 8% in 2012, due to 
deterioration in external demand. Export prices in 
general are expected to remain favourable with the 
exception of those for cotton, which are forecast to 
plunge. The economy of Azerbaijan is expected to 
expand by 4% in 2012 as the oil sector returns to 
positive growth, with the reopening of oil platforms 
shut for maintenance work. 
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The economy of Georgia is likely to be affected by 
the weakening performance of the European Union 
countries, which are important export destinations as 
well as sources of investment inflows. The country’s 
GDP is projected to grow by 6% in 2012. Assuming 
political stability holds in Kyrgyzstan, the economy is 
expected to continue to recover at a growth rate of 
5% in 2012, driven by high gold prices and remittances 
from Kazakhstan and the Russian Federation. 
However, the economy could contract if a renewed 
outbreak or political instability occurs, or trade and 
remittance inflows are affected due to problems in 
Russian Federation or Kazakhstan stemming from the 
effects of the global economic turmoil. In Tajikistan, 
the economy is forecast to grow by 6% in 2012 as 
commodity prices are likely to fall sharply, leading 
to a reduction in overseas sales of aluminium and 
cotton, two key sources of export revenues.

Diversification is important for 
achieving higher and sustainable 
growth as well as greater socio-

economic stability 

The economies of the subregion are highly 
dependent on exports of oil, gas, metals and 
other commodities. Consequently, a sharp fall in 
external demand or commodity prices would lead 
to a severe decline in economic activities and, in 
turn, have a strong negative impact on economic 
growth. Based on this, further diversification of 
the economies is important for achieving higher 
and sustainable growth as well as greater socio-
economic stability (see box 2.2).

The subregion’s high dependence on the Russian 
Federation through trade and remittances also makes 
it sensitive to economic conditions and policy changes 
implemented by the country. During 2010 and early 
2011, the poor harvest in the Russian Federation and 
the subsequent export ban on cereals had an adverse 
impact on inflation in the subregion because of the 
large weight of food in the consumption baskets and 
its high dependence on imported food.

Foreign financing remains a cause for concern, 
especially for energy-importing economies in the 
subregion, namely Armenia, Georgia, Kyrgyzstan, and 
Tajikistan, all of which continue to receive support 
from the International Monetary Fund (IMF). Even 
though the financial sectors of most economies are 
not internationally exposed to any great extent, a 
downside risk remains if commodity prices were 
to fall sharply, or if the economic outlook of the 
Russian Federation were to deteriorate further.

As the continued fragility of the financial sector 
remains a critical issue in the subregion, enhancing 
regulation of financial markets could be very 
beneficial. Some of the relevant measures are 
inflation targeting, restructuring of banking systems 
and reducing dollarization. Local authorities in the 
subregion are increasingly interested in potential ways 
to restructure their economies, enhance regulation 
and improve the investment climate in order to 
create better prospects for foreign capital and make 
local projects more attractive and also to create a 
proper basis for sustainable growth both from a 
medium-term and long-term perspective.

Another challenge lies in food security. Some 
economies in the subregion face relatively high levels 
of poverty and are vulnerable to earthquakes, floods, 
land degradation and scarcity of water. Despite positive 
dynamics of food production, the employment and 
income levels in the agricultural sector are lower than 
in the rest of Asia, which combined with high share 
of food items in household expenditure, results in 
undernourishment and, therefore, a low quality of life 
and greater poverty. Access to adequate nutrition is 
essential for good health, the fundamental basis for 
human capital development. Recent high food prices 
have added an additional risk to the deterioration 
of the nutrition status in the subregion. To counter 
these threats, governments need to allocate additional 
resources and undertake the following significant 
interventions: to strengthen safety nets to ensure 
household food security; to lower domestic food 
prices through short-run trade policy measures or 
administrative action; and to enhance longer-term 
food supply.
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The key long-term priority of countries in the North and Central Asia subregion is to diversify their economies away from growing 

dependence on commodity exports. The importance of this is enhanced in the current economic environment of relatively high and 

volatile commodity prices as well as by projections that these prices will likely remain volatile in the coming years.

The economies in North and Central Asia can be broadly classified into two groups based on the type of commodity dependence 

of the external sectors, which is typically measured by the share of export earnings of the top single commodity (or top three 

commodities) in total exports. The first group comprises energy exporters, namely Azerbaijan, Kazakhstan, the Russian Federation, 

Turkmenistan and Uzbekistan. In these countries, energy-related products7 are the single most important category of their exports. 

The other group consists of metal and mineral exporters, namely Armenia, Georgia, Kyrgyzstan, and Tajikistan. The main exports of 

these economies are, for example, gold, aluminium and copper.8 

Box 2.2.    Heavy dependence on export of few commodities and vulnerabilities of economies in North and Central Asia

Sources: ESCAP calculations based on data from United Nations, International Merchandise Trade Statistics. Available from http://comtrade.
un.org/; International Trade Centre. Available from http://www.intracen.org/; and United Nations Conference on Trade and Development, 
UNCTADstat. Available from http://unctadstat.unctad.org/.
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Figure A.   Shares of commodity exports, 2001 and 2010 Figure B.   Merchandise export concentration index 
                 in selected groups of countries

The subregion as a whole has become more exposed to commodities-related risks than a decade ago, making the domestic economies 

vulnerable to a sharp decline in commodity prices (see figure A). For energy exporters, the share of energy-related products in total 

merchandise exports increased from 53% in 2001 to 67% in 2010. Similarly, for metal and mineral exporters, the share increased 

from 49% to 52% over the same period.

Rising commodity dependence is a result of their high prices and strong demand. Most economies and governments in the subregion 

have enjoyed large export earnings and increased tax revenues. However, heavy reliance on limited commodities makes an economy 

vulnerable to price swings. Energy and metal prices are especially sensitive to the global economic conditions. In addition, commodity 

exporters suffer from “Dutch disease”, which is the negative impact arising from the exploitation and export of natural resources. A 

large increase in commodity prices causes a real appreciation of the exchange rate, making other sectors of commodity-dependent 

economies less competitive, which could lead to even greater dependence on commodity exports and harm development in the 

long run.9
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The subregion’s high commodity dependence is also evidenced by the Merchandise Export Concentration Index, which measures the 

sectoral concentration of merchandise exports. The value of this index lies between 0 and 1, with 0 being the least concentrated 

and 1 being the most concentrated (UNCTAD, 2011c). A higher value of the index indicates less diversification of exports and more 

vulnerability to external shocks. From 1995 to 2010 the indices for energy exporters and metal and mineral exporters in North 

and Central Asia stayed consistently above the average of developing Asian economies, indicating that the subregion has a highly 

concentrated export structure compared to other Asian economies (see figure B). It also shows that the subregion is highly vulnerable 

to external shocks, such as commodity price busts. Volatile behaviour of the indices over time further exemplifies the vulnerabilities 

of these economies to fluctuations in commodities prices.

Changes in the exports composition of the economies of the subregion have varied markedly over time among the countries (see 

table). Among energy exporters, such as Azerbaijan, Kazakhstan, the Russian Federation and Turkmenistan, energy products have 

remained the single dominant commodity among exports and the level of dependence has generally increased since 2001. However, 

in Turkmenistan, a decline in the share of energy products was partly replaced by the increased share of cotton exports. Apart from 

a highly volatile energy share, Uzbekistan has exhibited a significant drop in the share of cotton exports, owing to the government’s 

long-term plan to move the cotton sector away from just growing the crop to include producing finished products. Among the metal 

and mineral exporters, the shares of metal and mineral exports in total merchandise exports have been high but volatile, signifying 

their vulnerabilities to external shocks. 

Table.   Shares of major groups of commodities in selected countries, 2001-2010

(Percentage of total merchandise exports) 
2001 2006 2007 2008 2009 2010

Energy exports (oil and gas)
Azerbaijan 91 85 81 97 93 95
Kazakhstan 55 69 66 69 70 72
Russian Federation 52 63 61 66 63 65
Turkmenistan 89 87 92 82 72 71
Uzbekistan 17 16 15 36 49 23

Metal and mineral exports (gold, aluminium, copper, etc.)
Armenia 56 69 64 61 66 69
Georgia 37 38 39 47 37 42
Kyrgyzstan 51 31 25 33 47 47
Tajikistan 49 66 71 59 58 59
Uzbekistan 15 14 16 16 12 17

Cotton exports
Tajikistan 32 19 14 13 10 13
Turkmenistan 6 4 5 3 8 17
Uzbekistan 43 27 22 11 10 20

Sources: ESCAP calculations based on data from United Nations, International Merchandise Trade Statistics. Available from http://comtrade.
un.org/; and International Trade Centre. Available from http://www.intracen.org/.

Box 2.2.        (continued)
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Almost all of the governments in the subregion 
need to prepare for the re-emergence of the 
global crisis and protect their economies. However, 
protectionist trends in economic policy would prevent 
foreign investors from entering local capital markets 
and, therefore, leave local economies without vital 
funding, up-to-date technologies and resources for 
sustainable development. The obvious solution is to 
gradually liberalize the economies of the subregion 
in a way that takes into account national interests 
and utilizes the most successful foreign experiences 
in that regard as a model. Moreover, promoting 
regional integration is a possible way to unite 
resources and experiences in order to enhance the 
competitiveness of the economies in the subregion 
to better function in the globalized world. At the 
same time, regional integration could also foster 
innovation and cooperation in dealing with issues 
related to food and energy security, the environment 
and border and migration management.

Countries with heavy commodity dependence must design and implement policies aimed at reducing their dependency. This is easier 

to accomplish during the boom years when fiscal and external positions are healthy. Progress towards diversification requires strong 

enforcement of market competition laws and relevant investment in infrastructure, which could potentially improve the business 

environment and contribute to the development of new high value-added export-oriented sectors. Governments of countries of 

the subregion are aware of the need to diversify their economies to achieve sustainable growth. For example, the Government of 

Kazakhstan announced a five-year industrial development plan, which aims to make the economy less dependent on commodity 

exports, improve labour productivity through investment in training and upgrade infrastructure. A social and economic development 

programme for 2012-2016 set by the Government of Turkmenistan also aims to diversify the economy away from its reliance on 

natural gas, oil, liquefied natural gas, cotton and textiles.

Moreover, the subregion needs to make more efficient use of its resources and generate a permanent income stream, rather than 

rely on a limited stock of resources. Transparency and accountability in decision-making as well as implementation, which would entail 

monitoring the extraction of resources and putting in place anti-corruption reforms, are also vital. The establishment or strengthening 

of natural resource funds or sovereign wealth funds, which already exist in Azerbaijan, Kazakhstan, and the Russian Federation, could 

facilitate good revenue management, counter political pressures and reduce domestic demand pressures by boosting savings and 

investments both within the country and aboard. 

Source: ESCAP.

Box 2.2.        (continued)

PACIFIC

The subregion has been divided into two distinct 
groups for analytical purposes. One group comprises 
Pacific island developing economies and the other  
Australia and New Zealand.

Pacific island developing economies

Diverse economic performance

Pacific island developing economies as a group 
achieved GDP growth of 6.5% in 2011, up from 
4.6% in 2010 (see table 2.3). However, the relatively 
high growth is dominated by resource-rich Papua 
New Guinea, which continues to benefit from high 
commodity prices for its exports. Some other 
Pacific island economies also benefited from higher 
commodity prices and a rebound in the tourism 
sector in mid-2011. Excluding Papua New Guinea, 
Pacific island economies as a group grew only by 
3.5% in 2011 but this was an improvement on the 
2010 performance of 1.6%. 
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GDP growth in Papua New Guinea remained strong 
as a result of high demand and prices for its major 
exports, namely oil, gold, copper, coffee, cocoa and 
palm oil. Growth at 7.1% in 2010 was underpinned by 
a large investment in a liquefied natural gas (LNG) 
project. In 2011 the economy expanded by 8.9%, 
as construction of the LNG project continued and 
the knock-on effect of this benefited other sectors, 
such as wholesale and retail trade. 

The economy of Fiji contracted by 0.2% in 2010 as 
the country was plagued by low investor confidence 
that has existed since the military coup in 2006 
and the adverse effect stemming from cyclone that 
occurred early in the year. It picked up in 2011 with 
a growth of 2.1%, led by a strong performance in 
the agriculture and forestry, manufacturing and fishing 
sectors and an impressive pickup in the tourism 
sector. Annual visitor arrivals to Fiji were up by 
9% year-on-year in the first half of 2011. However, 

Table 2.3.   Rates of economic growth and inflation in selected economies in Pacific, 2010-2012

(Percentage)
Real GDP growth Inflationa

2010 2011b 2012c 2010 2011b 2012c

Pacificd 2.5 2.0 3.4 2.8 3.5 2.1
Pacific island developing economiesd 4.6 6.5 5.7 4.8 7.8 6.1 

Cook Islands 0.2 3.4 5.4 1.8 0.6 3.0 
Fiji -0.2 2.1 2.3 5.4 8.7 4.0 
Kiribati 1.8 3.0 3.5 -2.8 7.7 5.5 
Marshall Islands 5.2 5.0 5.4 1.6 9.5 2.5 
Micronesia (Federated States of) 3.1 1.4 1.0 4.3 7.9 3.5 
Nauru 0.0 4.0 4.8 -0.6 -3.5 1.5 
Palau 0.3 5.8 3.0 1.2 2.1 2.0 
Papua New Guinea 7.1 8.9 7.8 6.0 8.7 7.6 
Samoa 0.2 2.1 2.5 -0.2 2.9 5.0 
Solomon Islands 7.1 9.3 6.0 1.0 7.4 5.5 
Tonga 0.3 -0.3 0.4 3.6 6.1 6.0 
Tuvalu -0.5 1.0 1.4 -1.9 0.5 2.6 
Vanuatu 2.2 4.3 4.5 2.8 0.8 3.0 

Developed countriesd 2.5 1.9 3.4 2.7 3.5 3.1 
Australia 2.5 2.0 3.5 2.8 3.4 3.3 
New Zealand 2.4 1.4 2.4 2.3 4.0 2.0 

Sources: ESCAP, based on national sources; International Monetary Fund, 2011 Article IV Consultations. Available from www.imf.org/external/ns/
cs.aspx?id=51; Asian Development Bank, Asian Development Outlook 2012 (Manila, 2012); and CEIC Data Company Limited. Available from http://
ceicdata.com (for Australia and New Zealand) (accessed 19 April 2012).
a  Changes in the consumer price index.
b  Estimates.
c  Forecasts (as of 19 April 2012).
d  GDP figures at market prices in US dollars in 2010 (at 2000 prices) are used as weights to calculate the subregional growth rates.

on the negative side, the sugar industry remains 
beleaguered, partly as a result of the phasing out 
of the preferential prices set by the European Union 
for imports of sugar from the country. 

Solomon Islands is a relatively resource rich country 
and with higher global commodity prices for its timber, 
gold, palm oil and fish, the economy performed well 
in 2010 with growth of 7.1%, which further rose 
to 9.3% in 2011. However, natural forest logging, 
which has been the leading export of the country 
for decades, is projected to decline steeply by 2015. 
Mining, fisheries, and tourism have the potential to 
offset but not fully replace the revenue and export 
losses from the decline in logging.

Following negative GDP growth in 2009, the economy 
of Marshall Islands recorded positive growth of 
5.2% in 2010 and then expanded by 5% in 2011. 
Reducing reliance on imported fossil fuel remains 
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a priority as about one-fifth of the national budget 
is spent on imported fuel.

Phosphate exports helped boost GDP growth in Nauru 
to 4% in 2011 after recording a zero growth in 2010. 
In Vanuatu, GDP growth of 2.2% was recorded in 
2010 in a difficult economic environment. The economy 
grew again by 4.3% in 2011, driven by continuing 
improvements in tourism numbers and increased 
remittances. Non-resident visitor arrivals in Vanuatu 
rose by 19% in the first 7 months of 2011.

The relatively high growth of the 
Pacific island developing economies 
is dominated by resource-rich Papua 

New Guinea, which continues to 
benefit from high commodity prices 

for its exports 

The other Pacific island developing economies grew 
about 5.8% or less in 2011. In Samoa, a tsunami in 
2009 caused significant damage to the economy. The 
expansion of donor and government reconstruction 
spending following the tsunami played a key role in 
offsetting the impacts of declining remittances and 
tourism arrivals in the context of the global economic 
crisis. Growth in 2011 rose by 2.1% from 0.2% growth 
in 2010 as reconstruction continued and remittance 
flows and tourism numbers gradually recovered.

The economy of Kiribati, one of the most remote 
and geographically dispersed countries in the world 
as it consists of 33 islands spread over 3.5 million 
square kilometers of ocean, grew by 1.8% in 2010. 
It is dominated by the public sector enterprises 
with key sources of income being fishing licence 
fees, aid, remittances and the Revenue Equalization 
Reserve Fund (RERF), established with proceeds 
from the extraction of now-exhausted phosphate 
deposits. The use of this fund helped raise GDP 
growth to 3% in 2011.

Tonga has made good progress towards achieving 
the Millennium Development Goals. However, the 

country’s economic performance remains poor as 
it recorded 0.3% growth in 2010 and a negative 
growth of 0.3% in 2011. Remittances to Tonga have 
been trending lower since the global financial crisis in 
2008. A strong recovery in tourism numbers helped 
to push GDP growth in Palau as the economy 
expanded by 0.3% in 2010 and 5.8% 2011. Similarly, 
the economic situation in the Cook Islands improved, 
with the economy recording growth of 0.2% in 2010 
and 3.4% in 2011 as tourism recovered. 

