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It’s one thing in the developed country where the
economy is down, well, you may be out of a job. In
some parts of the world when the economy is down,
you may be without food to eat. And that’s a different
degree of seriousness.

Lee Hsien Loong
Prime Minister of Singapore”“
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CHAPTER 4. SUBREGIONAL VARIATIONS:
PERFORMANCE AND POLICY RESPONSES

The Great Recession has hit the developed world, and
the Asia-Pacific region is not recession proof. In 2008,
growth decelerated to 5.8% from 8.8% a year earlier,
and with growth expected to decelerate further to
3.6% in 2009, it is clear that rapid economic growth,
the hallmark of the region’s developing countries over
the past decades can no longer be taken for granted
– a  worrisome challenge, given the hard-won reduc-
tions in income poverty achieved over the past dec-
ades. This calls for coordinated macroeconomic poli-
cies that will see the region move to a more inclusive
and sustainable path of economic growth.

tion, not all countries have this flexibility. Some coun-
tries, notably in South Asia, face strained fiscal posi-
tions together with inflationary pressures. Others, nota-
bly developed countries, continue to struggle with re-
cession – both cyclical and structural – and obstinate
deflationary pressures. And some, less affected by the
financial crisis, notably small island developing States,
face other threats of a stealthier, but potentially more
virulent long-term impact. Export-oriented countries, no-
tably those of South-East Asian subregions whose
manufacturing sectors account for about 90% of mer-
chandise exports, could see the financial crisis evolve
quickly into an industrial crisis if expansionary fiscal and
monetary policies do not have the intended effects.

It is clear that averages for a region as vast and
diverse as Asia and the Pacific invariably mask
subregional variations. Consequently, this chapter as-
sesses the impact of the economic crisis on the
subregions and their individual economies. It examines
the commonalities and draws out the variations among
subregions. It also reviews the various macroeconomic
policy responses and lays the groundwork for chapter
5, the Survey’s concluding chapter which addresses
the regional policy gaps arising from the triple threat
to development.

...rapid economic growth, the hallmark of
the region over the past decades can no

longer be taken for granted...

A key issue for the region is how Asia and the Pacific
will use fiscal policy in 2009. While most countries will
have significant flexibility to undertake expansionary
policies due to relatively solid budgetary situations and
an easing of monetary policy due to moderating infla-
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East and North-East Asia faced very strong head
winds in the latter part of 2008.  The impact of the
global financial crisis began to take its toll, first in the
export sector and then spreading into domestic de-
mand.  Inflationary pressure subsided over the course
of the year, giving more room for accommodating
monetary policy in the face of slackened economic
performance.

Impact: Strong head wind slows
economic performance

Marked slowdown in GDP growth

Growth in East and North-East Asia declined sharply
from 10.0% in 2007 to an estimated 6.1% in 2008
(figure 4.1), the largest percentage point fall in growth
of any subregion. China continued to lead the growth
in East and North-East Asia, despite experiencing rela-
tively large percentage point fall in growth in 2008 in
the subregion.

Despite the sharp slowdown in growth, East and
North-East Asia remained in 2008, as in 2007, the
fastest growing subregion of Asia and the Pacific.
Economic growth in East and North-East Asia in 2008,
for the year as a whole, remained relatively robust,
riding on the back of momentum in the subregion’s
trademark export performance in the early months of
the year. However, the subregion faced a strong head
wind in the latter part of 2008, with particularly sharp
declines in exports occurring in the last month of 2008
and early 2009. Current account balances deteriorated
and are expected to deteriorate further. The impact
of the global financial crisis began to take its toll, first
in the export sector and then in domestic demand
(table 4.1).

Inflation accelerated in 2008 to 5.2% but remained
below the average of 7.9% for developing economies
of the Asia-Pacific region. However, following the eas-
ing of international commodity prices, inflationary pres-
sure began to subside in the latter half of the year.
For most of the economies in the subregion, ex-
change rates against the United States dollar re-
mained largely stable in 2008.

Growth in China slowed in 2008 to 9.0%, its lowest
level since 2002, due primarily to a slowing of net
exports and export-related investment as well as a
decline in real estate investment. The impact on in-
vestment has had the most effect on overall growth,
given that investment accounts for 40% of the GDP.
The slowdown was triggered by the effect of the
decelerating real estate sector on domestic invest-
ment. Housing sales started to decline in early 2008,
and housing prices have moderated, especially in
large cities. Real estate investment, the second-largest
contributor to urban fixed-asset investment, has been
impacted. The amount of floor space of residential
housing sold in the first 11 months of 2008 contracted
by 18.8% from a year earlier (China Daily, 2009a),
while urban housing prices declined year-on-year in
December for the first time since July 2005 (China
Daily 2009b). The deceleration was prompted when
Government tightened up on lending and other curbs
on the sector early in the year. Demand-side meas-
ures, such as tighter lending conditions for second
houses, were combined with supply-side measures,
such as stricter land-supply and credit policies for
project developers. The decrease in consumer confi-
dence caused by the global financial crisis in late
2008 contributed to further contraction. The Govern-

East and North-East Asia: Impact of global
financial crisis begins to take its toll

Figure 4.1. Slackening of economic growth in
2008, selected economies
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ment has responded with measures to support the
real estate sector, such as reducing the property deed
tax for small houses and the minimum down payment
for mortgages, suspending the stamp duty and VAT
for individual home sales, and lowering minimum mort-
gage rates for first homes.

By the end of 2008, the main impact on China’s
growth had come from a rapid slowdown in net ex-
ports and export-related investment due to decreased
consumption in developed countries. The share of
export-related investment in total investment is 15% to
20%. This impact on investment, coupled with the
slowdown in real estate investment, has contributed to
the overall decrease in investment growth. Decreasing
consumption and investment also slowed the steel
and cement sectors.

Consumption in China will be affected by the growth
slowdown and by the loss of wealth from declining
market assets. The growth slowdown will affect jobs
and wages, particularly in enterprises connected to
export and real estate. The ongoing slowdown in
property prices, combined with sharp falls in equity
markets, has led to slower wealth accumulation for the
burgeoning middle class and constrained their con-
sumption. However, the wealth impact in China is
moderate compared to other countries, because home
ownership financed by borrowing has not been as
widespread in China, where there are high minimum
down payments for mortgages.

Growth in the Republic of Korea also moderated, from
5.0% in 2007 to an estimated 2.5% in 2008. The
economy put up a strong performance in the first half
of 2008, achieving growth of over 5%, but consump-

tion slackened noticeably in the second half. As the
global financial crisis deepened, the economy was
inevitably hit due to its heavy dependence on mer-
chandise exports and high exposure to the financial
markets.