The economy of Tuvalu, dominated by public sector 
activity, experienced negative growth in 2010 and 
then positive growth in 2011. It faces significant 
development challenges and increased economic 
vulnerability due to the country’s small population, 
geographical remoteness and extreme susceptibility 
to external shocks, such as natural disasters or food 
and fuel price hikes. As the world’s second lowest-
lying nation, Tuvalu is also particularly vulnerable to 
impacts from climate change. The economy of the 
Federated States of Micronesia expanded by 1.4% 
in 2011 as compared to 3.1% in 2010.

Rising inflation rates

The Pacific island developing economies generally 
experienced rising inflation rates in 2011 as 
compared to 2010 (see figure 2.7). In Papua New 
Guinea, inflation rose from 6% in 2010 to 8.7% 
in 2011. Price increases have been largely driven 
by high imported inflation and continuing capacity 
constraints as a result of a strong domestic demand 
created through increased government spending and 
construction activities associated with LNG project. 
High demand for skilled labour and strong economic 
growth are contributing to strong employment growth. 
Much of the growth in employment is strongly 
associated with the LNG project, especially in the 
transportation sector, which has been experiencing 
significant growth. Businesses are finding it 
increasingly difficult to secure skilled labour and 
land to expand economic activities. Consequently, 
wages and rentals have risen, and consumer and 
asset price inflation has surged. 
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Sources: ESCAP, based on national sources; International Monetary Fund, 2011 Article IV Consultations. Available from www.imf.org/external/ns/
cs.aspx?id=51; International Financial Statistics online database. Available from http://elibrary-data.imf.org/ (accessed 30 March 2012); and Asian 
Development Bank, Asian Development Outlook 2012 (Manila, 2012).

Note: Data for 2011 are estimates.
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Figure 2.7.   Inflation in selected Pacific island developing economies, 2009-2011

In Fiji, the devaluation of the domestic currency in 
2009 led to significant increases in the prices of 
fuel and essential imported consumable goods and 
services. Although inflation was contained at 5.4% 
in 2010, it rose to 8.7% in 2011. The increase in 
prices is attributed to higher global fuel prices, a rise 
in the value-added tax (VAT) rate and a decision to 
raise the minimum wage by 10% in May 2011. 

Sharp increase in inflation in Fiji 
is attributed to higher global fuel 

prices, a rise in the value-added tax 
rate and a raise in the minimum 

wage 

Inflation in Solomon Islands fell to 1% in 2010 and 
then climbed to 7.4% in 2011, driven by higher food 
and fuel prices. A rapid increase in mining exports in 
early 2011 also stoked inflationary pressure as a result 
of the consequent rise of funds from abroad. This 
prompted the authorities to tighten monetary policy 
moderately. However, the linkages in the monetary 
policy transmission mechanisms for the economy 
are weak. Therefore fiscal policy with an effective 
regulatory framework needs to be complementary 
in order to contain inflationary pressures. 

In Samoa, inflation has been subdued with prices 
falling in 2010 and then rising by 2.9% in 2011. 
Much of the price increase can be attributed to 
higher oil and food prices. Imported food items, 
such as chicken, sugar and rice, also rose and 
contributed to higher imported inflation. Inflation in 
Tonga moved in a similar pattern, rising to 3.6% in 
2010 and 6.1% in 2011. The higher price level was 
mainly due to high oil, food and tobacco prices. 
With regard to the higher food prices, the higher 
costs can be partly attributed to increased costs 
for imported food following the recent depreciation 
of the national currency against the New Zealand 
dollar and the Australian dollar while the significant 
rise in tobacco prices was tied to an increase in 
the excise tax for tobacco, which took effect in July 
2010. Inflation in Vanuatu has remained modest 
compared to other economies in the subregion 
with prices trending lower since 2009. The country 
registered an inflation rate of 2.8% in 2010 and 
0.8% in 2011. Subdued domestic inflationary 
pressures can be attributed in part to continued 
relatively sluggish economic activity. Almost all the 
economies in the Pacific subregion not discussed 
thus far experienced higher inflation rates in 2011 
as compared to 2010.
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Source: ESCAP, based on national sources,  Asian Development Bank, Key Indicators for Asia and the Pacific 2011 (Manila, 2011); Asian Development 
Outlook 2012 (Manila, 2012); and International Monetary Fund, 2011 Article IV Consultations. Available from www.imf.org/external/ns/cs.aspx?id=51.

Note: Data for 2011 are estimates.
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Figure 2.8.   Budget balance in selected Pacific island developing economies, 2009-2011

Key macroeconomic policy responses

Improvement in fiscal balances

Pacific island economies continue to face tremendous 
challenges with fiscal management. In most of them, 
their expenditures exceed their revenues, or in other 
words they must deal with budget deficits. However, 
higher than expected revenues in 2011 contributed 
to improvements in the fiscal balances of many 
of the economies in the subregion. The Marshall 
Islands, Federated States of Micronesia, Nauru and 
Solomon Islands recorded budget surpluses while 
the Cook Islands, Samoa, Tuvalu and Vanuatu 
experienced lower budget deficits. Fiji, Kiribati, Papua 
New Guinea and Tonga were among those that 
recorded a deteriorating budget situation in 2011 
with Papua New Guinea actually recording a deficit 
after a surplus in 2010 (see figure 2.8). 

In Papua New Guinea the fiscal position remains 
healthy, buoyed by strong growth in tax and royalty 
revenue from projects in the mining and petroleum 
sectors. Total revenue and grants were much 
higher in 2011 compared to the previous year. The 
Government has managed its fiscal position well in 
recent years by following a prudent strategy to cope 
with volatility in global commodity prices. Instead of 

increasing recurrent spending as revenue has risen 
on the back of the boom in commodity prices, 
the Government has put funds in trust accounts 
for “additional priority spending” on social and 
infrastructure development programmes. In line with 
the high global commodity prices, the Government 
increased spending in its supplementary budget in 
September by 22.7%, resulting in an overall budget 
deficit of 0.3% of GDP in 2011 as compared to 
surplus 0.7% of GDP in 2010. It is planning to 
have a balanced budget in 2012 with expenditure 
and revenue changes directed at improving the 
country’s development prospects and sharing the 
benefits of economic growth with all the citizens. 
The 2012 budget is focused on delivering free 
education, improving law and order and improving 
road infrastructure. 

Fiji was able to achieve its budget deficit target of 
3.5% of GDP in 2011, with government expenditures 
being closely in line with the budget target and 
revenues increasing. Government debt has been 
on the rise and interest payments are equivalent 
to around half of the government’s wage bill. The 
government’s objective to reduce the country’s debt 
burden in the long-term is dependent upon achieving 
revenue and growth targets. The Government 
announced several measures in its 2012 budget, 
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including, among others, extensive reforms of the tax 
system that included cuts in income and corporate 
taxes. These tax cuts are meant to provide fiscal 
stimulus to the economy. 

Solomon Islands is heavily dependent on donor 
funding, with about one-half of government 
expenditure funded by grants. Strong production 
of timber and favourable prices in 2011 resulted 
in a substantial increase in export duties and total 
revenue. This, in turn, enabled the country to post a 
budget surplus of 2.1% of GDP. Public debt declined 
to 21.6% in late 2011 due to debt repayments and 
the write-down of all external debt in arrears. Since 
June 2010, Solomon Islands has benefited from 
three disbursements under a standby credit facility 
with the IMF worth slightly less than $20 million. 
This has helped to further steady the country’s 
fiscal position, which was suffering as a result of 
the depletion of cash reserves and the pressure 
tied to financing national elections. 

The budget deficit in Samoa improved slightly to 
6.5% of GDP in 2011 from 7.4% in 2010. While both 
government revenues and current expenditures were 
generally in line with budget targets, development 
expenditures were under spent by 18.9% in 2011. 
With post-tsunami reconstruction nearing completion, 
the Government is for fiscal consolidation in the 
coming years.

Increased revenues enabled the Cook Islands to 
record a lower budget deficit equivalent to 1.4% 
of GDP in 2011 compared to a deficit of 1.8% of 
GDP in the previous year. The higher revenues 
came mostly from higher-than-expected earnings 
from non-tax instruments.

The Marshall Islands achieved a budget surplus 
equivalent to about 1.4% of GDP in 2011, which 
was substantially smaller than the surplus of 4.6% 
of GDP in 2010. The lower surplus was the result 
of an increase of 1.2% in revenue negated by a 
6.1% jump in expenditure. In the 2012 budget, the 
Government has planned for about 70% of funding to 
come from grants, with major contributions expected 

from the United States and some funding from 
Taiwan Province of China. The rest of the funds 
are expected to come from domestic taxes. As in 
recent years, half of the total budget is allocated 
for education and health. Deteriorating infrastructure 
and poorly performing public enterprises continue 
to put pressure on the budget. The challenge for 
the Marshall Islands is to build up the value of the 
Republic of the Marshall Islands Compact Trust Fund 
to compensate for the annual financial assistance 
from the United States, which will cease in 2023. 
In 2011, the Federated States of Micronesia recorded 
a budget surplus equivalent to 0.4% of GDP. It was 
the country’s third consecutive year of recording a 
budget surplus following years of chronic budget 
deficits. Higher tax collections compensated for a 
slight increase in current expenditures during the 
year. The country also relies heavily on funding from 
the United States for revenue and similar to the 
Marshall Islands, it needs to build up its domestic 
trust fund, the Federated States of Micronesia 
Compact Trust Fund, to have sufficient resources to 
finance government expenditure after annual funding 
from the United States ceases in 2023. 

Nauru posted its third consecutive budget surplus in 
2011. The budget surplus was slightly higher at 0.6% 
of GDP in 2011 as compared to 0.1% of GDP in 
2010. A key budget item in the 2012 budget is the 
earmarking of funds for an initial contribution to the new 
Nauru Intergenerational Trust Fund, which is designed 
to provide an ongoing source of revenue when the 
country’s phosphate reserves are exhausted.

Key sources of revenue for Government of Kiribati 
are fishing licence fees, foreign aid, remittances and 
the Revenue Equalization Reserve Fund (RERF), 
established with proceeds from the extraction of the 
now-exhausted phosphate deposits. A reduction in 
total revenues partly resulting from a 25% decrease 
in fishing licence revenue, and cuts in corporate and 
personal income taxes coupled with a rise in total 
expenditures resulted in a budget deficit of 17.7% 
of GDP in 2011. The Government plans to finance 
the deficit by drawing on its Revenue Equalization 
Reserve Fund, which has raised concerns about 
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the fund’s long-term sustainability following its losses 
during the global financial and economic crisis.

Tonga enjoyed a relatively strong increase in revenues 
during 2011, with the total intake up by about 5.8% 
from the year before. At the end of 2011, total 
revenues and grants were above the budget estimate 
due to the receipt of budget support grants of $7.5 
million from the European Union and high revenue 
collections. Capital expenditure, on the other hand, 
almost tripled due to the inclusion in the budget 
for the first time of a loan from Export-import Bank 
of China. Without this support, the budget deficit 
of 7.9% of GDP in 2011 would have been much 
higher. In Tuvalu, the budget deficit remained high 
in 2011 at 7.9% of GDP in 2011 but notably it 
came down considerably from the deficit of 31.5% 
GDP in 2010.

In Vanuatu, tax revenues increased while external 
grants decreased in 2011. The Government approved 
a supplementary budget equivalent to 6.1% of the 
original budget in September 2011. However, this 
was not enough to offset the decline in donor-funded 
spending. Current expenditure grew but there was a 
sharp drop in capital spending due to the delayed 
implementation of major infrastructure projects. The 
overall budgetary situation slightly improved in 2011 
with a budget deficit of 1.5% of GDP as compared 
to a budget deficit of 3.4% of GDP in 2010.

Easing of monetary policy to stimulate growth 

While monetary policy is primarily used for preserving 
international reserves as a result of fixed exchange 
rates in most economies in the subregion, some of 
them have tried to lower official cash rates to reduce 
interest rates and stimulate investments aimed at 
promoting economic activity. At the same time, for 
many of the economies that are dependent on exports 
of primary products and on tourism, maintaining the 
competitiveness of their exchange rate is vital and 
more critical in the current economic environment.

The Reserve Bank of Fiji cut its main policy interest 
rate, the overnight policy rate, by 100 basis points, 

in October 2011 to 0.5%. Although inflation remained 
relatively high, the central bank was of the view that 
inflation had peaked. Consequently, with inflationary 
pressures easing, it was in a position to provide 
more support to investment and households by 
lowering borrowing costs. In contrast, the Bank 
of Papua New Guinea, the central bank, acted to 
stem monetary growth in the country in 2011 by 
raising the policy interest rate, the kina facility rate, 
and boosting the capital adequacy requirement for 
banks. These measures tightened liquidity conditions 
and contributed to a slowdown in private sector 
lending in 2011.

The Central Bank of Samoa maintained an 
expansionary monetary policy to support economic 
activity in 2011. It reduced the policy rate and 
lowered the lending rates to the Development Bank 
of Samoa and the Samoa Housing Corporation, 
which are required to lend at concessional rates to 
the agriculture, tourism, fishing and manufacturing 
sectors. The Government also used the Central 
Bank Credit Line Facility to infuse more liquidity in 
the economy. The central bank’s monetary policy 
entailed closely monitoring inflation for any signs 
of acceleration in it and maintaining a moderately 
contractionary monetary policy stance (ADB, 2011c). 
The local currency was revalued by 5% with the aim 
to curb expected inflationary pressures coming from 
external sources. Foreign reserves remain plentiful, 
having been boosted by the government’s acceptance 
of an IMF standby credit facility in mid-2010. 

Although the Reserve Bank of Vanuatu left its main 
interest rate, the rediscount rate, untouched in 2010, 
in August of that year, it raised the statutory reserve 
requirement for commercial banks, the proportion of 
deposits that commercial banks must hold as reserves 
at the central bank, from 5% to 6%. In 2011, the 
Bank did not make any changes to its monetary 
policy stance. However, in 2012, it is expected to 
tighten monetary policy. This resonates with the 
recent IMF report which opined that due to rapid 
growth in credit to household and lending in foreign 
currency, monetary policy needs to be tightened. 
The National Reserve Bank of Tonga focused on 
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Sources: ESCAP, based on national sources; Asian Development Bank, Key Indicators for Asia and the Pacific 2011 (Manila, 2011); International 
Monetary Fund, International Financial Statistics online database. Available from http://elibrary-data.imf.org/; and 2011 Article IV Consultations. 
Available from www.imf.org/external/ns/cs.aspx?id=51.

Note: Data for 2011 are estimates.
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Figure 2.9.   Current account balance in selected Pacific island developing economies, 2009-2011

maintaining an adequate level of foreign reserves and 
price stability. Given the country’s high volume of 
imports, promoting low inflation is a difficult task, as 
overall inflation is highly linked to import prices. Also, 
with the liquidity in the banking system remaining 
high due to foreign aid inflows, credit growth to the 
private sector contracted with banks maintaining tight 
lending conditions due to weak domestic demand 
and uncertain economic recovery (Tonga, National 
Reserve Bank of Tonga, 2011).

Persistent current account deficits

Pacific island economies face high and rising current 
account deficits, reflecting general weakness in 
merchandise exports. In Papua New Guinea, due to 
rising imports related to new resource projects, the 
country’s current account deficit widened sharply in 
2011 (see figure 2.9). Imports increased by 35.4% 
while exports only grew by 27.1%. New resource 
projects were financed mainly through FDI flows, 
so there was little adverse implication for external 
stability. High levels of foreign exchange reserves 
held by the Bank of Papua New Guinea also provide 
support to external stability. Strong domestic growth 
drove the value of the Papua New Guinea kina 
upwards in 2011 against the currencies of all its 

major trading partners. The strengthening of the kina 
was due largely to the increased inflow of foreign 
exchange from mining and petroleum exports and 
foreign investment related to the construction of the 
LNG project. The kina appreciated by 19% against 
the United States dollar and by 15.4% against the 
Australian dollar in 2011 and helped put a damper 
on imported inflation in the country.

The current account deficit of Fiji remained un-
changed at 11.2% of GDP in 2010 and 2011. Imports 
have been growing faster than exports. However, 
the country’s tourism sector continues to perform 
impressively. Annual arrivals were up by 9% year-
on-year in the first half of 2011 and continued to 
strengthen during the peak season in July. During 
2011, the Fiji dollar trended higher against the 
United States dollar until May. It then lost some of 
its value, as the dollar benefited from an increase 
in investor risk aversion. Foreign reserves remained 
at comfortable levels in 2011, sufficient to cover 
about 5.1 months of imports. 

Although Solomon Islands has a number of commodity 
exports, its large current account deficit improved to 
11.2% of GDP in 2011 from 27.6% of GDP in 2010, 
reflecting the large volume of imports financed by aid 
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flows. Exports increased by 29.5% in 2011 backed by 
timber exports and the expansion of mineral exports. 
In the first nine months of 2011, timber production in 
Solomon Islands surpassed total output in 2010 and 
for the whole year, it exceeded the historical peak 
of more than 1.5 million cubic meters reached in 
2008. However, there is concern that these levels of 
production are not sustainable. The rapid increase in 
the inflation rate in 2011 prompted the Central Bank 
of Solomon Islands to revalue the Solomon Islands 
dollar by 5% in June 2011 to counteract the rise in 
domestic price rises. Foreign reserves remain plentiful, 
benefiting from the Government’s acceptance of an 
IMF standby credit facility in mid-2010. Reserves 
stood at $365 million in October 2011, sufficient for 
8.8 months of imports cover.

There is great concern that the level 
of remittances in many economies 
in the subregion has been on a 

declining trend 

Vanuatu had a current account deficit of about 
6% of GDP in both 2010 and 2011. The relatively 
low deficit was partly due to growing tourism, 
merchandise exports and remittances. The country 
had a sufficient level of foreign exchange reserves 
to finance 6.2 months of imports in 2011.

Tonga showed a deterioration in its current account 
deficit to 11% of GDP in 2011 from a deficit of 
9.4% of GDP in 2010. Although the country has 
continued to receive inflows of foreign aid and 
assistance, the remittances have been declining 
since the global financial crisis in 2008. The value 
of remittances in the year to September 2011 fell 
11.9% as compared to the same period in the 
previous year. It will take a significant improvement 
in employment prospects in the United States, the 
source of about half of the total remittances to 
Tonga, to reverse this trend. 

The trade deficit in Samoa widened in 2011 due to 
a decline in export payments and a higher import 

payments. The country’s current account deficit is 
estimated to deteriorate to 9.3% of GDP in 2011 
from a deficit of 8.1% of GDP in 2010. Remittances 
flows are still vital for the Samoan economy. 
Remittances, which mostly originate from Samoans 
living in Australia, New Zealand and the United 
States play a key role in supporting the economy. 
However, the global economic outlook could have 
adverse effects on remittance flows. Gross foreign 
reserves in August 2011 were equivalent to 6.1 
months of imports. A very limited amount of exports 
come from Kiribati. Consequently, the country faces 
large current account deficits, which stood at 28.9% 
of GDP in 2011 and 23.1% in 2010. Aid and other 
capital flows make up some of the shortfall resulting 
from the lack of exports.

Future outlook and policy challenges

The economic performance of the Pacific island 
developing economies as a group is expected to 
slacken slightly in 2012. The economies of the 
Federated States of Micronesia, Palau, Papua New 
Guinea and Solomon Islands are expected to slow,  
while those of the Cook Islands, Fiji, Kiribati, the 
Marshall Islands, Nauru, Samoa, Tonga, Tuvalu and 
Vanuatu are projected to see improvements in GDP 
growth in 2012.

The economy of Papua New Guinea is projected to 
expand by 7.8% in 2012. The growth is expected 
to be broad-based with major contributions from 
the mining sector following the return to normal 
production at the major mines that were hit by 
disruptions in 2011 and higher economic activity 
stemming indirectly from the LNG project. The 
outlook for Fiji is less encouraging. Slower growth 
experienced by major economic partners is 
expected to affect exports and tourism, exacerbating 
structural weaknesses in the domestic economy. 
The economy is expected to be buoyed by the 
continued development of the mining and tourism 
sectors, but the sugar industry will likely remain 
in the doldrums. All in all, the economy of Fiji is 
expected to expand by 2.3% in 2012.
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The economic performance of the 
Pacific island developing economies 
as a group is expected to slacken 

slightly in 2012 

The economy of Solomon Islands is expected to 
grow at 6% in 2012. Gold exports along with greater 
demand for non-gold commodity exports, such as 
palm oil and copra, and an acceleration in foreign 
investment in the mining and telecommunications 
sectors, are projected to be pillars of support for 
GDP growth. In Samoa, prospects for medium-term 
growth are generally positive but the 2008 Household 
Income and Expenditure Survey shows that poverty 
and income disparities have been increasing. Although 
there is expected to be a reduction in the post-tsunami 
reconstruction; tourism, remittances and manufacturing 
are expected to increase and contribute to GDP 
growth, which is forecast to be 2.5% in 2012.

The economy of Tonga is expected to grow by 
0.4% in 2012, mainly on the back of tourism and 
donor-financed construction activities. Improved 
prospects for the economy depend upon whether 
the Government implements necessary fiscal 
adjustments, continues with structural reforms and 
develops infrastructure. Activities in the construction 
sector are also a key to growth prospects in Vanuatu 
in the short term. Construction expanded modestly 
in 2011, but the approval and implementation of a 
number of government projects were deferred to 2012 
and 2013. To make the best use of concessional 
funding from development partners, it is important 
that Vanuatu prioritize infrastructure spending and 
improve its capacity to manage infrastructure funds. 
Tourism and agricultural exports may also contribute 
to growth, although to a lesser extent, owing to 
poorer global economic prospects, including in 
important regional markets, such as Australia and 
New Zealand. The economy of Vanuatu is expected 
to expand by 4.5% in 2012.

Some economies witnessed a steady flow of 
remittances, which supported economic growth as 

well as recipient families. In particular, Fiji, Kiribati, 
Tonga and Samoa found this to be an important 
source of resilience. However, there is great concern 
that the level of remittances to many of these 
countries, such as Samoa and Tonga, has been on 
a declining trend since the global financial crisis in 
2008. Global financial instability increased sharply in 
2011 following economic setbacks in Europe and the 
United States, most notably driven by sovereign debt 
problems in Europe. The euro zone crisis is unlikely 
to have a significant direct impact on Pacific island 
developing economies. However, the performance 
of the United States economy is important to some 
Pacific island developing economies as the major 
source of remittance inflows to these economies is 
from nationals living in the United States.

The performance of the tourism sector is also 
important to the economic prospects of many 
economies in the subregion, as was the case in 
2011 when the tourism sector rebounded in mid-
2011 and contributed to economic growth in several 
of these economies. Similar to remittances, the 
tourism sector is highly dependent on the economic 
performance of developed economies, especially 
Australia and New Zealand, but also Japan and 
the United States. There are clear signs of strong 
competition for tourists among Pacific destinations. 
In 2011, Pacific destinations, with the exception 
of Vanuatu, reported an increase in tourists from 
Australia, with Samoa showing the largest gain 
at 27% followed by Fiji at 13%. Meanwhile, a 
reduction in Australian visitors to Vanuatu was due 
to Fiji regaining its previous tourist market share. 
The number of New Zealand tourists to Samoa 
and Vanuatu declined over the same period, but 
this was more than offset by higher departures to 
the Cook Islands, Fiji and Tonga. It is important 
that each Pacific island economy maintains airline 
links with its major tourist destinations as well as 
remain politically stable so that a sufficient number 
of tourists can visit their countries.

Recent progress in fiscal management in the 
subregion is a welcome development and should 
be sustained to build fiscal space for responding 
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to economic shocks. To achieve long-term 
fiscal sustainability, the Pacific island developing 
economies need to reduce their budget deficits 
and initiate broader based tax reforms, including, 
in particular, the introduction of a value-added tax 
to broaden the tax base, and also strive to reduce 
the public sector wage bill. These economies 
should also continue their efforts to advance fiscal 
consolidation and wind down public debt. It is 
encouraging that Nauru and Papua New Guinea 
have taken steps to set up funds to invest revenue 
earned from resources for future generations. In 
the case of Papua New Guinea, the 2012 budget 
details the final design of the Government’s new 
Sovereign Wealth Fund (SWF). The SWF aims 
to capture all government revenues from mining, 
oil, and gas concessions. Two key elements of it 
are a commitment to invest assets offshore and 
to maintain sustainable rates of expenditure. The 
challenge for countries that have established trust 
funds is to build up sufficient reserves which later 
could be used to cushion their economies in times 
of economic shocks. 

For many of the economies in the subregion, 
increasing trade by trying to boost manufactured 
exports not based on agriculture, fisheries and 
forestry, is unlikely to yield good results. The potential, 
therefore, rests with the agricultural sector. These 
economies can build a comparative advantage 
in agriculture, especially with their tropical fruits 
and vegetables, through proper marketing. This is 
a strategy that has worked well in tourism, and 
also in bottled water, such as the internationally 
renowned Fiji Water. The larger economies of 
the subregion, such as Fiji, Papua New Guinea, 
Vanuatu and Solomon Islands, have strong potential 
to boost their exports of agricultural goods in 
the short to medium term. These economies, in 
general, have failed to substantially improve the 
output and quality of their agricultural exports. They 
need to improve infrastructure for rural agricultural 
production and marketing and should put more 
efforts in addressing the often binding constraints 
to agriculture, such as land tenure, high labour 
costs and marketing infrastructure. Most of them 

also need to invest significant amounts in social 
and economic infrastructure. For example, health 
and education infrastructure in Papua New Guinea 
and Solomon Islands are in need of large-scale 
investment. Apart from contributing to economic 
growth, these initiatives could also help address the 
increasing unemployment levels, especially among 
the youth, and ease the flow of urban migration 
from rural areas, which is a burning issue in many 
of the larger Pacific economies (see box 2.3).

Countries in the Pacific need to 
collaborate at the political level 

to accelerate the integration and 
connectivity within the region 

Improving the resilience of the Pacific island 
developing economies to future economic and 
financial shocks is an ongoing challenge. In the 
short-term they need to address the following 
issues: (1) maintaining macroeconomic stability 
and improving their fiscal positions; (2) maintaining 
inflation levels at an acceptable level so that 
the poor are not affected in a significant way; 
(3) addressing unemployment through deliberate 
job creation opportunities; and (4) continuing to 
review and refine social protection policies so that 
those living below poverty levels are looked after. 
Unemployment, especially among youth, presents 
a major challenge for many economies and could 
have implications on social and political stability if 
not addressed. The economies in the subregion 
must continue to improve their infrastructure, look 
for new sources of economic growth and reform 
their governance structures to improve accountability. 
They need to collaborate at the political level to 
accelerate the integration and connectivity within the 
subregion. Meaningful regionalism and integration 
with Australia and New Zealand, and pooling of 
resources to improve trade within the subregion 
could also support resilience of their economies 
and provide a platform for better integration of their 
economies with the wider global community, including 
with their dynamic Asia-Pacific neighbours.
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Table.   Urbanization in the Pacific island developing  economies

Total population 
(thousands)

Urbanization ratio 
(urban population as 
% of total population)

Annual population 
growth 

(2010-2030)
2010 2030 2010 2030 Total Urban

Fiji 861 958 51.9 61.7 0.5 1.2
French Polynesia 271 318 51.5 56.5 0.8 1.4
Guam 180 222 93.3 94.5 1.1 1.1
Kiribati 100 132 44.0 51.1 1.4 2.1
Micronesia (Federated States of) 111 129 22.5 30.4 0.8 2.1
New Caledonia 251 314 57.5 62.9 1.1 1.6
Papua New Guinea 6 858 10 185 12.5 18.2 2.0 3.8
Samoa 183 200 20.1 24.1 0.4 1.2
Solomon Islands 538 841 18.5 29.2 2.3 4.3
Tonga 104 121 23.1 30.4 0.8 1.9
Vanuatu 240 371 25.6 37.9 2.2 4.1
Other countries/territories 244 308 84.4 89.3 1.2 1.6
All countries/territories 9 941 14 099 22.9 27.8 1.8 2.7

Source: United Nations, Department of Economic and Social Affairs, Population Division (2011). World Population Prospects: The 2010 
Revision, available from http://esa.un.org/unpd/wpp/index.htm and World Urbanization Prospects: The 2009 Revision, available from http://
esa.un.org/wup2009/unup/wup/index.htm, (accessed 24 January 2012).

The population of the Pacific island developing economies stood at about 10 million in 2010, and is expected to increase to more 

than 14 million in 2030 (see table). In almost all the economies, the rate of growth of their urban population is much faster than 

that of the total population. As a result, the urbanization ratio, urban population as a percentage of total population, is expected 

to increase in all of the economies in the coming years. By 2030, more than half of the population of Fiji, French Polynesia, Guam, 

Kiribati, New Caledonia and several other smaller economies will be living in urban areas. Projections indicate that urban growth in 

Papua New Guinea, the most populated country with close to 70% of the total population in the subregion, will be double that of 

total population, with the urbanization ratio expected to rise from 12.5% in 2010 to 18.2% in 2030.

Box 2.3.    Challenges of urbanization in Pacific island developing economies

As the Pacific urban populations grow, the quality of life, particularly in peri-urban communities, could become compromised. Cities 

act as crucial international gateways and centres of employment opportunity, and are the engines of economic growth, with 60% of 

a national GDP estimated to be generated in urban centres. Consequently, unmitigated urban population growth is understandable. 

Despite the strong role as growth engines, some Pacific island leaders as well as decision makers have negative perceptions of 

urban areas and believe that urbanization should be curbed. Along with changing this mindset, it is important to deal with the many 

challenges of urbanization in order to further improve quality of life in urban areas. Some of the major challenges of urbanization 

in the Pacific discussed below are how to improve good governance, strengthen positive urban-rural development linkages, provide 

housing and related services/infrastructure and ways to deal with natural disasters resulting from climate change. 

Good governance: The struggle to reconcile traditional and non-traditional land ownership systems affects access to land and influences 

urban planning and management decisions. Wider acknowledgement of both the economic benefits of cities and the threats of 

unmanaged urbanization are prerequisites for improved governance. 

Economic development/urban-rural linkages: While it is understandable that some countries and their development partners wish 

to focus on rural development, urbanization is an inevitable phenomenon and must be given proper consideration. Urban areas 
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desperately need strengthened transport, communication and trade links to accommodate burgeoning populations. More attention 

also needs to be placed on methods of linking the economic benefits of tourism to urban centres. Much of the tourism in the Pacific 

is resort-based, with limited connectivity to Pacific towns and cities. Some parties, such as small business holders, street sellers and 

craft workers are often excluded from reaping the benefits of tourism. However, creative policies, planning and management of urban 

centres could help better connect the economic benefits of tourism with urban populations.

Housing, services and infrastructure: Many Pacific island economies suffer from the lack of affordable and safe housing, stressed urban 

infrastructure and poor service delivery, particularly with regard to water and sanitation. Increasing the level of services offered to 

the urban poor is an urgent priority, which can have strong cross-cutting benefits to health, human dignity, economic productivity 

and the environment. 

Climate change adaptation: Most Pacific island economies are extremely vulnerable to the effects of climate change. Atoll islands, 

in particular, face major challenges given their densely populated cities constituted by relatively fragile housing, situated in low-lying 

terrains. This situation magnifies the threats posed by natural hazards associated with climate change, such as sea level rise, hurricane 

activity and storm surge.

Few governments in the subregion are anticipating or preparing for the impacts of continued urban growth, and when they are, 

positive experiences are not always widely shared across the subregion. Currently, only four Pacific Island economies have government 

ministries dedicated to housing and urban development. They are the Ministry of Urban Development in Fiji, the Office of Urbanisation 

in Papua New Guinea, the Planning and Urban Management Agency in Samoa, and the Planning and Urban Management Agency 

in Tonga. Clearly, more needs to done to address the challenges of urbanization in the Pacific. Key activities and policy options for 

governments, regional organizations and development partners broadly include:

Governments

 • Identify a lead agency to be responsible for coordination of urban policy and implementation of projects and programmes  

  with adequate capacity and resources. 

 • Articulate a national vision as a priority with emphasis on initiating development with local resources to help build the  

  confidence of external partners and demonstrate national commitment.

Regional organizations

 • Establishment of a monitoring and evaluation framework for the Pacific Urban Agenda (PUA)10 with indicators.

 • Establishment of an urban knowledge hub, collecting national evaluation results and documenting experiences.

 • Raising awareness of urbanization issues and the role of urban areas in the development process. 

Development partners

 • Taking a proactive role in supporting PUA, possibly by way of disseminating basic information through toolkits on urbanization,  

  the benefits and consequences of urbanization, and examples of good practice for use as an advocacy tool for sustainable  

  urban development.

 • Improving coordination among donors and non-governmental organizations (NGOs) to maximize capacity, efforts and resources  

  though a united coalition of support for the urban sector. 

 • Supporting national censuses and utilization of the data for analysis of urban issues.

Box 2.3.        (continued)
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In recognition of these challenges, the ESCAP Pacific Office in association with UN HABITAT and the Commonwealth of Local Government 

Forum (CLGF) organized the Pacific Urban Forum in Nadi, Fiji in 2011. Guided by Pacific Urban Agenda, Regional Action Framework 

and responses of a July 2011 poll of urban policy makers, the Forum focused on addressing the challenges discussed above including 

through national development plans. Some economies are now planning to hold independent national urban forums to highlight their 

own specific urban issues and address policy and strategic planning gaps.

Source: ESCAP.

Box 2.3.        (continued)

Australia and New Zealand

Economic growth slowed partly due to 
natural disasters

The expansion of the Australian economy slowed 
to 2% in 2011 from 2.5% in 2010, partly due to 
devastating floods in December 2010 and January 
2011 (see figure 2.10). GDP in the first quarter of 2011 
contracted 0.3% as compared to the previous quarter.  
The economy began to recover in the subsequent 
quarters helped by rehabilitation and reconstruction 
activities. The mining sector, representing about 15% 
of GDP, has been performing extremely well due to 
higher prices and growing demand from countries in 

Asia and the Pacific, particularly China and India. 
More than 72% of mineral exports from Australia 
go to the Asia-Pacific region. On the other hand, 
growth in the non-mining sector remained relatively 
subdued. Over the last five years, average annual 
growth of the non-mining sector was 2.3%, much 
lower than the rate of 6.3% growth previously 
experienced by the mining sector (Australia, Reserve 
Bank of Australia, 2011). The agriculture sector 
performed relatively better in 2011 due to higher 
prices of agricultural products and an increase in 
exports. While private consumption continued to 
grow in 2011, investment increased more rapidly, 
boosted by expanding activities in the mining sector. 
Slower growth in private consumption reflected the 

Figure 2.10.   Economic growth of Australia and New Zealand, 2009-2012

Sources: ESCAP, based on national sources; and CEIC Data Company Limited. Available from http://ceicdata.com (accessed 19 April 2012).