Table 4.1. Rates of economic growth and inflation in East and North-East Asia, 2007-2009

(Per cent)

Real GDP growth Inflationa

2007 2008b  2009c 2007 2008b  2009c

Subregion total 10.0 6.1 3.8 3.8 5.2 0.9
China 13.0 9.0 7.5 4.8 5.9 0.7
Hong Kong, China 6.4 2.5 –2.5 2.0 4.3 1.5
Mongolia 9.9 8.6 7.0 9.0 25.6 13.0
Republic of Korea 5.0 2.5 –1.5 2.5 4.7 1.6
Taiwan Province of China 5.7 0.1 –2.0 1.8 3.5 0.4

Sources: ESCAP, based on national sources; IMF, International Financial Statistics (CD-ROM) (Washington, D.C., November 2008); ADB, Key
Indicators for Asia and the Pacific 2008 (Manila, 2008); and ESCAP estimates.

a Changes in the consumer price index.
b Estimate.
c Forecast (as of 27 February 2009).

Consumption in China will be affected by
the growth slowdown and by the loss of

wealth from declining market assets

The growth of Hong Kong, China slackened signifi-
cantly in the second half of 2008, as the external
sector was dampened by faltering global demand.
Concurrently, the impact on domestic demand began
to emerge, along with a marked correction in the real
estate and financial markets. The setback in private
consumption was particularly sharp, dropping from a
growth rate of 7.6% in the first quarter to –3.2% in the
fourth quarter. For 2008 as a whole, the economy is
estimated to have grown by 2.5%, notably slower than
the 6.4% in 2007.

The pace of growth in Taiwan Province of China also
slowed, from 5.7% in 2007 to an estimated 0.1% in
2008. The noticeably weakened private consumption in
the second half of 2008 is attributable to shaken
consumer confidence, insecure employment prospects
and a sharp correction in asset markets. Investment
expenditure fell, owing to liquidity constraints and dim-
mer profit expectations.
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Macao, China continued to experience remarkable eco-
nomic growth in the first half of 2008, bolstered by
strong performance in the gaming industry and buoyant
tourism. However, investment sagged upon completion
of a number of large construction projects. Reportedly,
new investment initiatives were held back because the
business outlook was uncertain. To tide the economy
over during the economic difficulties, a fiscal stimulus
package was introduced in October 2008.

Growth in Mongolia, unlike other countries in the
subregion, remained robust in 2008 at an estimated
8.6%, after 9.9% growth in 2007. This performance
was led by the mining sector, which represents almost
one-third of the country’s GDP, and benefited from
sharp rises in the international prices of copper and
gold in the first half of 2008. Construction and financial
services benefited from the economic spillover of the
mining sector. Following the outbreak of the global
financial crisis and significant declines in copper and
gold prices, however, growth in the mining sector was
constrained in the latter part of the year. High inflation,
falling housing prices and share prices further capped
consumption growth.

Inflation accelerated with rising food
and energy prices

High international oil and food prices pushed inflation
in East and North-East Asia to an estimated 5.2% in
2008, up from 3.8%. In tandem with the economic
slowdown, however, oil and food prices came down
significantly in the second half of 2008, easing the
inflationary pressure in the region (figure 4.2).

China saw a rapid slowdown in inflation in the latter
part of 2008, but overall inflation for the year was
5.9%, still greater than 2007. While the global
slowdown in fuel and food prices contributed to the
lessening of inflation, food prices also stabilized due
to the fading effects of pig disease in 2007 and
snowstorms in February 2008. Consumer price growth
slowed as general domestic growth also slowed, while
producer prices dropped due to greater competition in
the face of curtailed demand and high supply. Inflation
in China was affected less in 2008 than in previous
years by excess demand, due to the injection of
money into the economy to manage currency appre-
ciation.

Inflation peaked in the Republic of Korea in mid-2008
pushed by higher oil and non-oil commodity prices.
Sharp depreciation of the currency added further infla-
tionary pressure from imported sources. Yet the infla-
tionary pressure subsided as private consumption
weakened and international commodity prices dropped

sharply. The inflation rate stood at 4.7% for 2008 as a
whole, still, nearly double the 2.5% in 2007. Similarly,
inflation in Hong Kong, China has fallen noticeably
since the third quarter of 2008. Along with the easing
of food inflation, the one-off relief measures of the
government of Hong Kong, China, such as a subsidy
of electricity bills and reduced public housing rentals
for low-income households, also kicked in. Taken to-
gether, the inflation rate accelerated to 4.3% in 2008,
up from 2.0% in 2007.

In tandem with the economic slowdown,
however, oil and food prices came

down significantly in the second half
of 2008, easing the inflationary

pressure in the region

Figure 4.2. Acceleration of inflation rate in 2008,
selected economies
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Taiwan Province of China also saw its inflation come
down since mid-2008 on the back of falling food and
fuel prices. In 2008, consumer prices in Taiwan Prov-
ince of China recorded an estimated increase of 3.5%,
higher than the 1.8% in 2007. Inflationary pressure
mounted in Mongolia, running over 30% in August and
September 2008 due to rising imported costs of food
and fuels. Inflation in Macao, China was on a climb in
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the first half of 2008 before easing along with lower
food and energy prices. To counteract the burden of
inflation on households, the government of Macao,
China introduced a number of one-off subsidies and
allowances for households.

Mixed exchange rate movements
across the subregion

Pressure for appreciation of the Chinese yuan dimin-
ished somewhat over the course of 2008, in line with
the regional slowdown in exports and capital inflows.
Relatively fast appreciation of the yuan until mid-2008
was followed by less upward movement in the latter
part of the year, as the effects of the global financial
crisis were felt (figure 4.3). Pressure for currency ap-
preciation was reduced because of slowing exports
and lower interest rates. Less need for Government
intervention in managing currency values contributed
to a slower build-up of reserves.

The Korean currency, the won, fell significantly against
the United States dollar over the course of 2008 due to
capital outflows, as investors withdrew their portfolio
investments in the Republic of Korea. Compared to end-
2007, the won had lost more than 25% of its value
against the United States dollar at end-2008. The
exchange rate of the Mongolian tugrik against the United
States dollar remained largely stable, before deprecia-

ting abruptly towards the end of 2008. The sharp
depreciation was attributable to concerns about the
banking sector and deteriorating “twin-deficit” positions
of the current account and the fiscal balance. On the
other hand, the value of the Hong Kong dollar continued
to be closely tied with the United States dollar under the
Linked Exchange Rate system. The exchange rate of the
New Taiwan dollar against the United States dollar
remained largely stable during 2008.

Struggles in the export sector

The export sector remained the key driver of growth of
the subregion, providing strong support in the first half
of 2008. But along with weaker external demand,
export growth began to slacken in the second half of
the year, affecting economies’ current accounts (figure
4.4).

China’s export performance held up reasonably well in
the initial months of the export slowdown. Still, export
growth was on a downward trend, while import growth
decreased faster. By November 2008, there was a
contraction in exports of 2.2% year-on-year, the first
monthly fall in almost seven years. But the export
contraction was accompanied by an even faster im-
port contraction of 18.0%, leading to a larger trade
surplus for the month. December 2008 and January
2009, saw a continuation of the trend, with a contrac-
tion in exports of 2.8% and 17.5% year-on-year, re-

Figure 4.3. Mixed exchange rate movements: sharp depreciation of the Korean won and Mongolian
tugrik, other currencies stable
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spectively. More worrisome was an accelerating de-
crease in imports of 21.3% and 43.1% for the same
period, most likely reflecting further downturns in future
export performance. The Government has attempted
to support exports through various policy measures.
Three rounds of export tax rebates were announced,
with the latest round in December 2008 affecting 3,770
items accounting for 28% of total exports. Export
duties have also been removed on a range of prod-
ucts.