Note: Real GDP growth rates for 2011 and 2012 are estimates and forecasts respectively.
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adverse impact on consumer confidence as a result 
of global economic uncertainty, as evidenced by 
relatively subdued spending on cyclical items, such 
as clothing and electronics. Moreover, this was also 
partly due to declining household wealth as a result 
of falling house prices. The unemployment rate slightly 
decelerated to 5.1% in 2011 from 5.2% in 2010, but 
remained higher than the 4.3% level that prevailed 
in the pre-global crisis period of 2008-2009.

Economic growth moderated in New Zealand to 
1.4% in 2011 from 2.4% in the previous year. A 
devastating earthquake in February 2011 followed 
by aftershocks resulted in slower growth during 
the first half of 2011. Total cost of rebuilding the 
public and private assets damaged or destroyed by 
the earthquake is estimated to be between 12.5% 
and 17.6% of GDP, making it by far the costliest 
natural disaster ever suffered by the country.11 The 
economy received a boost in the second half of 
2011 from the reconstruction work related to the 
earthquake. Moreover, the Rugby World Cup held 
in September-October 2011 brought large number 
of overseas visitors, boosting the tourism sector 
as well as domestic retail sales. Given the slower 
growth, the country’s unemployment rate remained 
persistently high, hovering between 6% and 7% 
during much of 2011.

Inflation increased due to domestic 
supply disruptions from natural disasters 

Consumer price inflation in Australia increased 
to 3.4% in 2011 from 2.8% in the previous year, 
owing to higher food and fuel prices. Food price 
inflation showed large increases, particularly during 
the first half of 2011, mainly for fruit and vegetable 
items, which shot up after supplies were disrupted 
as a result of the floods and cyclone. Inflation is 
expected to moderate somewhat in 2012 due to 
softer labour market conditions, which, in turn, would 
reduce the likelihood of accelerating wage costs 
outside the booming resource sector. The rise in 
inflation in New Zealand was much sharper in 2011 
as it climbed to 4% from 2.3% in 2010. Besides 
higher food and fuel prices, the surge in inflation 

was partly attributable to a hike in the goods and 
services tax (GST) from 12.5% to 15%, which took 
effect in October 2010. Inflation is expected to 
moderate in 2012 due to softer commodity prices 
and a global economic slowdown. Upward pressure 
on inflation may emerge if the Government carries 
out earthquake-related reconstruction activities faster 
than expected, resulting in supply bottlenecks.

Strong export performance driven by 
commodity boom

Despite the appreciating trend of the national 
currencies of Australia and New Zealand, exports 
from both countries were relatively strong, supported 
by high demand for minerals and agricultural products. 
Merchandise exports from Australia rose 27.2% in 
2011 despite the severe flood-related disruption to 
mines and transport networks, while mineral exports 
grew at a much higher rate due to higher prices 
and volumes. Merchandise imports jumped 21.2%, 
partly due to high oil prices. The country’s main 
trading partners continued to be China, Japan and 
the United States. Continued strong economic growth 
in China supported expansion in trade with Australia; 
about 24% of Australian exports are shipped to China 
and about 16% of the country’s imports come from 
China (Australia, Department of Foreign Affairs and 
Trade, 2011). With exports far exceeding imports, 
Australia recorded its highest trade surplus, equivalent 
to 2.4% of GDP, in many years. However, due to 
a large deficit on the services account, reflecting 
the cost of servicing high levels of foreign debt, the 
country registered a current account deficit. Notably 
though, the deficit narrowed to 2.2% of GDP, well 
below the average of 4.7% of GDP recorded for 
past five years. 

The merchandise exports of New Zealand increased 
by 20% in 2011, with the largest gains coming from 
dairy and forestry products. Merchandise imports 
grew by 21.2% with large gains recorded for mineral 
fuels and oils, machinery and vehicles. Australia and 
China continued to be the country’s major trading 
partners. Despite a continued trade balance surplus 
in 2011, the country’s current account deficit widened 
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to 4% of GDP in 2011 from 2% in 2010, due to 
a deficit on the services account. 
 
Also, as already noted, even though Australia 
and New Zealand recorded trade surpluses, both 
countries continued to run current account deficits 
largely due to substantial deficits in their services 
account balance. This reflected the cost of servicing 
high levels of foreign debt with external debt stock 
close to 92.5% of GDP in Australia and 53.5% of 
GDP in New Zealand. Financing the current account 
deficit has not been difficult for these countries in 
the past, but access to external financing could 
potentially become problematic. 

The currencies of both countries appreciated against 
the United States dollar during the first half of 2011 
and subsequently the trend was reversed. However, 
between 2008 and 2011, the Australian dollar 
increased in value by more than 50% against the 
United States dollar while the New Zealand dollar 
appreciated by more than 35%. 

Fiscal consolidation aimed over the 
medium-term

The Government of Australia managed to bring 
down the fiscal deficit to 2.5% of GDP in 2011 
from 3.8% of GDP in 2010, reflecting its continued 
effort to achieve a balanced budget by the fiscal 
year 2012/2013. The reduction was partly due to 
an increase in corporate tax revenue, resulting from 
higher commodity prices. In order to achieve a 
balanced budget, the Government has announced 
its intention to limit spending growth if needed. The 
budget deficit in New Zealand widened to 8.4% of 
GDP in 2011 from 4.7% of GDP in 2010, reflecting 
the impact of the earthquake-related government 
expenditures and the slower-than-expected economic 
recovery. As a result of the extensive damages 
from the earthquakes and weak economic recovery, 
government reconstruction expenditures are expected 
to rise in 2012. However, the Government intends 
to tighten fiscal policy in the coming years with a 
goal to return the budget to a surplus by fiscal 
year 2014/2015.

Monetary policy eased

To contain inflationary pressures, monetary policy 
in Australia was tightened and the policy rate, 
called the official cash rate, was gradually raised 
to 4.75% in November 2010. However, one year 
later, the rate was cut by a 0.25 percentage point 
followed by another 0.25 percentage point cut in 
December 2011. The rate cuts, which brought the 
official cash rate to 4.25%, were made to further 
stimulate economic growth as inflation pressures 
eased and the Australian dollar appreciated. The 
Reserve Bank of New Zealand also reduced its 
policy rate, cutting it from 3% to 2.5% in March 
2011, in an effort to shore up consumer confidence 
following the February 2011 earthquake. The policy 
rate has been kept unchanged given the high 
degree of global economic uncertainty and moderate  
domestic demand.

Future outlook 

The Australian economy is projected to grow at 
a higher rate of 3.5% in 2012, partly due to the 
base-effect resulting from its subdued performance 
in 2011 as a result of the severe flooding. Higher 
growth in 2012 is also expected to be driven by 
mining-related activities. Significant expansion in 
iron ore and coal production capacity is poised to 
contribute solid growth in resource export volumes 
during the next few years. In addition to the 
uncertain global economic prospects, other risks to 
the country’s growth outlook are a slump in global 
commodity prices and an acceleration in the rate 
of decline in housing prices, which would adversely 
impact the net wealth and spending of households. 
The New Zealand economy is projected to grow at 
2.4% in 2012, supported by a moderate pickup in 
household consumption while investment spending 
related to reconstruction in the earthquake-affected 
region is also expected to have a positive impact 
on the domestic economy with rebuilding efforts 
continuing into 2012. 
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SOUTH AND SOUTH-WEST ASIA

Growth moderates slightly but 
remains strong

Despite some moderation in growth, the economies 
of South and South-West Asia were able to maintain 
strong growth momentum in 2011. The subregion 
as a whole achieved GDP growth of 6.7% in 2011 
as compared to 7.6% in the previous year (see 
table 2.4).

The economy of Afghanistan has been experiencing 
high growth rates in recent years despite security 
concerns. After growing 8.4% in 2010, GDP expanded 
5.7% in 2011. Adverse weather conditions led to a 
contraction of the agricultural sector, which slowed 
overall growth of the economy in 2011. However, 
strong investment in the construction sector, much 
of which was linked to donor-led development 
projects, provided a boost to economic growth. The 
economy’s heavy dependence on external funds, 
with aid expenditure being equivalent to more than 
two-thirds of GDP, is a cause of concern. The 

Table 2.4.   Rates of economic growth and inflation in South and South-West Asian economies, 2010-2012

(Percentage)
Real GDP growth Inflationa

2010 2011b 2012c 2010 2011b 2012c

South and South-West Asiad, e 7.6 6.7 5.8 10.0 9.7 8.2 
Afghanistan 8.4 5.7 7.1 7.7 10.5 8.5 
Bangladesh 6.1 6.7 6.6 7.3 8.8 11.0 
Bhutan 11.8 5.4 9.8 6.1 8.3 7.5 
India 8.4 6.9 7.5 10.4 8.4 6.5 
Iran (Islamic Republic of) 3.2 4.0 3.0 12.4 23.0 12.5 
Maldives 5.7 7.5 5.5 4.7 14.1 8.4 
Nepal 4.0 3.5 4.5 9.6 9.6 8.0 
Pakistan 3.8 2.4 4.0 11.7 13.9 12.0 
Sri Lanka 8.0 8.3 7.2 5.9 6.7 6.0 
Turkey 9.0 8.5 3.2 8.6 6.5 9.3 

Sources: ESCAP, based on national sources.
a  Changes in the consumer price index.
b  Estimates.
c  Forecasts (as of 19 April 2012).
d  GDP figures at market prices in US dollars in 2010 (at 2000 prices) are used as weights to calculate the subregional growth rates.
e  The estimates and forecasts for countries relate to fiscal years. The fiscal year referred to as 2010 in the table is defined as follows: 1 April 2010 to  
    31 March 2011 in  India; 21 March 2010 to 20 March 2011 in Afghanistan and the Islamic Republic of Iran; 1July 2009 to 30 June 2010 in Bangladesh  
    and Pakistan; and 16 July 2009 to 15 July 2010 in Nepal.

withdrawal of external funds in the coming years 
could trigger a rapid slowdown in economic growth. 
Therefore, strengthening the domestic economy 
through enhanced economic governance, improving 
the efficiency of public spending, decreasing capacity 
constraints and strengthening the overall business 
environment should be pursued more vigorously.

The economy of Bangladesh has grown steadily 
over the past five years, averaging 6.2% per 
annum, despite the adverse effects stemming 
from the global financial and economic crisis and 
some major natural disasters. GDP grew 6.7% in 
2011 compared to 6.1% in the previous year. The 
agricultural sector expanded at a slightly slower pace 
in 2011 but continued to perform well while a much 
improved performance of the industrial sector was 
helped by strong export growth and a significant 
rise in investment in productivity enhancing capital 
goods and industrial inputs. Growth in the services 
sector also improved slightly. All of the sectors of 
the economy benefited from government initiatives 
to overcome infrastructural bottlenecks in the power, 
energy and communication sectors.
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The economy of Bhutan is heavily dependent on 
the generation of hydroelectricity and its exports to 
neighbouring India. After growing 11.8% in 2010, 
GDP expanded 5.4% in 2011, aided by hydropower 
projects, which boosted the construction sector, and 
the revival of the tourism sector. A new economic 
development strategy, finalized in March 2010, 
aims to diversify the economy, promote regional 
development, generate employment opportunities, 
promote exports and entrepreneurship and enhance 
economic self-reliance. The focus of the strategy is 
on sustainable development so that economic growth 
is not achieved at the expense of environmental 
degradation and ultimately “gross national happiness” 
is maximized. 

Despite moderation in economic 
activity, the economy of India 

maintained strong growth  
momentum in 2011

Despite moderation in economic activity, the 
economy of India maintained strong growth 
momentum in 2011 in which GDP grew by 6.9% as 
compared to 8.4% in 2010. To contain inflationary 
pressures, the monetary policy stance remained 
firmly anti-inflationary, which contributed to the 
deceleration in growth in the short-term. While the 
global slowdown may have dampened export growth, 
high inflation and interest rates exerted downward 
pressure on private consumption growth, which 
is the main driver of overall economic expansion, 
accounting for nearly 60% of nominal GDP. 
Investment growth also slowed significantly. This 
may have an adverse implication for growth next 
year. On the output side, the slowdown in growth 
was mainly due to lower industrial growth, at 3.9%, 
in 2011 as compared to 7.2% in the previous year. 
Slower growth of the agriculture sector, at 2.5%, in 
2011 should be seen in the context of a high base 
when the sector grew by 7% in the previous year. 
The services sector was clearly the main driver of 
growth as it expanded by 9.4%, more or less the 
same level in 2010. 

Being a net exporter of oil, the Islamic Republic 
of Iran has been benefiting from high oil prices. 
GDP growth improved to 4% in 2011 from 3.2% 
in the previous year. The better performance of the 
agriculture sector also supported the higher growth in 
2011. The hydrocarbon industry, however, continues 
to suffer from a lack of foreign investment, which 
is adversely affecting prospects for a sustainable 
increase in the output of oil and gas over the 
long term. The Fifth Five Year Development Plan 
(2010/2011–2015/2016) of the country aims for further 
diversification of the economy and a substantial 
reduction in the government’s dependence on oil 
and gas revenues, an enhanced role of the private 
sector, the elimination of subsidies, rapid employment 
generation and more equal distribution of income. 

The economy of Maldives is heavily dependent on 
the tourism and fisheries sectors. After contracting 
4.7% in 2009 due to the global economic crisis, 
the economy staged a strong recovery, at 5.7% by 
2010 and 7.5% in 2011. The revival of the tourism 
sector and consequent boost to the construction 
sector supported the strong growth.

Low growth in Nepal in recent years has largely 
been due to political instability, frequent strikes in 
the country, persistent labour problems and severe 
electricity shortages. GDP growth slowed to 3.5% 
in 2011 compared to 4% in 2010. The country’s 
agriculture performance improved due to favorable 
weather conditions, but its industrial and services 
sectors recorded lower growth rates.

GDP growth in Pakistan slowed considerably to 
2.4% in 2011 from 3.8% in 2010, mainly due to 
prevailing security concerns, the exogenous shock 
from elevated oil prices and unprecedented floods 
in a large part of the country. Severe shortages 
of electricity and natural gas in the country have 
also hampered economic growth. The industrial 
sector witnessed a minor contraction in 2011 after 
growing more than 8% in 2010. This was due to 
supply side constraints, mainly energy shortages. 
The agriculture sector improved slightly due to the 
post-flood recovery in wheat, sugar cane and minor 
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crops. However, major crops, particularly rice and 
cotton, suffered huge losses due to floods. Growth 
of the service sector improved, partly on the back 
of a hike in the salaries of government employees 
and the expansion of social services in the wake 
of the flooding, which helped prevent the overall 
growth of the economy from falling further. On 
the demand side, both savings and investment as 
a ratio to GDP fell in 2011. The investment ratio 
stood at 13.4%, the lowest level since 1974. 

The economy of Sri Lanka continued to grow at a 
high rate. It expanded 8.3% in 2011 as compared to 
8% in 2010. High growth momentum was supported 
by an improved macroeconomic environment, 
increased capacity utilization, expansion of economic 
activity in the northern and eastern provinces and 
enhanced external demand. Growth in 2011 was 
broad-based with positive contributions provided 
from all the major sectors of the economy. The 
agriculture sector expanded despite heavy floods 
in the early part of the year. The industrial sector 
grew rapidly, particularly due to an increase in 
manufacturing output as a result of higher demand 
from both domestic and international markets 
and expansion in the construction industries. The 
expansion in the services sector largely reflected 
improved performance in trade, tourism and transport 
activities and financial services. On the demand side, 
private consumption growth, fuelled by rising incomes 
and overseas workers’ remittances, contributed to 
the economic expansion. At the same time, gross 
investment increased from 27.6% of GDP in 2010 
to 29.9% of GDP in 2011.

The economy of Turkey, which is comparatively 
more open than other economies in the subregion 
due to its strong trading links with the European 
Union countries, contracted sharply in 2009 due 
to the global economic crisis. However, a sound 
macroeconomic policy and reforms implemented 
in the previous years helped to limit financial 
system stress by keeping the balance sheets of 
banks and households strong, which successfully 
contained interest and exchange rate volatility. The 
implementation of a flexible policy response in terms 

of relaxation of fiscal, monetary and financial policies 
also contributed to the strong economic recovery. 
After growing at 9% in 2010, GDP expanded by 
8.5% in 2011, driven by strong private investment 
and consumption. Domestic demand increased at a 
rapid rate, financed by loan growth made feasible 
by historically low interest rates. However, even 
though the Turkish economy remains relatively more 
robust, it is not immune to stress in the international 
financial markets due to its high current account 
deficit, which has made the country dependent on 
external financing and thus exposed to fluctuations 
in global liquidity cycles.

Inflation remains stubbornly high

Consumer price inflation continued to remain 
stubbornly high in the subregion despite some 
signs that it was decelerating in a few of the larger 
economies, such as India, the Islamic Republic of 
Iran and Pakistan. Global commodity prices slightly 
eased in 2011, but the levels remained high, especially 
for crude oil. However, the benefit from lower global 
oil prices in 2011 was offset by the depreciation of 
domestic currencies. Also, large budget deficits in 
some countries contributed to high inflation.

Inflationary pressures persisted in India due to strong 
demand and structural rigidities on the supply side. 
However, consumer price inflation for industrial workers 
was 8.4% in 2011, relatively high but down from 
10.4% in 2010 (see figure 2.11). Tighter monetary 
policy had an impact in reducing aggregate demand 
and improved food supplies also played a role in 
mitigating price pressures. The persistence of inflation 
at elevated levels and the generalization of inflationary 
pressures to manufacturing products continued to be 
the major policy concern in the country. Persistently 
high inflation has kept inflation expectations high 
while an increase in the fiscal deficit in 2011 also 
had inflationary implications. To protect the poor from 
high foodgrains prices, the Government of India has 
a targeted public distribution system under which poor 
are provided a fixed quantity of foodgrains per month 
at subsidized prices. To contain food inflation, structural 
measures might also be required due to downward 
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Source: ESCAP, based on national sources.

Notes: Data for 2011 are estimates. Inflation refers to the consumer price index for industrial workers for India and to Colombo for Sri Lanka.
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Figure 2.11.   Inflation in selected South and South-West Asian economies, 2009-2011

stickiness in food prices, especially in the case of 
protein-rich items. In line with increased prosperity, 
the food habits of consumers have been changing 
from cereals to proteins, fruits and vegetables, and 
to contain food inflation, supply of these items has 
to be enhanced. 

Pakistan has been facing double digit inflation for 
some years now. Inflation rose 13.9% in 2011 as 
compared to 11.7% in 2010, driven mainly by high 
food and energy prices. Food prices rose sharply on 
the back of major supply disruptions, owing to the 
devastating floods as well as a spike in imported food 
stuff prices. The severe energy shortages also put 
a damper on production of goods and services and 
contributed to the high inflation and weak economic 
growth problem. As one of the main determinants of 
high inflation in the country has been government 
borrowing from the banking system, fiscal discipline 
and restrictions on government borrowing from the 
central bank are necessary to contain inflationary 
expectations.

Inflation has been trending higher in Bangladesh 
since the middle of 2009 due to both domestic 
and external factors. Rising food and fuel prices 
in the international market and monetary expansion 

in the domestic economy exerted upward pressure 
on prices, with inflation rising 8.8% in 2011 as 
compared to 7.3% in 2010. Monetary policy has 
been tightened to contain inflationary pressures. At 
the same time, well-targeted support programmes, 
such as selected rationing and fair price supply 
and the open market sale of essentials for poor 
households struggling with high food prices, are 
being pursued by the Government. Removing critical 
supply bottlenecks through ongoing improvements in 
electricity, gas and transport infrastructure are also 
vital to mitigate cost-push inflation. 

Inflation in Sri Lanka picked up in the early part of 
2011, partly due to severe flooding in the country, 
and then moderated in the second half of the year. 
For the year as a whole, inflation rose to 6.7% as 
compared to 5.9% in 2010. Moderation in inflation 
in the second half of the year was helped by an 
increase in food supply due to favourable weather 
conditions. At the same time, continuous liquidity 
management efforts of the central bank contained 
the build-up of demand-side inflationary pressures. 
Inflation in Maldives remained subdued compared 
to others countries in the subregion. However, it 
increased to 14.1% in 2011 from 4.7% in 2010.



101

MACROECONOMIC PERFORMANCE AND POLICY CHALLENGES AT THE SUBREGIONAL LEVEL     CHAPTER 2

Inflation in Nepal and Bhutan is 
closely linked to inflation in India 

because of the fixed exchange rate 
between the currencies of these 

countries

Inflation in Nepal and Bhutan is closely linked to 
inflation in India because of the fixed exchange 
rates between the currencies of these countries as 
well as the close economic ties among them. In 
Nepal, inflation remained close to being a double 
digit, 9.6% in 2011 and in 2010. Weak supply of 
food items kept inflation high while at the same 
time, the cost of production of both agricultural and 
industrial products rose due to severe electricity 
shortages and rising labour wages stemming from 
the migration of Nepalese workers. Inflation in Bhutan 
rose to 8.3% in 2011 from 6.1% in 2010, tracking 
closely price developments in India, which supplies 
about three-quarters of the country imports. 

The Islamic Republic of Iran has been experiencing 
double digit inflation over the past several years. 
Inflation is estimated at 23% in 2011 as compared 
to 12.4% in 2010. The estimated upsurge was 
partly due to the withdrawal of huge subsidies on 
energy products and to the expansionary fiscal 
policy stance taken by the Government. Consumers 
were provided cash transfers to compensate them 
for losses resulting from the withdrawal of the 
subsidies. Inflation is expected to ease in 2012 
with the effects of the withdrawal of subsidies being 
absorbed in the economy, but still remain double 
digit. Consequently, authorities need to set tight credit 
and fiscal policies to contain inflation. Inflation is 
also a major concern in Afghanistan as the country 
experienced double-digit inflation in 2011.

In Turkey, inflationary pressure remained strong. 
Inflation was 6.5% in 2011 as compared to 8.6% 
in the previous year. High inflation in 2011 was 
partly due to a substantial depreciation of the 
Turkish lira and indirect tax increases announced 
in October 2011. Inflationary pressures increased 

sharply towards the end of the year when monthly 
inflation reached double digit in December 2011. This 
trend is expected to continue in the beginning of 
2012. However, with GDP growth moderating and 
commodity prices facing downward pressure, inflation 
is expected to come down later in the year. 

Monetary and fiscal policy responses 

Signs of easing monetary policy to support 
growth

Since the beginning of 2010, India has continued to 
tighten its monetary policy and raised policy rates 
13 times between March 2010 and January 2012. 
However, with some slowdown in growth and easing 
of inflationary pressure, the cash reserve ratio of 
scheduled banks was lowered by 50 basis points 
in January 2012 to add liquidity in the banking 
system and enhance availability of credit to the 
private sector to support growth. Moreover, the 
policy rate was cut by 50 basis points to 8% in 
April 2012 to support growth. Pakistan lowered its 
policy rate by 50 basis points in July 2011 and 
150 basis points in October 2011, after hiking it 
several times. This was done even though inflation 
remained high. The moves were aimed to stimulate 
private investment and economic growth. To reign in 
monetary expansion and credit growth, Bangladesh 
hiked its policy rate five times in the period July 
2010 to September 2011. Monetary authorities also 
removed lending rate caps to provide interest rate 
flexibility in the market in order to reduce credit flow 
to unproductive sectors. Under conditions of easing 
inflation, Sri Lanka lowered its policy rate in January 
2011 and kept it unchanged for the rest of the year. 
However, to curb the expansion of credit and contain 
the growing trade deficit, the policy rate was raised 
by 50 basis points in February 2012. The central 
bank of Turkey has kept the country’s key policy 
rate low and partly reversed recent hikes in the 
banks’ required reserve ratios for long-term liabilities. 
It is being cautious about pursuing a tightening 
monetary policy due to the highly uncertain global 
environment and the expected decline in economic 
growth of the country in 2012.
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Budget deficits remain large and 
need to be contained

Budget deficits are generally high in most countries 
in the subregion and there is a pressing need to 
contain them in order to prevent public debt from 
growing to unsustainable levels (see figure 2.12). 
Containing budget deficits would also support efforts 
to moderate inflationary pressures.

The Government of India has successfully followed 
a plan to reduce its budget deficit in recent years. 
The target for 2011 was to bring the deficit down to 
4.6% of GDP from 4.9% of GDP in 2010. However, 
it could not achieve this target due to lower-than-
expected tax revenue as a result of slow economic 
growth and higher-than-expected expenditures. The 
increased expenditures included subsidy payments 
resulting from elevated global oil and fertilizer prices. 
The budget deficit rose to 5.9% of GDP in 2011 
and it is expected to narrow to 5.1% of GDP in 
the current fiscal year.

The Government of Pakistan is finding it difficult 
to contain the budget deficit, estimated at 6.6% 
of GDP in 2011 as compared to 6.3% of GDP in 
2010. The high fiscal deficit in 2011 can be partly 
attributed to increased security expenditures, the 
adverse impact of the floods and higher subsidies. 

Sources: ESCAP, based on national sources.

Note: Data for 2011 are estimates.
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Figure 2.12.   Budget balance in selected South and South-West Asian economies, 2009-2011

To reduce the deficit, the Government is making 
efforts to improve tax compliance and broaden 
the tax base. A major share of the fiscal deficit 
is being financed by domestic sources, resulting 
in a rapid rise in domestic public debt, which, in 
turn, is fuelling concerns about macro stability and 
monetary management. To achieve sustainable 
economic growth, the Government implemented fiscal 
reforms that aim to widen the tax base to include 
untaxed or under-taxed segments (agriculture and 
services), improve tax administration and restructure 
loss-making public sector enterprises. (Pakistan, 
State Bank of Pakistan, 2011).

The budget deficit of Bangladesh rose to 4.4% of 
GDP in 2011 from 3.7% of GDP in 2010. Also, 
notably, the country’s tax-to-GDP ratio, which 
crossed the 10% mark in 2011, has been rising in 
line with growing tax revenues. Higher tax revenues 
have been facilitated by reforms in the country’s 
tax policy and administration, which entailed the 
following: modernization and automation of the tax 
administration, expansion of the tax net and coverage, 
reduction of tax exemptions and building awareness 
in society about paying taxes. The debt financing 
strategy being pursued by the Government aims to 
obtain more concessional financing to minimize the 
cost of debt financing and also avoid crowding out 
the private sector. Growing tax revenue in Nepal 
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led to an improvement in the country’s tax-to-GDP 
ratio, which was higher than 14% in 2011 while its 
budget deficit is estimated to be 3.8% of GDP in 
2011 as compared to 3.5% of GDP in 2010.

The budget deficit in Sri Lanka narrowed to 6.9% 
of GDP in 2011 from 8% of GDP in the previous 
year, on the back of higher government revenues 
as a result of rapid economic growth and tax 
reforms. The budget for 2011 included major reforms 
to simplify the tax structure while broadening the 
tax base to improve revenue mobilization. Besides 
increased government revenue, containment of 
recurrent expenditure helped improve the fiscal 
situation. Capital expenditure is being protected to 
avoid adverse implications for long-term growth of 
the country (Sri Lanka, Institute of Policy Studies, 
2011). 

The budget deficit of Maldives remained high at 
10.2% of GDP in 2011 but it narrowed from the 
previous year due to a government programme 
which targeted fiscal restraint and entailed cutting 
the size of the public sector and reducing the 
wages of public sector employees. The budget 
deficit of Bhutan also remained high at 6.4% of 
GDP in 2011, justifying the need for the Government 
to take a tighter fiscal stance in order to sustain 
macroeconomic stability.

Due to large oil revenues, the Government of 
the Islamic Republic of Iran has been enjoying 
a budget surplus for many years. The Fifth Five 
Year Development Plan (2010/2011–2015/2016) of 
the country envisages a complete elimination of 
subsidies within five years, with domestic prices 
of energy and other commodities to be linked to 
their market prices. Also, several measures in the 
Plan are expected to contribute to increasing non-oil 
revenues, including an increase of the VAT rate by 
one percentage point per year over the next five 
years and the elimination of tax exemptions. In the 
area of external trade, customs tariffs and taxes would 
be lowered and streamlined in the medium-term, 
and the number of imports exempt from customs 
would be reduced to a minimum. In Afghanistan, tax 

reforms and improved tax administration has helped 
increased revenue collection by the Government, 
which reached 11% of GDP in fiscal year 2010. The 
progress made on the fiscal side will benefit domestic 
resource mobilization and reduce dependence on 
external funds.

Turkey posted an improvement in its f iscal 
performance. The country’s budget deficit, which 
increased sharply in 2009, eased to 1.4% of GDP 
in 2011 from 3.6% in 2010. The economic policy 
programme of the Government presented to the 
Parliament in July 2011 called for a fairer and simpler 
tax system, with an increase in the proportion of tax 
revenue coming from direct taxes. The Government 
intends to keep fiscal policy tight and is looking to 
the private sector to drive economic growth. 

Current account deficits widened due to 
stronger growth in imports than exports 
and slower growth in remittances

Both exports and imports grew strongly in the 
subregion but growth of imports outpaced the growth 
of exports. In addition, workers’ remittances have 
been increasing but the rate has been slowing. 
Consequently, the current account deficits of many 
economies in the subregion widened in 2011 (see 
figure 2.13).

In India, merchandise exports growth decelerated 
sharply to a monthly average of 13.6% in October-
November from 40.6% in the first half of fiscal year 
2011. However, because imports moderated less 
than exports, the trade deficit widened. Services 
exports continued to play a vital role in the 
country’s external sector as information technology 
(IT) and business process outsourcing continue to 
lure Western firms to India. Workers’ remittances 
to India are large and have been growing. Despite 
this, the current account deficit increased to 3.6% 
of GDP in 2011 from 2.7% of GDP in 2010. This, 
combined with the rebalancing of global portfolios 
by foreign institutional investors and the tendency of 
exporters to defer repatriating their export earnings, 
has put significant pressure on the Indian rupee. 
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Sources: ESCAP, based on national sources; and International Monetary Fund, International Financial Statistics online database. Available from http://
elibrary-data.imf.org/ (accessed 30 March 2012).

Note: Data for 2011 are estimates.
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Figure 2.13.   Current account balance in selected South and South-West Asian economies, 2009-2011

The rupee depreciated by about 11% against the 
dollar between March 2011 and the same month 
one year later.

In Pakistan, the external sector registered a surplus 
on the current account, making it a bright spot of 
the economy in 2011. Exports increased by 29.3% 
and workers’ remittances reached an historic level 
of more than $11.2 billion in 2011. Rising prices 
of value-added textiles helped propel the rapid 
growth of exports enabling the country to record a 
marginal current account surplus (0.1% of GDP) in 
2011 after many years of deficits. Foreign exchange 
reserves increased. However, a large current account 
deficit is expected in 2012 and financing it could 
be problematic due to the suspension of the IMF 
Stand-By Arrangement.

In Bangladesh, the slowdown in exports growth to 
4.1% in 2010 was sharply reversed to 41.5% in 
2011. While growth was dominated by the ready-
made garment sector, improvements in exports of 
raw jute, jute products, fish and shrimp and leather 
products in terms of both value and volume were 
also impressive. Similar to exports, imports also 
staged a strong recovery, growing by 41.8% in 2011 
as compared to 5.5% in 2010, as a result of higher 
commodity prices and imported inputs in the form 

of capital machinery and industrial raw materials for 
growing exports. Workers’ remittances have been 
increasing despite the global financial crisis. However, 
the rate of growth has been declining as seen in 
2011 when it fell to 6% in 2011 as compared to 
13.4% in 2010 (Bangladesh Bank, 2012). Due to 
the widening trade deficit and slower growth in 
remittances, the current account surplus narrowed 
in 2011. The nominal exchange rate depreciated 
on the back of higher import demand and slower 
growth in overseas workers’ remittances, FDI inflows 
and external assistance.

In Sri Lanka, external sector growth momentum 
continued during 2011. Exports grew by 22.4% and 
imports increased by 50.4% in 2011. The higher 
growth of exports largely came from textiles and 
garments, tea and rubber products as well as from 
food and beverages. On the import side, large 
increases were recorded in petroleum products, 
machinery and equipment, and transport equipment. 
There was also a sharp increase in motor vehicle 
imports, partly due to the reduction of import 
taxes on motor vehicles by the government. The 
country’s trade deficit widened but sharp gains in 
tourism and overseas workers’ remittances helped 
containing the current account deficit. Nevertheless, 
the current account deficit stood at 7.8% of GDP in 
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2011 as compared to 2.2% of GDP in 2010. The 
exchange rate remained relatively stable, with the 
Sri Lankan rupee depreciating only 2.6% against 
the dollar in 2011. Also of note, FDI exceeded $1 
billion in 2011 for the first time. 

The economy of Nepal experienced a large 
merchandise trade deficit and a slowdown in growth 
of overseas remittances in 2010 and 2011. As a 
consequence, the country’s current account balance 
has turned into deficit for both years after being in 
a surplus in the previous years. However, the current 
account deficit narrowed in 2011, mainly on the back 
of an improvement in exports accompanied by slower 
growth in imports. The current account deficit of 
Bhutan remained high, mainly due to imports related 
to hydropower generation. However, financing the 
deficit with funds from India and other development 
partners has been adequate. The current account 
deficit of Maldives continues to be high, in double 
digits. An increase in construction activities related 
to the tourism sector are partly responsible for 
strong growth in imports and consequently, the 
large current account deficit.

In Turkey, higher commodity prices and credit fuelled 
domestic demand, which outstripped domestic supply 
and resulted in a rapid expansion of imports. As 
a result, the country’s current account deficit rose 
to 10% of GDP in 2011. Sustainability of such a 
large deficit raises concerns about its financing given 
ongoing global financial volatility. A sudden reduction 
or reversal of capital flows could have serious 
repercussions for the Turkish economy. Even though 
the Turkish lira depreciated substantially against major 
currencies in 2011, an improvement in the country’s 
external account is likely to be gradual in the year 
ahead due to expected weaker global demand, and 
technical constraints on import substitution. The 
Government plans to tackle the services account 
deficit problem by promoting innovation, domestic 
production of intermediate goods and the use of 
alternative energy sources. Factors behind the 
decline of the Turkish lira were the country’s large 
current account deficit and low interest rate policy. 
In contrast to Turkey, the Islamic Republic of Iran 

recorded a large current account surplus in 2011, 
which was even larger than surplus recorded for 
2010, due to higher oil prices.