Exports from the Republic of Korea remained strong
until the third quarter of 2008, due partly to a much
weaker Korean won, which helped enhance the com-
petitiveness of Korean products in overseas markets.
As the negative impact of the global financial crisis set
in, the export sector began to feel the pinch, and
export performance retreated notably in the last
quarter of the year, falling 9.9% year-on-year. The
current account balance turned into a deficit in 2008.

Hong Kong, China, registered strong growth in mer-
chandise exports in the first half of 2008, before
decelerating to modest growth in the third quarter and
declining in the fourth quarter by 1.7% year on year.
Exports to the United States market posed the great-
est drag. Exports to other markets were also gradually
affected, owing to the global downturn. Still, exports of
services held up relatively well in most of 2008, under-
pinned by the continued notable growth in offshore
trade. Taken together, the current account for Hong
Kong, China, continued to register a sizeable surplus.

Exports from Taiwan Province of China were robust in
the first half of the year, supported by buoyant exports
to China. In the second half of the year,  there was a
drastic turnaround as the shrinkage in external de-
mand took its toll, with fourth quarter year-on-year
exports falling sharply by 24.7%. The merchandise
trade surplus went down notably in the third quarter.
For 2008 as a whole, the current account still re-
corded a surplus, though lower than in 2007.

In Mongolia, while export earnings in the mining
sector increased sharply, the value of imports esca-
lated even more due to higher food and fuel prices.
As a result, the merchandise trade deficit widened
in the first nine months of 2008, and the country’s
current account swung from a surplus in 2007 to a
deficit in 2008.

Net capital outflows

Portfolio capital inflows to China moderated during the
course of the year because of declining asset values
and reduced expectations for currency appreciation.
Equity market values fell throughout the year in re-
sponse to the slowing domestic economy and re-
duced appetite for global risk. Property markets re-
versed in late 2008 as the Government took measures
to rein in the sector and lower consumer demand.
China continued to see FDI growth during the year,
though the pace had slowed sharply by the end of
the year. The late slowdown in FDI was likely due to
the lag in FDI data, reflecting decisions taken months
earlier and revealing more circumspect investment be-
cause of slowing global and domestic economic con-
ditions.

In the Republic of Korea, net capital outflow was
recorded in the first three quarters of 2008. Significant
net direct investment outflow and portfolio investment
outflows were only partly compensated for by net
inflows of other investment. Hong Kong, China regis-
tered net capital outflows in the first three quarters of
2008, due mainly to net outflows of portfolio invest-
ment and other investment, which were only partially
offset by the net inflows of direct investment and
financial derivatives. Taiwan Province of China also
saw net capital outflows in the first three quarters of
2008. Continued significant investments abroad
caused a net direct investment outflow. Additionally,
there was massive portfolio outflow, caused by in-
creased portfolio investment outside the economy and
reduced portfolio investment in the economy. Mongolia
continued to attract substantial FDI, which has been
its major source of capital inflows.

Figure 4.4. Deterioration of current account
balances in 2008, selected economies
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Policy responses: Space for
expansionary policies

To support their economies in the face of the global
financial crisis and to alleviate the burden of inflation
on households, Governments introduced various forms
of fiscal stimulus packages, bailout plans and relief
measures. The Government of China introduced the
region’s largest  fiscal stimulus package ($584 billion)
in late 2008, equivalent to around 13% of GDP, led by
expenditure in infrastructure, followed by a number of
further plans in early 2009. The Government of the
Republic of Korea announced a bank bail-out package
of $100 billion in the form of Government loan guaran-
tees. In late 2008, the country approved a fiscal
support plan equivalent to around 4% of GDP, com-
prising both fiscal expenditure expansion and tax re-
duction (table 4.2).

The Government of China has made efforts to  coun-
teract the growth slowdown through a fiscal policy
package of 4 trillion yuan ($584 billion), announced in
November 2008, followed by further plans, announced
in early 2009, dedicated to science and technology
and the health care system. Though some of the
amount in the late-2008 fiscal package includes previ-
ously announced spending plans, the size of the
package is unprecedented in China. The package is
heavily directed toward infrastructure investment – rail-
ways, airports, environmental infrastructure, low-cost
housing and the reconstruction of areas affected by
the Sichuan earthquake of May 2008 (figure 4.5). Real
estate investment will be boosted by the support for
low-cost housing. The Government’s “harmonious so-
ciety” initiative to reduce the socio-economic gap be-
tween regions and sections of the population will be
supported by the share of spending to be directed to
rural livelihoods.

While such supportive policies by Governments could
help stabilize and ride out the prevailing economic
downturn, Governments will face increased dilemmas
in terms of keeping a prudent budget policy in a
sustainable manner. Most economies in the subregion
have shown significant improvement in their fiscal bal-
ances since the financial crisis of late 1990s. But rising
public-sector spending and reduced revenue will add
an extra budgetary burden and will weaken the fiscal
position of the Governments (figure 4.6). Failure to
keep Government budgets in check will lead to con-
cerns about public-sector debt. Overexpansion of the
public sector will also crowd out private-sector invest-
ment incentives. This will be discussed in more detail
in chapter 5.

Figure 4.5. China’s fiscal stimulus package
focusing on infrastructure investments
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27 November 2008.

Figure 4.6. Solid but weakening fiscal positions
in 2008, selected economies
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Table 4.2. Fiscal stimulus packages in China and the Republic of Korea

Salient features

China $584 billion (4 trillion yuan) fiscal stimulus plan announced on 9 November 2008 intended to
stimulate domestic demand.
• 1.8 trillion yuan will go to construction of railways, highways, airports and power grids.
• 1 trillion yuan for reconstruction in regions worst hit by the earthquake of 12 May.
• 280 billion yuan to speed low-income housing projects.
• 370 billion yuan to improve people's living standards and infrastructure in rural areas.
• 40 billion yuan for health and education programmes.
• 350 billion yuan for ecological and environmental projects.
• 160 billion yuan for technological innovation.

$88 billion (600 billion yuan) announced on 12 January 2009 dedicated to scientific and technical
innovation and upgrades.
• Will expedite investment in six major projects closely related to the current economic development

situation.
• The six plans were among those approved in China's National Medium- and Long-term Science

and Technology Development Plan (2006-2020).

$123 billion (850 billion yuan) announced on 21 January 2009 to improve the nation's health care
system.

Authorities would take measures within three years to provide basic medical security to all Chinese in
urban and rural areas, improve the quality of medical services, and make medical services more
accessible and affordable for ordinary people.
• Increase the amount of rural and urban population covered by the basic medical insurance

system or the new rural cooperative medical system to at least 90% by 2011.
• Each person covered by the systems would receive an annual subsidy of 120 yuan from 2010.
• Improve quality of medical services by upgrading grassroots medical institutions, improving health

services in rural areas and launching a pilot programme to reform services of public hospitals.