Future outlook and policy challenges 

Growth is expected to moderate slightly but remain 
strong in most countries of the subregion. The 
Indian economy’s strong fundamentals, namely high 
savings and investment rates and rapidly expanding  
labour force and middle class will ensure a steady 
economic performance with some volatility in GDP 
growth rates from year to year. The economy of 
India is expected to expand by 7.5% in 2012, an 
improvement from 6.9% in the previous year. There 
are indications that the economy is turning around 
as core sectors, including manufacturing, show signs 
of recovery. The economy of Sri Lanka is projected 
to grow strongly, at 7.2% in 2012, as it continues 
to recover from the end of the civil war, which 
has boosted tourism, construction and increased 
investor confidence in the country. In Bangladesh, 
given the brighter prospects for the agricultural 
and industrial sectors, GDP is projected to grow 
by 6.6% in 2012. At the same time, growth in 
domestic demand is expected to be supported by 
strong remittance inflows. The economy of Bhutan 
is likely to expand at robust rates in the coming 
years due to its expanding hydropower sector. As 
for Maldives, with growth of the tourism sector 
expected to moderate, GDP is projected to grow 
by 5.5% in 2012. 

The economy of India is projected 
to grow at a faster rate in 2012 

than in the previous year

GDP in Pakistan is projected to grow by 4% in 2012. 
While this is an improvement from 2.4% growth in 
2011, it still reflects several difficulties being faced 
by the economy. GDP growth in Nepal is projected 
to be about 4.5% in 2012. The economic revival 
in the country largely hinges on improved law and 
order, as poor security and political instability limit 
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the government’s capacity to spend money and 
boost rural income. The economy of the Islamic 
Republic of Iran is expected to experience a lower 
growth rate of 3% in 2012 on the back of a global 
slowdown and volatile oil prices. Further tightening of 
economic sanctions related to the country’s nuclear 
programme poses a major downside risk. Because 
of its stronger linkages with the European economies 
coupled with a weaker global outlook and signs of 
slowing demand at home, GDP growth in Turkey 
is projected to slow to 3.2% in 2012.

Even today, at least one in every 
three persons is classified as poor 

in South Asia

Widespread poverty continues to be a major 
challenge in the subregion despite some notable 
success in reducing it over time. Even today, at 
least one in every three persons in South Asia is 
classified as poor. To fight against poverty, countries 
need to continue to implement economic reforms 
to improve productivity, strengthen public institutions, 
improve economic governance and build social safety 
nets to protect the more vulnerable segments of 
the population. To promote more inclusive growth, 
the provision of basic services, such as health care 
and education, should remain the principal priority in 
the policy agendas of all governments. Generating 
ample employment opportunities are crucial for the 
poor to earn a livelihood. Official unemployment rates 
are low: for example, 4.9% in Sri Lanka and 5.6% 
in Pakistan in 2010. This is partly due to the fact 
that the informal sector is large in these economies, 
making it difficult to obtain a precise estimate of 
open unemployment. However, youth unemployment 
is a much more serious problem. It exceeded 20% 
in Sri Lanka in 2009. Underemployment seems 
to be much more pervasive in the subregion and 
due to a lack of employment opportunities within 
countries, a large number of workers go abroad to 
seek employment. 

Large overseas workers’ remittances have been 
playing a major role in many economies of the 
subregion. Besides providing much needed balance 
of payments support, they contribute to economic 
growth, generate employment and reduce poverty. 
Despite the global economic crisis and slowdown 
in recent years, remittances have been growing, 
albeit at a slower rate. Some of the causes of 
this growth, future outlook and how the positive 
impact of these remittances can be enhanced are 
discussed in box 2.4.

On the physical infrastructure side, several countries 
in the subregion, such as Bangladesh, Nepal and 
Pakistan, are facing severe electricity shortages. 
Electricity outages for long hours have been affecting 
productivity of all sectors of these economies. 
Since production processes have become heavily 
dependent on electricity due to modernization, 
sustained high economic growth cannot be achieved 
without a sufficient and uninterrupted supply of energy. 
A study by the Planning Commission of Pakistan 
estimates that the country loses the equivalent of 
3-4% of potential growth due to power outages 
in the country (Pakistan, State Bank of Pakistan, 
2011). Besides electricity, natural gas shortages have 
become very acute in Pakistan and this has been 
adversely affecting industrial production, particularly of 
textiles and fertilizers. To address energy shortages, 
the following measures must be undertaken urgently: 
setting up viable new power projects; minimizing 
transmission and distribution losses, including theft of 
electricity; increasing exploration of natural gas, crude 
oil and coal; tapping of regional markets and setting 
up infrastructure for energy imports; and incentivizing 
the development of renewable energy resources. 
Due to limited public resources, involvement of the 
private sector should be enhanced and public-private 
partnerships should be encouraged. 
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Remittances from overseas workers are quite substantial and play a major role in the South Asian economies. Movements of migrant 

workers have become an important component in providing impetus to GDP growth and expanding the scope of employment 

opportunities during the past decades. Data from several South Asian countries12 clearly illustrate the increasing inflow of workers’ 

remittances, which reached $80 billion in 2010 as compared to $17 billion in 2000 (World Bank, 2011c). Even during the recent global 

financial and economic crisis, the inflows of remittances kept on rising, though growth rates slowed. Moreover, remittances are now 

close to three times the level of FDI inflows ($28 billion in 2010) and about 10 times official development assistance receipts ($8 

billion in 2009) to South Asia (UNCTAD, 2011b).

In 2010, India was the largest remittance-receiving country ($54 billion) in the subregion, followed by Bangladesh ($10.5 billion), Pakistan 

($9.7 billion), Sri Lanka ($4.2 billion) and Nepal ($3.5 billion) (see figure A). In terms of remittances as a ratio to GDP, Nepal topped 

the list (20%) in 2010, followed by Bangladesh (9.6%), Sri Lanka (6.9%), Pakistan (4.8%) and India (3%). All these shares increased 

over the years (see figure B). The relative contribution of remittances to a country’s foreign exchange earnings in the subregion has 

been significant, which is evident from the level of remittances as a ratio to merchandise exports. In the case of Nepal, remittances 

were equivalent to 400% of total merchandise exports in 2010, followed by Bangladesh (56%), Sri Lanka (50%) Pakistan (45%) and 

India (24%). 

Box 2.4.    Growing role of overseas workers’ remittances in the economies of South Asia

Sources: ESCAP, based on World Bank, Migration and Remittances data. Available from http://go.worldbank.org/092X1CHHDO, (accessed 
5 April 2012).
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Figure A.   Overseas workers’ remittances inflows to  
                 selected South Asian countries,  
                 2000 and 2010

Figure B.   Overseas workers’ remittances inflows as share 
                 of GDP in selected South Asian countries, 
                  2000 and 2010

The sustained growth of remittances in South Asia can be explained by such factors as diversity in destination countries, which 

includes both industrialized countries as well as the oil rich Middle East region. A major share of the remittances has been originating 

from countries in the Middle East. For example, 65% of remittances to Bangladesh in 2010 came from the Middle East. This ratio 

was equally large for Sri Lanka (60%) and Pakistan (58%). Despite the recent global economic crisis, remittances from these countries 

have been growing. Due to the oil boom, the economies in the Middle East have been able to continue and even expand their 

economic activities particularly those related to construction projects during the past few years. Another factor behind the increase 

in the value of remittances is that overseas workers are relying less on informal channels to send money. Governments are playing 

an increasingly supportive role to help migrants use the formal banking system to send their funds. In recent years, they have 

introduced several institutional and incentive-based measures to encourage migrants to send their funds through formal channels.  
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SOUTH-EAST ASIA

Growth moderates amid global 
uncertainties and natural disasters 

Economic growth in South-East Asian countries 
slowed to an average 4.4% in 2011, compared 
to 8.3% in 2010 (see table 2.5). This moderation 
was felt most in the major export-led economies of 
Malaysia, the Philippines, Singapore and Thailand. 
Growth rates were higher in Indonesia with its 
large domestic market and also in Cambodia and 
the Lao People’s Democratic Republic. Across 
the subregion, growth was mainly supported by 
domestic demand. 

The economy of Brunei Darussalam regained 
momentum after contracting in 2009, growing by 
2.6% in 2010 and 2.8% in 2011. Heavy reliance 
on oil and gas exports makes it susceptible to 
swings in the global economy, while the domestic 
market is small with a population of less than half 
a million. Efforts continue to diversify the economy, 
including through opening more opportunities in the 
downstream petroleum industry. A methanol plant 
began operating in May 2010 and a new oil refinery 
is planned at the Pulau Mauara Besar industrial site. 
Other sectors with potential for expansion include 
banking and eco-tourism. 

The economy of Cambodia expanded by 6.9% in 
2011, up from 6% in 2010, despite being affected 

Box 2.4.        (continued)

In addition to low-skilled and semi-skilled workers, a large number of high-skilled workers have, in recent years, sought work overseas 

and these workers often receive much higher salaries and better benefits enabling them to remit relatively more to their countries 

of origin. However, if the global economic conditions continue to worsen, a large number of migrant workers could lose their jobs 

and remittances could fall. 

Indeed, remittances are a major source of stable and predictable external development finance, providing support to balance of 

payments and households’ incomes flow. Over the years, large inflows of remittances have positively affected socio-economic 

development at the macro and micro level of these economies through a variety of channels and have contributed significantly to 

lifting a large number of people out of poverty. On return to their country of origin, migrant workers bring with them their savings, 

new skills and new technologies, factors which help in the establishment of small-scale enterprises. It is important to further enhance 

the positive impact of remittances on the migrant workers and their families as well as economies of South Asia. Special vocational 

training programmes for potential migrant workers can increase their skills and earning capacity. Governments can introduce productive 

investment schemes in which remittances can be invested and not strictly used for consumption purposes. It is important that workers 

are protected from malpractices of recruitment institutions in origin countries and their welfare and social protection is ensured in 

destination countries. There are social costs of migration, such as school dropouts and family break-ups, as a result of families being 

separated and these should be further studied and suggestions should be provided on ways to minimize them. 

Moreover, governments should consider some special and innovative institutional arrangements to protect migrants and provide social 

protection coverage. In this regard, a commission should be created to put forward a uniform stance of countries in the subregion 

to oversee migration and enhance its positive aspects. Once established, the South Asian Migration Commission could formulate the 

framework for a coherent and comprehensive response to the issues surrounding migration generally applicable to all the countries 

in South Asia (Kelegama, 2011). By looking into best practices regionally and internationally, the Commission could help in designing 

policies that harness the benefits of migration in the best possible way for all stakeholders and minimize their negative effects.

Source: ESCAP.
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Table 2.5.   Rates of economic growth and inflation in South-East Asian economies, 2010-2012

(Percentage)
Real GDP growth Inflationa

2010 2011b 2012c 2010 2011b 2012c 
South-East Asiad 8.3 4.4 5.2 3.9 5.5 4.4 

Brunei Darussalam 2.6 2.8 2.5 0.4 2.0 1.7
Cambodia 6.0 6.9 6.7 4.0 5.5 5.4
Indonesia 6.1 6.5 6.5 5.1 5.4 5.6
Lao People’s Democratic Republic 7.9 8.3 8.4 6.0 7.6 6.6
Malaysia 7.2 5.1 4.5 1.7 3.2 2.6
Myanmar 5.3 5.5 6.2 7.7 4.2 6.2
Philippines 7.6 3.7 4.8 3.8 4.8 3.7
Singapore 14.8 4.9 3.0 2.8 5.2 3.3
Thailand 7.8 0.1 5.8 3.3 3.8 3.8
Timor-Leste 9.5 10.6 10.0 6.9 13.5 11.0
Viet Nam 6.8 5.9 5.8 8.9 18.7 9.8

Sources: ESCAP, based on national sources; and CEIC Data Company Limited. Data available from http://ceicdata.com (accessed 19 April 2012).
a  Changes in consumer price index.
b  Estimates.
c  Forecasts (as of 19 April 2012).
d  GDP figures at market prices in US dollars in 2010 (at 2000 prices) are used as weights to calculate the subregional growth rates.

by the worst floods in a decade, which damaged 
roads, irrigation and nearly one-tenth of the rice 
crops. Garments, which account for two-thirds of 
manufacturing and 80% of export revenue, benefited 
from expanded quotas in European markets. Tourist 
arrivals increased by nearly 15%. The construction 
and real estate sector, which collapsed during the 
global financial crisis, began a gradual recovery as 
credit to the private sector picked up and foreign 
investment increased. Agriculture output grew by 
3.3% and rice exports surged as the government 
promoted paddy production as part of its efforts to 
diversify the economy. Higher economic growth in 
the past decade has led to rising incomes but also 
to greater income inequality. As such, the renewed 
focus on agriculture and rural development could also 
be an opportunity to make growth more inclusive.

The economy of Indonesia grew by 6.5% in 2011, up 
from 6.1% in 2010, posting its highest growth rate since 
the 1997 financial crisis. Consumption expanded by 
4.7% on the back of rising incomes, lower borrowing 
costs and steadily declining inflation. Investment also 
picked up, with foreign investment rising by 18% and 
domestic investment by 26% from a year earlier. 
Gross fixed capital formation increased steadily in 

the past decade and reached 32% of GDP in 2011. 
Given that the country remains largely domestic 
market driven, exports also grew handsomely, rising 
by 29% to $204 billion in 2011. On the production 
side, the manufacturing sector including textiles and 
transport equipments posted 6.2% growth, despite 
some concerns that recent growth had relied heavily 
on a commodity boom. Services expanded by 8.5%, 
but agricultural output growth was weaker at 3%. 
As the subregion’s largest economy and the world’s 
fourth most populous nation, the country could benefit 
further from investment in infrastructure, such as roads 
and electricity, as well as measures to enhance the 
business climate. Government initiatives to create 
quality jobs and support micro, small and medium-
sized enterprises could also be scaled up. 

The Lao People’s Democratic Republic saw its 
economy continue to grow at a high rate, by 8.3% 
in 2011 following 7.9% and 7.6% in 2010 and 2009, 
respectively. Growth was mainly driven by copper and 
gold mining as well as hydropower, which account 
for nearly 80% of FDI and half of GDP. The non-
resource sector, however, remains weak and its 
share of foreign investment has declined over the 
past decade (World Bank, 2011a). Garments and 
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tourism are the main manufacturing and service 
activities, but with rising incomes, telecommunication 
and other sectors targeting the domestic market 
are also emerging. Given that agriculture employs 
three-fourths of the population, agribusiness could 
also be scaled up and expand to products such 
as high-value processed fruits and vegetables. The 
country could further benefit from making growth 
more sustainable, both environmentally and in terms 
of developing a diversified economy. 

In Myanmar, the Government 
decided to unify and float the 

exchange rate in April 2012 after a 
historic parliamentary election

The open economy of Malaysia moderated to a still 
robust 5.1% growth in 2011, down from 7.2% in 2010. 
With strong international linkages, the impacts of 
supply chain disruptions in Japan and Thailand and 
a deteriorating global outlook were felt in the export 
and manufacturing figures. In particular, electrical 
and electronics exports declined by 5.4%, but this 
was more than offset by export growth in palm oil, 
natural gas and crude oil so that merchandise exports 
grew by 14.5% to $227.5 billion in 2011. Domestic 
consumption, which grew by 6.9%, benefited from 
these commodity incomes and an expansion of 
credit. Investment activities also continued in oil 
and gas industries, telecommunications and new 
growth areas, such as renewable energy, with foreign 
investment inflows seeing a sharp rebound since 
2010. Gross fixed capital formation remains low at 
around 20% of GDP, however. The Government 
has laid out reform and transformation initiatives 
to boost competitiveness and help set the country 
on course to achieve high-income status by 2020, 
including major public infrastructure projects. This 
programme could be accompanied by more inclusive 
policies to address high income inequalities. 

The economy of Myanmar continued to expand, 
by 5.5% in 2011 and 5.3% in 2010. The country 
has benefited from higher foreign investments in oil 

and gas, electric power and mining in recent years. 
Tourist arrivals also increased 26% in 2011. This was 
accompanied by economic reforms, with a special 
economic zone law enacted in January 201113 and 
the new Government, formed in March, initiated 
consultations with experts and business groups while 
preparing a new foreign investment law. In addition, the 
Government decided to unify and float the exchange 
rate in April 2012 after a historic parliamentary 
election. The economy at large, however, still suffers 
from restrictive measures, such as licensing, which 
pose barriers to manufacturing and agriculture in 
gaining access to inputs and equipments. Building 
on recent reform efforts, the country could benefit 
from a stronger non-resource sector and integration 
into regional production networks. This would have to 
be accompanied by investment in education, health, 
rural development and infrastructure, particularly in 
energy as large population remains without access 
to modern energy. 

The Philippine economy’s stellar performance of 7.6% 
economic growth in 2010 was followed by a weaker 
growth at 3.7% in 2011. Faltering global demand for 
its key exports weighed in heavily, with electronics, 
accounting for half of total export revenue, plunging 
by around 23%. Growth was thus driven more by 
domestic demand, in particular, private consumption, 
which benefited from a large inflow of overseas 
workers’ remittances and rising incomes from dynamic 
sectors, such as business process outsourcing. Public 
expenditure was initially kept low in an effort to improve 
the fiscal balance but in response to weak growth, a 
disbursement acceleration programme was announced 
in October 2011. Gross fixed capital formation fell to 
19.3% of GDP, from 20.5% in 2010. On the supply 
side, growth was led by the large services sector 
as the industrial sector struggled from supply chain 
disruptions and weak construction. Agricultural output 
grew by 2.6%, despite the devastating typhoons and 
floods in the second half of the year. The Philippines 
faces many challenges, such as a high share of 
non-wage earners and large infrastructure gaps.14 
Creating better jobs and investing in roads, ports 
and irrigation will be vital for inclusive and sustained 
economic growth. 
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The highly open economy of Singapore saw a 
record rebound of 14.8% growth in 2010, but with 
renewed global uncertainties, growth moderated to 
4.9% in 2011, with a near 5% contraction of the 
economy in the fourth quarter. Domestic consumption 
and investment growth were comparable to the 
previous year, but net exports’ contribution to GDP 
growth declined to 0.8 percentage points, from 10.5 
in 2010. Across the board on the supply side, 
externally oriented sectors, such as the electronics 
cluster and the wholesale and retail trade sector, 
were negatively affected by the global slowdown. 
Steep output declines in the second and fourth 
quarters, however, were also driven by the emerging 
biomedical cluster, which has exhibited high volatility. 
Meanwhile, service sector growth was led by finance 
and tourism. With further moderation expected in 
2012, short-term stimulus measures may be needed 
to support domestic demand, but the Government 
is also promoting productivity-driven growth in the 
longer term, as productivity gains have fallen in recent 
years due to heavier reliance on labour inputs. 

The economy of Thailand suffered 
from severe floods in 2011

The economy of Thailand, the second largest in the 
subregion, suffered from a series of production chain 
disruptions in 2011, growing by a mere 0.1% after 
a strong rebound of 7.8% in 2010. The worst flood 
in half a century inundated 30 out of 77 provinces, 
including key manufacturing bases in and around the 
capital as well as the northern and central regions, 
which account for half of the country’s agricultural 
output. Estimated flood damage was $46.7 billion. 
Earlier in the year, the impact of the Japan earthquake 
was also felt, especially in the automobile sector. 
Overall, economic growth in 2011 was driven by 
robust private consumption. While investment was 
seen rising in the third quarter and the country’s 
diversified exports helped ease the impact of the 
global slowdown on manufacturing, the devastating 
flood resulted in a 23% contraction in manufacturing 
in the fourth quarter from the previous quarter. 

Growth on the supply side was led by the service 
sector, which grew by 3.8% despite tourism being 
affected by the flood. The Government introduced 
comprehensive measures including a new water 
management plan, with a view to restore investor 
confidence. Full output restoration is expected in the 
second or third quarter of 2012. Meanwhile, new 
initiatives including a minimum wage increase and 
rice mortgage scheme in 2012 are expected to help 
economic growth become more inclusive. 

Timor-Leste has made significant progress since 
gaining independence in 2002. Its economy grew 
by 9.5% in 2010 and 10.6% in 2011. Owing 
to higher global oil prices, the Petroleum Fund, 
established in 2005 to ensure the sustainable 
use of oil revenues, rose to $9 billion in 2011; an 
amendment was also made to allow for investment 
in various financial instruments. Public spending, 
which accounts for more than half of the non-oil 
economy and plays a vital role in reducing poverty 
and addressing development gaps, increased to $1.2 
billion from $0.8 billion in 2010, and special funds 
for infrastructure and human capital development 
were established. Institutional capacity building is 
also being strengthened as the country transitions 
to a new government in 2012. 

The economy of Viet Nam was robust in the face 
of the global financial crisis, posting 5.3% and 6.8% 
growth in 2009 and 2010, respectively. Expansionary 
policies adopted during the crisis, however, led 
to macroeconomic risks, and strong stabilization 
measures were introduced to curb double-digit inflation 
in early 2011. As a result, economic growth moderated 
to 5.9% in 2011. Private consumption increased by 
4.4%, but investment decreased by 9.2%, as domestic 
companies struggled to cope with higher commercial 
lending rates. Government expenditure grew at a 
slower pace. On the supply side, services grew by 
7% and contributed slightly more to GDP growth 
than did industry and construction, which grew by 
5.5% as a marked slowdown in construction was 
offset by a strong growth of 9.5% in manufacturing. 
Agriculture grew by 4%, with rice yields reaching 
42.3 million tons, the highest in the past decade. In 
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addition to immediate price stabilization measures, 
efforts to restructure public investment, state-owned 
enterprises and the banking sector could help enhance 
confidence in the economy. 

Inflation becomes a greater concern in 2011 

In 2011, inflation edged up in nearly all countries of 
the subregion (see figure 2.14). This was driven by 
higher global food and commodity prices, as well 
as strong domestic demand leading to higher core 
inflation. After accelerating or remaining elevated in 
the first half of 2011, inflationary pressures subsided 
in the second half in many countries, as global 
commodity prices moderated and the impacts of 
earlier monetary tightening were felt. Nevertheless, 
inflationary concerns persisted as natural disasters 
damaged agricultural crops and the earlier 
appreciation of national currencies, which helped 
ease imported inflation, reversed to depreciation 
amid renewed global uncertainties.

With food accounting for a large portion of the 
consumption basket, Cambodia and the Lao People’s 
Democratic Republic saw inflation rise by over three 
percentage points during the first half of the year, 
from 3.3% and 6% in January to 7.1% and 9.5% in 
June, respectively. After subsiding in the third quarter, 

price pressures re-emerged in the fourth quarter 
as floods damaged agricultural crops. Inflation also 
remained elevated at more than 8% in Myanmar, 
before starting to ease in May. Meanwhile, inflation 
increased to double digits in Timor-Leste, where 
food accounts for some 60% of the consumer 
price basket and strong demand from rising public 
spending also put pressure on prices. 

In the Philippines, inflation remained within the 
upper end of the central bank’s target band of 
3% to 5%, except for a temporary spike following 
severe typhoons in late September. The country 
imports nearly all its crude oil needs and is a major 
rice buyer, importing a record 2.45 million tons in 
2010 to alleviate upward pressure on food prices. 
In Thailand, inflation remained steady, without a 
noticeable rise during the severe floods. This was 
partly due to a favourable harvest earlier on in the 
year; Thai rice exports in 2011 were about 30% 
higher compared to 2010. Aggressive monetary 
tightening, by a total 220 basis points from June 
2010 to August 2011 also helped contain inflation, 
which stood at 3.8% for the year.

In Indonesia, inflation eased gradually from 7% 
in January to 3.8% in December, reversing the 
previous year’s upward trend. The country imported 

Sources: ESCAP, based on national sources; and CEIC Data Company Limited. Available from http://ceicdata.com (accessed 19 April 2012).

Note: Data for 2011 are estimates.
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Figure 2.14.   Inflation in South-East Asian economies, 2009-2011
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1.8 million and 1.9 million tons of rice in 2010 and 
2011 respectively, from 1.3 million in 2008 and nil in 
2009. Other contributing factors were the postponing 
of planned reductions in energy subsidies amid higher 
global oil prices. Inflation in Malaysia remained among 
the lowest in the subregion, despite accelerating 
from 1.7% in 2010 to 3.2% in 2011. Changes in 
the administered price of fuel in 2011 contributed to 
higher transport costs, but a wide range of subsidies 
remain, keeping prices low. Singapore also saw 
inflation almost double from 2.8% in 2010 to 5.2% 
in 2011, as higher housing and transport costs and 
a tight labour market pushed up prices. 

In Viet Nam, rapid expansion of credit and money 
supply in recent years, coupled with a series of 
currency devaluations, resulted in double-digit inflation 
in 2011. Rising from 12.2% in January, inflation 
peaked at 23% in August, six months after the 
Government announced wide-ranging stabilization 
measures, and has since eased slightly. Inflation 
was 18.7% for the year, much higher than the 
historical average but below the 2008 peak. Inflation 
was lower at 14.1% by March 2012. 

Monetary and fiscal policies can 
further support growth if needed

Monetary policy 

Bold policy responses that included aggressive cuts 
in policy interest rates and reserve requirements for 
banks was a key factor behind the rapid rebound 
in South-East Asia from the global financial crisis in 
2009. Then in 2010 and through the early part of 
2011, economic recovery coupled with higher food 
and commodity prices raised inflationary pressure and 
prompted the monetary authorities to shift gears to 
tightening. Malaysia was the first to raise its policy 
rate in March 2010, followed by Thailand in July 
2010, Indonesia in February 2011 and the Philippines 
in March 2011. Thailand was the most aggressive, 
with a total 220 basis points hike by August 2011, 
but even those countries that maintained policy rates 
unchanged through 2010 used a wide range of tools, 
such as reserve requirements, to curb inflation. 

Entering into the second half of 
2011, a deteriorating global outlook 
prompted countries to hold off on 

further hikes in policy rates and even 
reverse to easing in some cases

Entering into the second half of 2011, however, 
a deteriorating global outlook prompted countries 
to hold off on further hikes and even reverse to 
easing in some cases. Indonesia was the first to 
cut its policy rate, in October, by which inflation 
had significantly subsided, followed by Thailand, in 
November, to support growth amid severe floods. 
Singapore also eased its policy stance in October 
by slowing the appreciation path of its currency. 
By March 2012, the policy rates of Indonesia and 
Thailand were down 100 and 50 basis points to 
5.75% and 3%, respectively. To support growth, 
the Philippines also cut its policy rate by 50 basis 
points in early 2012, back to the level where it was 
during the global financial crisis in 2009. In addition, 
reserve requirements and other monetary tools 
were employed in order to carefully support growth 
while addressing persistent inflationary pressure. For 
instance, the central bank of Malaysia imposed a 
70% loan-to-value ratio on individual borrowers with 
more than two housing loans, in an effort to curb 
speculation in property markets. 

Viet Nam introduced strong stabilization measures 
to curb inflation under “Resolution 11” in February 
2011. The central bank’s refinancing rate and 
discount rate were hiked, from 9% and 7% at the 
beginning of the year to 15% and 13%, respectively, 
by December. Total credit and money supply 
growth fell to 10.9% and 9.3% from 32.4% and 
33.3%, respectively in 2010. At the same time, the 
central bank and state-owned commercial banks 
stepped in with liquidity support to protect small and 
weak banks, as vulnerabilities, including high non-
performing loans, emerged in the financial sector. 
From January to April 2012, refinancing rate was 
reduced 200 basis points to 13%.
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In Thailand, the new Government announced a range 
of measures aimed at boosting the domestic economy. 
Among them were tax incentives for first-time vehicle 
owners and a rice mortgage scheme for farmers. 
A minimum wage increase was also introduced in 
April 2012, with a parallel cut in corporate income 
tax rates. In response to unprecedented floods, the 
government reallocated 10% of its budget for flood 
relief and rehabilitation programmes, and announced 
plans to borrow 400 billion Thai baht ($12.7 billion) 
to pay for water management projects and an 
insurance fund to restore investment confidence. 
Public debt was projected to increase accordingly, 
but an expected transfer of the interest-payment 
burden on a 1.14 trillion baht ($38 billion) debt from 
the 1997 financial crisis to the central bank should 
create more fiscal space. 

The Government of the Philippines decided to 
review all public projects for efficiency and cost 
considerations. This consequently kept public 
expenditure unusually low through the first three 
quarters of 2011. The low public expenditure 
combined with higher revenues from strengthened 
tax administration helped to improve public balance 
sheets and prompt rating agencies to raise the 
country’s sovereign credit rating. However, such 
measures also delayed infrastructure projects initially 
planned to take off in 2011. With the economy 
suffering from a sharp decline in exports, a 
disbursement acceleration programme equivalent to 

Fiscal policy 

Fiscal stimulus programmes were important in 
supporting growth during the global financial crisis 
in 2009. Although these resulted in higher deficits, 
most countries saw fiscal balances improve in 2010 
as revenues rebounded with the economy and 
support measures began to be phased out with the 
recovery of private demand. This was particularly 
true for export-driven economies, such as Malaysia 
and Thailand, whose budget deficits fell to 5.6% 
and 2% of GDP in 2010, respectively, compared to 
7% and 4.7% in 2009. Further improvements were 
made in 2011, most notably in the Philippines and 
Viet Nam, whose budget deficits fell to 2% and 
4% of GDP, respectively, from 3.5% and 6.6% in 
2010 (see figure 2.15). 

In some cases, however, improvements were more 
marginal or did not happen at all, as countries 
postponed the phase out of subsidies and introduction 
of new taxes in light of higher food and fuel prices 
and a deteriorating global outlook. Nevertheless, 
the subregion as a whole entered 2012 relatively 
well positioned to support growth through fiscal 
stimulus if needed. Looking beyond short-term 
support measures, countries also used fiscal policy 
to strengthen the future growth potential, such as 
through investments in infrastructure and disaster 
reduction and expanded social programmes. 

Sources: ESCAP, based on national sources; and CEIC Data Company Limited. Available from http://ceicdata.com (accessed 19 April 2012).

Note: Data for 2011 are estimates.
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Figure 2.15.   Budget balance in selected South-East Asian economies, 2009-2011
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0.7% of GDP was announced in October and the 
public construction sector grew by almost 50% in 
the fourth quarter from a year earlier.

Indonesia achieved a remarkable reduction in public 
debt over the past decade, and regained investment 
grade for its sovereign debt in 2011. However, 
capital expenditure for infrastructure development 
and spending on much needed social programmes 
were below targeted levels, as in previous years. A 
higher fiscal deficit of 1.1% of GDP, compared to 
0.7% in 2010, was mostly due to higher spending 
on energy subsidies, which exceeded the official 
target. The phase out of fuel subsidies on vehicles 
in the capital region, originally planned for 2011, 
was moved to April 2012 due to higher oil prices, 
but full implementation was replaced by a rule 
under which administered fuel prices would be 
raised only if the average Indonesian crude oil 
exceeds a $120.8 per barrel threshold over a six 
month period. Subsidies took up 3.4% of GDP in 
2011. Malaysia also has in place a wide range of 
subsidies, and government revenues rely heavily 
on oil revenues. Without strong measures, such 
as the introduction of a goods and services tax, 
fiscal deficit reduction is expected to be marginal 
in 2012 similar to 2011. 

The fiscal deficit of Viet Nam narrowed significantly 
in 2011, owing to strong revenues particularly from 
oil exports. However, government expenditure growth 
was not in line with the Resolution 11 commitments 
to cut investment expenditure by 80 trillion dong 
(about 3.2% of GDP) by cancelling inefficient projects 
and postponing non-urgent ones, and restructuring 
of large state owned enterprises are still to come. 
Cambodia and the Lao People’s Democratic Republic 
saw their government revenues increase from new 
taxes and commodity exports, but capital investment 
for economic development continued to rely heavily 
on donor aid and concessional loans. Timor-Leste, 
which has seen public spending rise rapidly in recent 
years, is seeking to reduce the non-oil fiscal deficit 
to a sustainable level during the next 10 years. 
Meanwhile, budget discussions in Myanmar seem 
to point to a significant increase in public health 

and education spending in 2012. Fiscal resources, 
along with foreign investment, are needed to expand 
the energy infrastructure. 

External positions remain strong despite  
export slowdown and volatile capital 
flows 

Current account 

The subregion as a whole has maintained a current 
account surplus since the 1997 Asian financial crisis. 
Moreover, during the global financial crisis in 2009, 
surpluses increased in Malaysia, the Philippines 
and Thailand as imports fell more rapidly than 
exports given the high import content of export 
items and subdued domestic demand. The higher 
surpluses also reflected the competitiveness of the 
subregion’s exports, as world market shares often 
increased even as trade volumes fell during the 
global downturn. After 2009, however, the subregion’s 
current account surplus generally narrowed, partly 
due to weaker external demand matched by a strong 
domestic demand. Between 2009 and 2011, current 
account surpluses fell from 16.5% to 10% of GDP 
in Malaysia, from 8.2% to 3.4% in Thailand, and 
from 5.6% to 3.2% in the Philippines (see figure 
2.16). As a trading hub of the region, Singapore 
kept a high surplus of 22% in 2011. 

In the case of Thailand, severe floods, which took a 
heavy toll on manufacturing, resulted in a decline in 
export in the fourth quarter of 2011, with net exports 
growing at a slower 17.4%, compared to 28.1% in 
2010. With imports of capital goods rising amid 
post-flood reconstruction activities, trade surplus is 
expected to narrow further in 2012. In the Philippines, 
electronics exports contracted in 2011, falling by as 
much as 36.5% in October, compared to a record 
high growth of 50.3% in September 2010. However, 
other exports including textiles and agricultural 
commodities performed well. In particular, business 
process outsourcing continued to expand, reaching 
$11 billion in 2011, roughly half of the remittance 
incomes received by the country. Remittances also 
continued to grow, by 7% in 2011, keeping the 
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current account in surplus despite the trade deficit. 
After eight months of decline, exports began to gain 
positive momentum in January 2012.

Indonesia’s oil and gas exports began to show 
signs of a slowdown in the second half of 2011, 
but overall, exports remained strong, especially in 
the machinery and mechanical equipment cluster. 
Exports grew by 29% to a record $204 billion in 
2011. However, the country’s slim current account 
surplus narrowed further to 0.4% of GDP in 2011, 
and may turn into a small deficit in 2012, due to 
strong domestic demand but also a growing deficit in 
the income account as the repatriation of corporate 
earnings rise in parallel with strong foreign investment 
inflows. Oil exporters Brunei Darussalam and Timor-
Leste continued to post huge surpluses of 48.5% 
and 55% of GDP, respectively, in 2011. 

Viet Nam saw a sharp increase in its current 
account deficit in 2007 upon joining the World 
Trade Organization. The deficit peaked at 11.9% 
of GDP in 2008, and has since fallen to 3.8% of 
GDP in 2011. Led by strong garments and crude 
oil exports, the country’s trade deficit in 2011 was 
the lowest in 10 years while remittances continued 
to grow healthily. Cambodia’s current account deficit 
increased to 9.5% of GDP in 2011, from 3.5% in 

2009, while the Lao People’s Democratic Republic 
maintained high deficits of around 19.4%, without 
significant changes. Both countries rely heavily on 
capital imports for economic development, although 
their export structures are quite different, with 
Cambodia exporting mainly garments to the United 
States and Europe while the Lao People’s Democratic 
Republic exports copper, gold and hydropower to 
neighbouring China, Thailand and Viet Nam.