Republic of The National Assembly approved the 2009 Budget and Public Fund Operations Plan to Overcome
Korea Economic Difficulties in mid-December. The fiscal support measures, equivalent to around 4% of GDP,

promote both fiscal expenditure expansion and tax reduction. In order to provide imminent support to
the economy, the Government aims to execute 60% of the budget in the first half of 2009. These
fiscal support initiatives include the following objectives:
• Create more jobs by providing better job training through expansion of the internship system,

vitalization of venture enterprises, and increased numbers of job positions for the underprivileged.
• Increase welfare support to stabilize livelihoods of low-income, underprivileged classes and provide

aggressive support in reducing childcare costs.
• Increase social overhead capital investments with a focus on investments in construction projects,

including leading projects for the advancement of the metropolitan economy and provincial traffic
network expansion.

• Support stabilization of SMEs and the financial markets by increasing SME guarantees.
• Provide an additional 1.9 trillion won for regional finances to offset the reduced real estate tax arising

from amendments to the comprehensive real estate taxes.

The Government announced establishment of the "Green New Deal Job Creation Plan" in early January
2009. The eco-friendly policy initiative is valued at 50 trillion won. It aims to generate of 960,000 jobs in
four years, of which 140,000 jobs will be created in 2009. Focus areas of the Green New Deal include:
• Energy conservation, recycling, and clean energy development to build an energy-saving economy.
• Green transportation networks and clean water supplies to upgrade the quality of life and

environment.
• Carbon reductions and stable supply of water resources to protect the earth and future generations.
• Building of industrial and information infrastructures, and technology development to use energy

efficiently in the future.
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Turnaround of tight monetary policy

East and North-East Asia experienced a notable
change in monetary policy in 2008. Facing high oil
and food prices in the first half of the year, central
banks focused on containing inflation. When the global
financial turbulence hit the region, a liquidity squeeze
became a mounting concern. At the same time, the
sharp correction in international commodity prices also
provided more room for loosening monetary policy.

China reversed its monetary policy over the course of
the year as inflation pressures subsided. Until early
2008, the Government attempted to curtail lending to
the real estate sector and manage excessive invest-
ment through various administrative and market-based
banking policies. Since 2007, interest rates have been
raised six times; the reserve requirement ratio, 15
times. In response to the slowing of the real estate
sector, general consumption and investment, these
measures were reversed in the latter half of 2008. The
People’s Bank of China relaxed credit quotas and cut
both interest rates and bank reserve ratios in late
2008. Interest rates were reduced four times, starting
in September 2008; the cut of 108 basis points in late
November 2008 was the largest reduction since the
1997 Asian crisis. The Government announced in Oc-
tober 2008 that it would not apply the credit quotas
that had served to curtail lending since late 2007.

To counteract rising inflation, the Bank of Korea raised
its key policy rate by 25 basis points to a seven-year
high of 5.25% in August 2008. As the risk of economic
slowdown continued to rise, the Bank cut its key
policy interest rate by 25 basis points in early October
in a coordinated move with other central banks. As
the severe credit freeze deepened, the Bank slashed
the interest rate again in late October by 75 basis
points. That was followed by cuts of another 25 basis
points and 100 basis points in November and Decem-
ber, respectively. With all the cuts, the Bank of
Korea base rate was reduced to 3.0% at end-2008,
compared with 5% at end-2007.

Under the currency board arrangement, Hong Kong,
China followed United States monetary policy closely
and cut its interest rate aggressively. A total of 525
basis points were slashed during 2008.1 The discount

window base rate was 0.5% at end-2008, compared
to 5.75% at end-2007. Taiwan Province of China
also followed suit and cut interest rates aggressively.
The Central Bank of China brought the discount rate
down to 2% by end-2008, compared to 3.375% at
end-2007. The Bank of Mongolia followed a tightening
monetary policy during most of the year, but, facing
the rising risk of economic slowdown and easing
inflationary pressure, it cut the interest rate by 50 basis
points towards the end of the year, to 9.75% at end-
2008.

Outlook: Difficult times ahead as
export engine falters

The East and North-East Asia subregion is forecast to
grow by 3.8% in 2009, dragged down by recession in
its more advanced economies.  The main impact on
growth will come from the slowing of the critical manu-
facturing export sector, leading to the subregion being
forecast to lose its position as the fastest growing
subregion of Asia and the Pacific to other subregions
which rely more on relatively insulated domestic de-
mand.

Economic growth in China in 2009 will be dragged
down by the impact on the export sector of weaker
external demand. Domestic demand, supported by a
loosened monetary stance and increased public
spending on infrastructure projects, is expected to
provide a partial cushion. As a result, the economy of
China is forecast to attain 7.5% growth in 2009.

Growth in the Republic of Korea is forecast at –1.5%
for 2009, primarily due to weaker export performance.
Private consumption and investment will also slow as
concerns grow about employment, prices and high
consumer debt.

Hong Kong, China, is forecast to see growth of –2.5%
in 2009. The export sector will be hit by weaker
external demand, whereas domestic demand will be
dampened by rising unemployment and dimmer eco-
nomic prospects. Taiwan Province of China is forecast
to shrink by 2.0% in 2009.  It is expected that export
growth will be limited in 2009.

1 This included the reduction of the spread of 150 basis
points above the prevailing United States Fed Funds
Target Rate to 50 basis points.
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For the economies in North and Central Asia, 2008
was a year of mixed blessings.  All the economies
experienced a slowing of economic growth. Aggregate
GDP in 2008 was 3.0 percentage points lower than in
2007 (table 4.3), when the subregional countries as a
whole posted one of the fastest growth rates since
the start of their economic transition.  Nevertheless,
growth was given a boost by high prices in oil, natural
gas, metals as well as cotton and cereals, albeit to a
lesser extent, for most of the year. By year’s end, as
these commodity markets became more volatile, the
financial crisis compelled the subregional economies to
consider the extent to which Governments should pro-
vide insulation from external shocks. The rise in world
energy and food prices was rather notable in the
subregion as inflation accelerated to 14.3% compared
to 9.4% in 2007. The subregion faced limited access to
foreign loans and monetary policy was tightened. The
global financial crisis also led to scaled-back projec-
tions for economic growth in 2009-2010.

Impact: Resilient growth with
some deceleration

With the exception of Kazakhstan and Georgia, GDP
growth in all the economies of North and Central Asia

exceeded 5.0% in 2008 (figure 4.7). Growth in 2008
continued to be driven by domestic private consump-
tion and fixed investment. The key factors underpin-
ning the robust domestic demand were rising real
wages, strong FDI inflows, and strong growth in over-
seas remittances.

GDP growth resilient

Azerbaijan, with growth of 10.8%, was expected to
record the highest rates of economic growth in the
subregion for a fourth consecutive year.

The GDP of the Russian Federation increased by 5.6% in
2008, owing to robust growth in retail sales and invest-
ment in fixed assets. Retail turnover and investment in
fixed capital grew by 13.0% and 9.1%, respectively,
through 2008. The industrial sector, benefitting from
expansion in manufacturing, grew by 2.1% over the
same period. Agricultural production rose by 10.8% in
2008. The grain harvest was expected to be 108 million
tons for 2008, exceeding the 2007 harvest by more than
25 million tons and permitting exports of grain to
neighbouring countries. The country remained the sec-
ond-largest oil producer in the world in 2008. Despite the
sharp decline in oil prices, the hydrocarbon sector
continued to play a key role in economic development.

North and Central Asia: Overall a year of
mixed results

Table 4.3. Rates of economic growth and inflation in North and Central Asian economies, 2007-2009

(Per cent)

Real GDP growth Inflationa

2007 2008b  2009c 2007 2008b  2009c

Subregion total 8.6 5.6 3.6 9.4 14.3 10.7
Armenia 13.8 6.8 6.5 4.4 9.0 5.5
Azerbaijan 25.0 10.8 8.0 16.7 20.8 15.0
Georgia 12.4 4.0 4.0 9.3 10.0 9.0
Kazakhstan 8.5 2.4 1.5 10.8 17.0 8.5
Kyrgyzstan 8.2 7.6 4.5 10.2 24.5 10.0
Russian Federation 8.1 5.6 3.5 9.0 14.1 11.0
Tajikistan 7.8 7.9 5.5 21.5 20.4 14.0
Turkmenistan 8.5 5.0 3.0 6.3 13.0 10.0
Uzbekistan 9.5 8.6 7.0 12.3 12.0 6.5

Sources: ESCAP, based on data from the Interstate Statistical Committee of the Commonwealth of Independent States, accessed from
www.cisstat.com, 22 October 2008 and Press Release, 3 February 2009; and ESCAP estimates.

a Changes in the consumer price index.
b Estimate.
c Forecast (as of 27 February 2009).
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Figure 4.7. Real GDP and sectoral growth in North and Central Asian economies, 2007-2008
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After averaging 10% annual growth from 2000 to 2007,
the GDP of Kazakhstan grew by 2.4% in 2008, which
is much lower than the targeted goal of 6 to 7%.
Industrial output grew by 2.1% in 2008, down from the
4.5% recorded in 2007. The mining and utilities sec-
tors were leading drivers of growth in industrial pro-
duction. The grain harvest of 2008 was not as favour-
able as in 2007, and overall agricultural production fell
by 5.6% in 2008 compared with 2007. Oil and gas
condensate production was expected to come to 70
million tons in 2008, 4.4% higher than in 2007.

Weakness in oil output and double-digit inflation con-
tinues to impede economic growth in Azerbaijan. The
country’s GDP grew by 10.8% in 2008, compared with
the rate of 25% recorded in 2007. The industrial sector
expanded by 6.0%, and retail sales grew by 16.1% in
2008. The construction sector boomed, expanding by
38% in the first nine months of the year, as oil
revenues financed public infrastructure projects. The
mining sector, including oil and gas, accounted for
around 80% of total industrial output and grew by
12.1% in the first nine months of 2008, compared with
33.5% in the corresponding period of 2007. Agricul-
tural output increased by a record of 6.1% in 2008,
owing to a good grain harvest.

The economy of Tajikistan grew 7.9% in 2008, but
industrial production fell by 4.0% due to the cold
weather that caused electricity blackouts at industrial
facilities. Agriculture production grew by 7.9% in 2008.
Cotton continued to constitute the primary agricultural
output for Tajikistan and remained the second-highest
source of export earnings for the country, after alu-
minium. The harvest of cotton fell, however, by 4.4% in
2007 and was expected to fall further in 2008 due to
water shortages and a locust attack that damaged
thousands of hectares of agricultural crops.

Armenia’s GDP increased by 6.8% in 2008 as a result
of a boom in construction, financial services and com-
munications. Industrial output grew 2.0% in 2008. The
moderate growth rate of industrial production was
attributed to falling global prices in non-ferrous metals,
Armenia’s leading export. But the energy sector
helped to drive economic growth, generating one fifth
of overall industrial output in the first 10 months of
2008. Financial services grew strongly, owing to robust
demand for consumer credit. An increase in fruit har-
vests contributed to a 1.3% increase in the agriculture
output in 2008.

Kyrgyzstan’s GDP grew 7.6% in 2008. Gold production
boosted overall growth, as the non-gold economy
suffered from difficulties in the banking sector. Indus-
trial output grew 14.9% in 2008, primarily due to an
increase in textile and metals production. Low water

levels limited electricity deliveries to industrial enter-
prises. Agricultural production rose 0.6% in 2008, due
to an increase in the area under cultivation for grains,
vegetables and cotton.

Georgia’s GDP grew at a record level of 12.4% in
2007, up from an annual average of 9.5% in 2005/06,
due to a rebound in agricultural output and stronger
growth in transport and construction. GDP growth
slowed to 4.0% in the first nine months of 2008
because of slower agricultural and manufacturing pro-
duction. Services grew much faster than in 2007,
thanks to rising household incomes and an improving
financial sector. And privatization of several important
industrial enterprises generated additional investment
to stimulate economic growth.

Azerbaijan was expected to record the
highest rates of economic growth in the
subregion for a fourth consecutive year

In Turkmenistan, the hydrocarbon industry remained
the main driver of the economy and the largest con-
tributor to industrial production in 2008. GDP grew by
7.5% in the first seven months of the year, mainly
because of strong growth in industrial output and
investment. Degradation of the soil and reduction of
grain and cotton harvests weakened agriculture. But
with strong demand and high prices for the country’s
main commodities of cotton, gas and oil, GDP was
expected to grow by 5.0% in 2008.

The economy of Uzbekistan was expected to grow at
a healthy pace in 2008. GDP growth in the first nine
months of 2008 was 9.4%. Industrial output and retail
trade grew by 12.4% and 15.0%, respectively, in that
period. Gross fixed investment grew more than 20%,
and foreign trade turnover benefited from an expan-
sion in exports in the first nine months of the year. Key
commodities such as cotton, gas and gold received a
boost from strong commodity prices. And the automo-
tive sector raised its sales abroad by taking advantage
of strong demand for cars in the Russian Federation.

State budget targets were mostly met

The budget of the Russian Federation, which has
recorded a surplus for the last eight years, was ex-
pected to have a surplus of 5.5% of GDP, compared
with 5.4% in 2007 (figure 4.8). Because oil and gas
exports are expected to comprise one third of budget
revenue in 2009, the Government took steps in 2008
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to diversify the economy and reduce dependence on
hydrocarbons. It diverted more oil revenues into the
Stabilization Fund, which for years has been absorbing
windfall taxes from energy exports to help control
inflation. The three-year budget approved by the coun-
try’s parliament in November 2008 envisaged budget
targets for 2009-2011 that take into account a high
inflation rate and falling oil prices. The budget surplus
is expected to decline to 3.6% of GDP in 2009 and to
2.8% of GDP in 2010. Government expenditures are
planned to rise by about 20% in 2009 and by 14% in
2010.