While rising intra-regional trade will 
offer some relief, the indirect export 
dependency on advanced economies 
could also be large given the high 
share of intermediate goods exports

With some of the world’s most open economies, 
the subregion could be heavily affected by the 
renewed global economic slowdown in 2012, as it 
was the case in 2009 when exports and imports 
collapsed and economic growth fell to 1%. While 
rising intra-regional trade will offer some relief, the 
indirect export dependency on advanced economies 
could also be large given the nature of regional 
supply chains and the high share of intermediate 
goods exports (see box 2.5). 

Sources: ESCAP, based on national sources; and International Monetary Fund, International Financial Statistics online database. Available from http://
elibrary-data.imf.org/ (accessed 30 March 2012).

Note: Data for 2011 are estimates. 
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Figure 2.16.   Current account balance in selected South-East Asian economies, 2009-2011
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Box 2.5.    South-East Asia’s exports: time to diversify more

With a looming recession in several European countries and a still fragile recovery in the United States, it is a relief to know that the 

export base of South-East Asia has diversified over the past decade, with a higher share of exports now going to regional markets 

in Asia. A closer look, however, shows that the subregion’s export dependency on traditional markets remains quite high. Moreover, 

its trade deficit with major regional trade partners, such as China, Japan and the Republic of Korea, suggests that it’s time to further 

diversify, including to neighbouring South Asian markets. 

Less export dependent on traditional markets?

However grouped, either as G7 or the Organisation for Economic Co-operation and Development (OECD), the share of total exports 

from South-East Asia to developed countries has fallen in the past decade. This decline was also seen for the euro zone and the 

United States markets, which accounted for around 20% of the subregion’s exports in 2010, compared to 32% in 2000. This same 

period, however, was also marked by the deepening of regional supply chains through which intermediate goods exports, such as 

electronic parts, were assembled for re-export to markets outside of the subregion. South-East Asia was very much at the heart of 

this story. In fact, an analysis using merchandise trade statistics reveals that the subregion’s dependency on traditional developed 

countries markets through such indirect linkages is quite high. For instance, the share of the euro zone and United States markets 

bounces back to around 34% in 2010 (see figure A). 

Source: ESCAP calculations based on UN Comtrade. Available from http://comtrade.un.org.

Note: For methodology, refer to Chapter 1 and to “Intermediate goods in trade statistics”. Available from http://unstats.un.org/unsd/tradekb/
Knowledgebase/Intermediate-Goods-in-Trade-Statistics. Data for Brunei Darussalam is from 2006; Timor-Leste 2005 and Viet Nam 2009.
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Figure A.   Export dependence on euro zone and United States increases with indirect channels

Indirect dependency is higher than direct dependency in the case of Singapore, and indirect-to-direct dependency ratios are high for 

Malaysia (0.77), Thailand (0.67), Indonesia (0.57) and the Philippines (0.41). For Viet Nam and Cambodia, where exports are more 

targeted at low-end manufacturing, such as garments and footwear, indirect dependency is low but direct dependency is quite 

substantial. 
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Regional demand or regional production base?

While exports from South-East Asia to major regional markets in Asia have clearly grown in the past decade, it is less clear to what 

extent these exports met regional demand, for example, the region’s final consumption. Looking at the electrical and electronic (E&E) 

cluster, for instance, the subregion’s exports to China grew rapidly and surpassed exports to Japan, the European Union and the 

United States in recent years; this dramatic increase became even more significant once Hong Kong, China was added (see figure 

B). However, this only seems to suggest that much of the E&E exports to China were eventually re-exported to traditional markets, 

as it would be impossible for Hong Kong, China to consume more E&E goods than the entire EU. This line of argument would be 

consistent with the fact that China (including Hong Kong, China) was a significant channel of indirect dependency in the above analysis, 

accounting for one-fourth of “indirect exports” from South-East Asia to the euro zone and nearly one-third to the United States. 

Box 2.5.        (continued)

Source: Data based on Trademap, International Trade Centre. Available from www.trademap.org.

Note: E&E represents chapter 85 of HS 2-digit classification.
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Figure B.   Electrical and electronic exports to China surpasses traditional partners and even intra-ASEAN

Intra-regional trade too concentrated

The need for South-East Asia to diversify its exports does not stop here, however. Even if the share of re-exported intermediate 

goods were high, the remaining share of exports to regional markets would be for the subregion’s final consumption and act as a 

buffer to lower demand from traditional developed countries. This line of argument, however, weakens if greater intra-regional trade 

results in a higher trade deficit. For South-East Asia, intra-regional trade has been highly concentrated on the plus three dialogue 

partners China, Japan and the Republic of Korea, from where it imports more than it exports (see figure C). Moreover, this trade 

deficit has been particularly large in key manufacturing sectors, such as machinery and E&E, which are important for the subregion’s 

future growth potential.
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Source: ESCAP calculations based on Trademap, International Trade Centre. Available from www.trademap.org.
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Figure C.   Trade surplus with South Asia increases steadily, even as surplus with United States falls

Box 2.5.        (continued)

Diversifying more within the region

So where could South-East Asia turn to, if even intra-regional trade does not seem to offer a solution? One growing but often 

overlooked trade relationship has been with South Asia. Exports from South-East Asia to the South Asian Association for Regional 

Cooperation (SAARC) countries grew rapidly in the past decade, reaching $47.6 billion in 2010. Considering the geographical proximity 

and large and fast-growing domestic markets of South Asia, this trade relationship has huge potential. Gravity analysis suggests that 

the South Asian share in total trade of South-East Asia should be doubled from its current 3.7%.15 Indeed, despite rapid growth, 

export value to South Asia was still small, compared to exports of more than $100 billion each to China and Japan and nearly $50 

billion to the Republic of Korea in 2010. In terms of trade balance, however, the subregion’s surplus of $27.5 billion with SAARC 

countries was greater than its deficit of $19 billion with China (see figure C). 

Repositioning in a time of global uncertainties 

Global uncertainties could present an opportunity for South-East Asia to diversify its export base further. While the subregion’s direct 

exports to developed countries have fallen in the past decade, a closer look revealed a significant indirect export dependency. Moreover, 

the subregion’s highly concentrated intra-regional trade with China, Japan and the Republic of Korea proved to be inadequate, not 

least because these economies themselves are closely linked to external demand from the European and United States markets. As 

trade surpluses with traditional markets, such as the United States, narrows (see figure C), new emerging markets, such as South 

Asia could become a stable anchor for the subregion’s dynamic export sector.

Source: ESCAP.
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Trade and investment linkages of South-East Asia with 
the major regional economies of China, Japan, India 
and the Republic of Korea have been strengthened 
in recent years through preferential trade agreements, 
and could provide a buffer against global uncertainties. 
Countries in the subregion are also advancing 
towards greater integration under the Association 
of Southeast Asian Nations (ASEAN) Economic 
Community framework. In addition to tariff reductions, 
progress is being made in rules of origin and customs 
procedures, as well as in services liberalization in 
priority sectors, namely telecommunications, financial 
and professional business services. Given such 
ongoing efforts, however, intra-ASEAN trade growth 
has lagged behind the rapid bilateral trade growth 
with China, particularly in sectors such as electrical 
and electronic equipment. 

Capital account

FDI into the subregion surged to $79.4 billion in 
2010, higher than the earlier peak of $75.7 billion in 
2007 and double the $38 billion received in 2009. 
The strong rebound in 2010 was led by Malaysia, 
Indonesia and Singapore, where FDI inflows grew by 
537%, 173% and 153%, respectively, as compared 
to 2009. Strong growth continued in 2011, led by 
Indonesia and Malaysia, where inflows increased by 
48% and 28%, respectively, as compared to 2010. 
In terms of volume, Singapore ($41 billion) accounted 
for nearly half of total inflows in 2011, followed by 
Indonesia ($19.7 billion), Viet Nam ($11.6 billion), 
Malaysia ($9.9 billion) and Thailand ($8.4 billion). 
The Philippines continued to underperform, with FDI 
inflows at $1.3 billion, roughly similar to the 2010 
level. Lower income countries, such as the Lao 
People’s Democratic Republic, saw higher foreign 
investments into infrastructure, mining, agribusiness 
and other sectors. It is important that countries 
continually improve their business environments in 
order to not only attract but also truly benefit from 
higher foreign investment. 

Foreign portfolio investment inflows, which plunged in 
2008, began to recover in the second half of 2009 
and continued to gain strength in 2010. Inflows into 

the equity markets helped stock exchanges make 
high gains with the key indices of Indonesia, Thailand, 
and the Philippines rising 46%, 41% and 38%, 
respectively, in 2010. Renewed global uncertainties in 
2011, however, led to weak gains in the benchmark 
indices of the Philippines, Indonesia and Malaysia, 
which rose 4.1%, 3.2% and 0.8% while the key 
index of Thailand lost 0.8% and that of Singapore 
fell 17%. Meanwhile, inflows into government and 
central bank securities grew in large volumes in 
2010 and 2011, but this also led to concerns 
about increased vulnerabilities to short-term capital 
reversals. In response, Indonesia introduced minimum 
holding periods on central bank bonds (SBIs), and 
issued longer-term notes and phased out shorter-
term ones in the security markets. In addition, a 
cap was placed on short-term external borrowing 
by local banks and the foreign currency reserve 
requirement was raised from 1% to 8%. Overall 
capital flows into the subregion exhibited greater 
volatility in 2011 and large outflows were seen in 
the second half of the year as the United States 
and Europe struggled with sovereign debt issues and 
foreign banks seeking to recapitalize repatriated part 
of their funds invested in the subregion. Indonesia 
experienced a particularly sharp decline in portfolio 
inflows in 2011, compared to 2010 and 2009 levels, 
while the Philippines actually saw portfolio inflows 
rising by 26%.

Exchange rates and reserves 

Currencies of major countries in the subregion 
appreciated against the United States dollar in 
2010 (see figure 2.17). This trend continued through 
the earlier part of 2011, but capital outflows and 
depreciation against dollar in the second half largely 
offset the earlier gains. Hence, the net change in 
2011 was minimal. The Thai baht gained 9.8% 
against the dollar in 2010 but lost 2% in 2011. The 
Malaysian ringgit gained 7.9% in 2010 but lost 2.9% 
in 2011. The Singapore dollar gained 6.9% in 2010 
but lost 0.7% in 2011. The Philippines peso gained 
6.5% in 2010 and 0.4% in 2011. The Indonesian 
rupiah gained 4.2% in 2010 but lost 0.1% in 2011. 
Overall, large international reserves and appropriate 
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Source: ESCAP calculations based on data from CEIC Data Company Limited. Available from http://ceicdata.com (accessed 9 February 2012).

Note: A positive trend represents appreciation and vice versa.
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Figure 2.17.   Index of exchange rate movements of domestic currencies against the US dollar in South-East Asian economies, 
                     2006-2012

measures helped minimize disruptive exchange rate 
fluctuations amid renewed global uncertainties in 
2011. This was particularly true for the Indonesian 
rupiah, which depreciated sharply at the onset of 
the global financial crisis. Meanwhile, the Vietnamese 
dong continued to fall against the United States dollar   
by 5.7% in 2010 and another 7.3% in 2011. 

With surpluses in both current and capital accounts, 
foreign exchange reserves in most countries in 
the subregion continued to rise in 2010 and 2011, 
although they did tail off in some months due to 
currency interventions. Most countries had sufficient 
reserves to cover short-term external debt and several 
months of imports. Although still inadequate, Viet 
Nam also saw its reserves rise to cover two months 
of imports. Looking over a five year period from 
January 2006 to December 2011, more than three-
fold increases in reserves were seen in Indonesia, 
the Philippines and Thailand. Together with Malaysia 
and Singapore, these countries held a combined 
reserve of $722 billion by the end of 2011, on a 
par with that of the entire euro zone. 

Future outlook and policy challenges

In 2012, the open economies of South-East Asia 
are expected to be hit by the spillover effects 

of global uncertainties and growth moderation in 
China. Weaker external demand is likely to be felt 
particularly in the electronics cluster, but less so in 
low-end goods like garments. Commodity exports are 
also likely to be affected, but not by a significant 
degree given that commodity prices are expected 
to remain elevated. Meanwhile, demand for certain 
goods and services exports, such as business 
process outsourcing, may increase as consumers and 
businesses try to operate with a tighter budget. In 
addition, given the subregion’s competitiveness and 
rising wages in China, foreign investment inflows 
are expected to continue to be strong. 

Growth is expected to be led by domestic demand, 
particularly consumption, which has held up well in 
previous downturns and may benefit further from 
monetary easing made possible by less inflationary 
pressure. The contribution from investment is 
expected to be lower given its sensitivity to business 
cycles and expectations, but there could be some 
positive spillover effects from large public investment 
projects in the pipeline in a number of countries 
in the subregion. Domestic demand may receive a 
further boost from the implementation of additional 
fiscal stimulus measures, for which most countries 
have the capacity. From the supply side, economic 
growth is expected to be driven by the services 
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sector, which tends to benefit from solid domestic 
demand and is less affected than manufacturing 
from the global slowdown. Assuming stable weather 
conditions, agriculture output is expected to remain 
at similar levels as in 2011.

Taking into account these factors, the subregion is 
expected to grow slightly faster, at 5.2% in 2012 
compared to 4.4% in 2011. Export-led Singapore 
and Malaysia are expected to grow by a slower 
3% and 4.5%, respectively. Although experiencing a 
similar fall in exports, Thailand and the Philippines 
are expected to grow faster, at 5.8% and 4.8%, 
respectively, given their weaker-than-expected 
performance in 2011 and thus the base effect but 
also due to large public investments set to take 
off in post-flood reconstruction and infrastructure 
projects. Indonesia is expected to grow steadily 
by a strong 6.5%, as its large domestic market 
continues to drive the economy even as exports 
may be affected. Viet Nam is expected to grow 
at a similar rate of 5.8%, as inflation will likely 
fall back to a single digit by the second half of 
the year, which would help stimulate consumption 
and improve investor confidence. Cambodia is 
expected to grow slightly slower at 6.7%, given its 
heavy reliance on the United States and European 
markets, although garment exports would only be 
marginally affected. The Lao People’s Democratic 
Republic is expected to grow by 8.4%, similar to 
2011, with declines in copper and gold exports 
offset by higher foreign investment in infrastructure. 
Myanmar is expected to grow faster at 6.2%, as 
recent economic and political reforms help attract 
greater foreign investment and lead to the lifting of 
sanctions. Timor-Leste is expected to grow faster, 
at 10%, as public spending continues to rise, and 
Brunei Darussalam slightly slower, at 2.5%. 

South-East Asia is a rapidly growing subregion 
with a population of more than 600 million and 
a sophisticated production network. The subregion 
remains largely export-driven, but domestic markets 
are also becoming increasingly buoyant on the back 
of rising incomes. At the same time, however, income 
inequalities and urban-rural gaps are on the rise. 

This has led to a slower reduction of income poverty 
but also to higher rates of perceived or self-rated 
poverty. For instance in the Philippines, a social 
survey conducted in September 2011 showed that 
self-rated poverty incidence had gone up to 52% of 
the population.16 Income share held by the top 10% 
of the population ranged from 29.9% in Indonesia 
to 37.3% in Cambodia, while income share held 
by the bottom 20% ranged from 7.7% in Indonesia 
to 4.5% in Malaysia. In response, a number of 
countries have expanded social programmes. For 
instance, the conditional cash transfer programme 
set up in the Philippines was enlarged to cover 2.3 
million poor households in 2011. 

Income inequalities and urban-rural 
gaps have not only resulted in a 

slower reduction of poverty but also 
in higher rates of perceived or self-

rated poverty

Increasing the number of quality jobs is also a major 
challenge for the subregion, where the informal sector 
accounts for around 60% of total employment and 
the number of working poor (those earning less than 
$2 a day) are high. The share of workers earning 
wages and salaries, as opposed to the self-employed 
and unpaid family workers, also remain quite low, 
although countries, such as Indonesia, have seen 
noticeable improvements in recent years. One of 
the ways countries are addressing this issue and 
could further scale up is support for micro, small 
and medium-sized enterprises, which account for 
the vast majority of jobs but much smaller shares 
in terms of GDP contribution and exports. Recent 
measures to improve their access to finance, a key 
bottleneck for small firms, could be accompanied 
by measures to enhance their access to markets 
and information. Trade facilitation measures could 
be better tailored to the needs of small firms, 
and information on opportunities arising from new 
preferential trade agreements could be more widely 
disseminated. 
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Another key challenge lies in infrastructure 
development, which is a priority in such countries as 
Indonesia and the Philippines, but also important for 
the subregion as a whole, as investment rates have 
remained generally low since the 1997 financial crisis. 
The Philippines plans to launch 16 projects under 
public-private partnerships in 2012, while Indonesia 
recently passed a land-acquisition bill, which will 
help speed up the process for acquiring land for 
new infrastructure projects. At the subregional level, 
countries agreed on an ASEAN Infrastructure Fund 
in 2011, with a total lending commitment of $4 billion 
through 2020. This fund is expected to help leverage 
additional financing for infrastructure projects in support 
of the Master Plan on ASEAN Connectivity.
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