Due to the rapid growth of hydrocarbon production
and massive oil revenue, budget performance was
strong in Azerbaijan and Kazakhstan. But the State
budgets of these economies were expected to record
deficits of 1.6% and over 2.2% of GDP, respectively, in
2008. Additional spending on social infrastructure
could worsen the budget performances of both coun-
tries in 2009. In September 2008, the Government of
Azerbaijan increased minimum monthly wages and
labour pensions by 25%. To cover additional social
spending from the oil sector, Kazakhstan plans to
introduce a new export tax on oil production, which
will increase the tax burden on companies developing
the country’s natural resources and mainly target for-

eign energy companies operating on a production-
sharing basis.

The State budget deficit of Armenia was expected to
increase from 0.7% of GDP in 2007 to 0.8% of GDP in
2008 because of increased expenditures on social
programmes and infrastructure and continued reform
of the pension system. Spending was expected to rise
by 20% for education and by 24% on medical care,
much of it as a pay raise for medical personnel. To
meet increased expenditures, the Government under-
took measures to reduce tax evasion and improve the
tax system, tax and customs administration and the
business environment.

Figure 4.8. Budget balance as a percentage of
GDP in selected North and Central Asian
economies, 2007-2008
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The three-year budget of the Russian
Federation envisaged budget targets
for 2009-2011 that take into account
a high inflation and falling oil prices

The budget performance of Kyrgyzstan in 2008 was
solid because of tightening fiscal policy. A VAT makes
up almost half of total tax revenue. But due to rapidly
rising inflation, the Government cut the rate of VAT on
some food products, affecting revenue targets for
2008. In 2009, the overall VAT rate could be reduced
from 20% to 12%, and the unified tax on small busi-
nesses from 10% to 6%. The country’s 2008 budget
deficit target was 2.2% of GDP. However, the State
budget of Kyrgyzstan was expected to record a deficit
of 0.7% of GDP owing to maintaining tight fiscal
control.

The Government of Uzbekistan maintained a relatively
prudent fiscal stance to keep the State budget in
balance in 2008. Fiscal performance has improved in
recent years, owing to strong economic growth, high
commodity prices and tax reforms. Favourable trends
in export revenue could help the Government meet
additional social spending on public-sector wages and
pensions.

In Tajikistan the 2007 State budget surplus of 1.7% of
GDP was expected to revert to a small deficit of 0.3%
of GDP in 2008 because of rising demands on Gov-
ernment expenditure, particularly the implementation of
the public investment programme. Budget revenues
were reduced because of the country’s narrow tax
base. Aluminium and cotton were the two main con-
tributors to overall revenues. The expected 2008 deficit
of Turkmenistan was due to an anticipated increase in
public-sector wages and Government investment. The
additional spending was expected to be met by in-



ECONOMIC AND SOCIAL SURVEY OF ASIA AND THE PACIFIC 2009

106

creased earnings from the hydrocarbon sector, which
has been the main contributor to the budget revenues.
Tax revenue was expected to contribute around 20%
of total revenue. About 70% of total expenditure is
directed towards social spending, including free utili-
ties for the population.

Accommodative monetary policy

The monetary policies of the North and Central Asian
countries in 2008 continued to focus on keeping infla-
tion within the targeted range and ensuring stability of
national currencies. But inflation started to accelerate
in the second half of 2007 and continued in 2008,
driven by surging international food and energy prices
(figure 4.9). Over the year, consumer price inflation
remained in the double digits in most of the
subregion’s economies. Strong domestic demand and
rising real wages added inflationary pressures. The
heightened inflation was most pronounced in Tajikistan,
Kazakhstan, Kyrgyzstan, and Azerbaijan as consumer
prices grew by about or more than 20% in 2008. The
main driver of the inflationary surge was food and
energy price inflation.

Rising Government expenditures, high prices for im-
ported wheat and mineral products and the rapid
expansion of monetary aggregates continued to exert
pressure on consumer prices in Armenia. Inflation ac-
celerated to 9.0% in 2008, its highest rate in a dec-

ade, due largely to rising food and energy prices. To
combat rising prices, the central bank increased its
refinancing rate from 5.75% to 7.75%, but that step
had had limited impact. The continued appreciation of
the dram, the national currency, negatively affected
economic performance and led some to urge more
State spending in education and health care. Since
2003, the value of the dram has increased by more
than 90% in nominal terms against the United States
dollar, owing to both the weakness of the United
States dollar and continued robust inflows of overseas
remittances. By the end of 2008, however, the dram
was expected to weaken against the United States
dollar in nominal term (figure 4.10).

Figure 4.9. Inflation in North and Central Asian economies, 2007-2008
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Sources: ESCAP, based on data from the Interstate Statistical Committee of the Commonwealth of Independent States, accessed from
www.cisstat.com, 22 October 2008, and Press Release, 3 February 2009; IMF, World Economic Outlook Database (Washington, D.C., 2008);  and
ESCAP estimates.

Notes: Inflation rates refer to percentage changes in the consumer price index. Inflation rates for 2008 are estimates for Turkmenistan and
Uzbekistan.

The monetary policies in 2008 continued
to focus on keeping inflation within

the targeted range and ensuring
stability of national currencies

In Azerbaijan, large oil export revenues caused an
acceleration of consumer price inflation, constraining
economic growth and reducing consumers’ purchasing
power. The inflation rate reached a 12-year high of
20.8% in 2008. Food prices rose almost three times
faster than prices of non-food commodities, reflecting
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global trends. To bring inflation down, the Government
was expected to allow greater nominal appreciation of
the manat in 2008. Foreign currency inflows from oil
exports strengthened the manat in real terms against
the United States dollar by around 35% between the
end of 2007 and 2008, and the Government replaced
the exchange rate, which was pegged to the United
States dollar with a currency basket to combat
inflation.

Tight liquidity and high inflation were the key monetary
policy concerns for Kazakhstan. Consumer price infla-
tion reached 17.0% in 2008. The national currency, the
tenge, was stabilized by drawing on the National
Bank’s reserves in the second half of 2007, when
concerns over liquidity problems in the banking sector
sparked higher local demand for foreign currency. In
August 2008 the tenge was 4% stronger in nominal
terms against the United States dollar than a year
earlier.  However, the tenge was expected to be
devaluated in the beginning of 2009.

Consumer price inflation was 24.5% in Kyrgyzstan in
2008. As in other Central Asian countries, inflation was
boosted by higher food and fuel prices. The economy
was unable to avoid price hikes because of increases
in the prices of flour and grain. The Government
introduced extraordinary measures to control the
prices of these and other staples. To prevent short-
ages in grain and flour, the Government created a
state grain reserve and supplied it at fixed prices. The

Government also reduced prices on diesel fuel for
farmers and extended about $3 million in low-interest
agricultural credits to farmers. A new law on food
security aimed at bolstering emergency measures to
ensure minimum food supplies during crises was un-
der preparation. As a result of rising domestic inflation,
the national currency, the som, was expected to ap-
preciate in real effective terms against the United
States dollar in 2008 after remaining stable in 2006-
2007. However, by the end of 2008, the som depreci-
ated by about 13% in nominal term.

Consumer price inflation in Georgia reached 10.0% in
2008, the highest in four years. The price of food rose
sharply due to high international food prices and harsh
weather. Transport and utility costs also rose rapidly,
reflecting high global energy prices. Inflation in the
country was fuelled by strong economic activity and
growth in monetary aggregates. The national currency
of Georgia, the lari, appreciated steadily against the
United States dollar in 2006-2007. But in the first
seven months of 2008, its real exchange rate against
the dollar rose by 23% year due to the weakening of
the United States dollar, continued strong inflows of
FDI and the successful initial placement of Georgia’s
Eurobond.

High oil prices, capital inflows and the effects of an
earlier fiscal relaxation fed inflationary pressures in the
Russian Federation. The Government raised its 2008
inflation projection from 7.5-8.5% to 14%, which would

Figure 4.10. Exchange rates, against the United States dollar, of selected North and Central Asian
economies, 1996-2008
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be the highest since 2002. Consumer price inflation
was 14.1% in 2008. Food prices, one of the main
drivers of consumer price inflation, were expected to
moderate by the end of the year as a result of
stabilized global food prices and a record grain har-
vest. The surge in inflation caused the continued ap-
preciation of the ruble in real effective terms – in the
first 10 months of 2008, the ruble became 4.7%
stronger against the United States dollar. But in No-
vember 2008, it fell by 1% against the combined
dollar/euro basket of currencies after the Central Bank
of the Russian Federation reduced the floor at which it
would defend its national currency.

A combination of internal and external factors led to
sharp rises in food, fuel and consumer goods prices
in Tajikistan. Consumer price inflation accelerated to
21.5% in 2007 and reached 20.4% in 2008. High
inflation was expected to cause the national currency
of Tajikistan, the somoni, to appreciate in real effective
terms against the currencies of the country’s main
trading partners, the euro and the ruble, in 2008. But
remittances from workers living abroad and inflows on
the capital account were expected to support the
national currency against the United States dollar.

Prices rose in Turkmenistan in 2008 because of large
increases in fuel and public-transport prices, and a
poor cereal crop led to an increase in food prices.
The average rate of consumer price inflation was
expected to reach 13% in 2008. In May 2008 the
Government tried to control inflation by unifying the
official and commercial exchange rates of the manat,

which would reduce the amount of cash in circulation.
The unification is expected to be followed by a
redenomination of 5,000 “old” to 1 “new” manat in
2009.

Inflation in Uzbekistan was expected to exceed 10% in
2008 due to rising food and fuel prices. To reduce
inflationary pressures, monetary policy was tightened
in late 2007. But strong export-related inflows and
large increases in public-sector wages maintained in-
flationary pressure in 2008. A moderate nominal ap-
preciation of the national currency, the som, was ex-
pected to control inflation in 2009 and reduce reliance
on indirect tools of monetary policy.

Current account trends vary

A widening trade deficit was expected to increase the
current account deficit of Armenia from 6.4% of GDP
in 2007 to 8.6% of GDP in 2008 (table 4.4). The trade
deficit widened because of soaring imports and falling
export revenue. Import expenditures rose by 43%, to
$3.1 billion, and merchandise exports grew by only
0.4%, to $832 million, in the first nine months of 2008
(table 4.5). Building materials, consumer goods and
machinery and equipment for new construction
projects were among the leading imports. Metallurgy,
machine-building and mineral products became impor-
tant sources of export revenue. But stagnation in the
manufacturing sector weakened the export-oriented
diamond-processing industry, which had been the
country’s dominant exporter in recent years.

Table 4.4. External accounts for North and Central Asian economies, 2007-2008

(Per cent)

Current account
Export/GDP Importa/GDP balance/GDP

2007 2008b  2007 2008b 2007 2008b

Armenia 13.0 10.2 30.4 30.1 –6.4 –8.6
Azerbaijan 68.2 71.9 19.2 14.1 30.7 40.6
Georgia 20.5 21.1 48.9 55.0 –12.5 –20.8
Kazakhstan 46.1 47.2 31.7 26.6 –7.1 4.7
Kyrgyzstan 35.7 33.2 70.3 68.8 –7.0 –12.0
Russian Federation 27.6 27.2 17.3 17.6 5.9 6.0
Tajikistan 41.9 35.0 83.9 79.3 –11.2 –8.5
Turkmenistan 82.8 116.3 49.7 62.2 15.4 26.5
Uzbekistan 36.0 37.4  25.7 24.4  19.1 21.7

Sources: IMF, International Financial Statistics (CD-ROM) (Washington, D.C., 2008), and World Economic Outlook Database (Washington, D.C.,
2008); Economist Intelligence Unit, Country Reports (London, EIU, 2008), various issues; and ESCAP estimates.

a Import value in f.o.b.
b Estimates.
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Azerbaijan was expected to record a current account
surplus of 40.6% of GDP in 2008 because of rising oil
exports and high global oil prices in the first half of
2008. Oil and gas products accounted for around 60%
of total export revenue of the economy in this period.
Rising oil production and oil exports enabled
Azerbaijan to run a merchandise trade surplus of
about $33 billion in the first nine months of 2008.
Exports rose more than eightfold, to about $39 billion,
and imports grew by 33.8% to $5.2 billion in that
period. The country continued to rely on imports of
food products, consumer goods and machinery and
equipment to complete its hydrocarbon projects and
improve infrastructure. An appreciating currency and
rising wages boosted expenditures on imported con-
sumer goods.

The current account deficit of Kyrgyzstan was ex-
pected to increase from 7.0% of GDP in 2007 to 12%
of GDP in 2008, largely because of a widening trade
deficit. In the first nine months of 2008, exports grew
by 27.1% and imports rose by more than 52%, in-
creasing the trade gap from $1.1 billion in the first
nine months of 2007 to $1.8 billion in the correspond-
ing period of 2008. The major imports were wheat and
fuel from the Russian Federation and Kazakhstan. But
strong growth in remittances from migrant labour
abroad and successful negotiation with the Paris Club
regarding debt restructuring increased current transfers
to the current account of the country in 2008.

The current account deficit of Georgia in 2008 was
expected to increase from 12.5% of GDP in 2007 to
more than 20.0% of GDP due to a large trade deficit.

Imports rose by 31.8% to $4.7 billion, and exports
grew by 42.1% to $1.2 billion in the first nine months
of 2008. As a result, the trade deficit of the country
increased from $2.7 billion in the first nine months of
2007 to $3.4 billion in the corresponding period of
2008. Ferrous metals and fertilizers continued to domi-
nate the exports of the country, providing more than
half of the growth in exports. Among the largest
imports were gas, crude oil, petroleum and automo-
biles.

A foreign trade surplus was expected to cause the
current account surplus of the Russian Federation to
grow from 5.9% of GDP in 2007 to 6.0% in 2008.
Exports grew by 52.5%, and imports rose by 47.6% in
the first nine months of 2008. The trade surplus in-
creased from $106 billion in the first nine months of
2007 to $169 billion in the same period of 2008.
Hydrocarbon exports accounted for about 70% of the
total export earnings in the first nine months of 2008.
Machinery and equipment for new construction
projects and consumer goods were the largest im-
ports.

The current account deficit of Tajikistan was expected
to narrow from 11.2% in 2007 to 8.5% in 2008. Mer-
chandise exports of Tajikistan increased by 4.8% to
$1.1 billion, and imports grew by 35.9% to $2.4 billion
in the first nine months of 2008. As a result, the trade
deficit of the country was more than double the deficit
in the corresponding period of 2007. Rising global
energy and food prices had a negative impact on the
trade balance. Aluminium, cotton and electrical energy
remained the country’s primary exports; the largest

Table 4.5. Export and import growth in North and Central Asian economies, 2006-2008

(Per cent)

Growth rates

Exports Imports

2006 2007 2008a 2006 2007 2008a

Armenia 1.1 17.0 0.4 21.6 49.1 43.0
Azerbaijan 46.6 –4.9 803.0 25.1 8.4 33.8
Georgia 8.2 32.5 42.1 47.7 41.8 31.8
Kazakhstan 37.3 24.8 66.1 36.5 38.3 18.3
Kyrgyzstan 18.2 42.8 27.1 56.0 40.7 52.4
Russian Federation 24.8 17.0 52.5 39.6 44.9 47.6
Tajikistan 53.9 4.9 4.8 29.7 42.3 35.9
Turkmenistanb 17.6 31.2 29.8 13.2 11.1 15.6
Uzbekistanb 18.0 42.9 24.1  16.0 49.2 13.4

Sources: Website of the Interstate Statistical Committee of the Commonwealth of Independent States, accessed from www.cisstat.com,
11 December 2008; and Economist Intelligence Unit, Country Reports (London, EIU, 2008), various issues.

a All figures refer to January-September, except for Turkmenistan and Uzbekistan, which are whole-year estimates.
b Import value in f.o.b.
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imports were food and consumer goods, and the
needs of the economy for wheat and flour were met
at a higher than usual cost. Large inflows of remit-
tances could offset the impact of the widening trade
imbalance on the current account. The remittances of
about one million labour migrants, working mostly in
the Russian Federation and Kazakhstan, accounted for
36% of GDP in 2007.

The current account surplus of Turkmenistan was ex-
pected to rise from 15.4% of GDP in 2007 to more
than 26% of GDP in 2008, due mainly to rising natural
gas exports. Export revenue was expected to grow by
about 30% and import expenditure by 15.6% in 2008.
The merchandise trade surplus was expected to rise
in 2008 because of strong demand for the country’s
gas exports in the Russian Federation. The machinery
and equipment for gas exploitation, construction and
agriculture continued to dominate the country’s import
structure.

The current account of Uzbekistan was expected to
have a surplus of 21.7% of GDP because of a large
trade surplus and increased remittances from citizens
working abroad. Rising global prices on the country’s
principal export commodities – gold, gas and cotton –
were expected to increase export revenues by more
than 24% in 2008, and hydrocarbons became a more
important source of income than in the past. Growing
remittances were expected to ensure a surplus of
current transfers.

Kazakhstan’s 2007 current account deficit was ex-
pected to revert to a surplus of 4.7% of GDP in 2008.
The merchandise trade surplus was expected to rise
in response to strong demand for the country’s oil
exports. High oil prices increased the trade surplus
from $10 billion in the first nine months of 2007 to $28
billion in the corresponding period of 2008. In the first
three quarters of 2008, exports from Kazakhstan rose
by 66.1% to $56 billion, and imports grew by 18.3% to
$28 billion. The Russian Federation remained the larg-
est trading partner of Kazakhstan; China is an impor-
tant supplier of consumer goods.

Policy responses: Solid fiscal
positions, but concerns loom

As in other subregions, policy responses were geared
towards dealing with the main challenges that threat-
ened the development of the subregion. Inflation in food
prices and continuing wheat shortages, which sparked
record high prices for bread and other food products,
dominated in the first half of the year as policymakers
scrambled to contain the potential social fallout from
rising food insecurity. Tajikistan, which imports more
than 50% of its food supply enacted a food-security

programme aimed at reducing food shortages and
providing food self-sufficiency by 2010. A new legisla-
tion and new loan mechanism were introduced by the
Government in 2007 and 2008, respectively, to improve
the situation in the agricultural sector and make it
efficient and profitable.  Similarly, in Kyrgyzstan, rising
food prices and a shortage of local agricultural prod-
ucts in 2007 and 2008 forced the Government to take
urgent steps to increase grain production by raising
purchase prices and expanding arable land and yield.
Azerbaijan adopted the Reliable Provision of the Popu-
lation with Foodstuffs programme, to run from 2008 to
2015. The programme – which aims to increase the
output of food by domestic producers, reduce the
country’s food imports and meet its demand for grain, a
strategic product for the economy – will allow
Azerbaijan to double agricultural output by 2015. It
envisages measures to increase investment to the
sector and procurement prices for grain and food
products, and improve harvesting methods.

By year’s end many Governments introduced financial
stimulus packages aimed at helping their economies
withstand the global financial crisis.  Although high
commodity prices had brought about significant in-
creases in Government revenues, the worsening
economic slowdown compelled many Governments in
the subregion to consider the extent to which they had
the space to provide full insulation from external
shocks.

By way of example, the Government of the Russian
Federation has undertaken measures to boost domes-
tic liquidity, repay its external debt, and help the real
economy to grow. The Government will continue to
implement reforms by lowering the VAT and reducing
the tax burden on small businesses. Profit taxes are
expected to be cut from 24% to 20% in January 2009
to help businesses withstand the current economic
crisis, while unemployment benefits will expand. The
Government is also expected to continue to develop
sectors of strategic importance, such as oil and gas
industries, grain exports, engineering and metals, and
banking (table 4.6).

Outlook: Signs of weakening

Overall, expectations of lower export receipts for the
subregion reduce the forecast growth in 2009 to 3.6%.
Manufacturing exports will continue to remain sluggish
due to reduction in international demand.  Further-
more, the global liquidity squeeze will continue to
pose challenges for the banking sector of the
subregion. Some economies of North and Central Asia
are at heightened risk of a marked slowdown in 2009
due to decreasing energy prices and exposure to
external financing.
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Table 4.6. Fiscal stimulus packages in North and Central Asia

Salient features

Armenia In December 2008 the parliament of the country approved a package of amendments to the laws
regulating taxation. Among them are new mechanisms for calculation of taxes levied from small and
medium-sized enterprises, delayed payment of VAT on imports of some types of equipment,
and extension of the list of imported capital goods exempted from VAT.

Georgia Within a tax reform implemented in the country, the Government was expected to reduce personal
income tax from 25% to 20% and dividend income tax from 10% to 5% in January 2009.

Kazakhstan In November 2008 the Government announced a $17 billion action plan for 2009-2010 to stabilize
the economy. The plan includes measures for financial sector stabilization, development of the real
sector, support for small and medium-sized enterprises, development of the agro-industrial sector, and
realization of industrial and infrastructural projects. A new tax code introduced in January 2009
envisaged the increase of the tax burden on companies developing the natural resources sector, with
the aim of reducing taxes for companies operating in other sectors, and cut the rate of corporate
profit tax.

Kyrgyzstan A new tax code, introduced in January 2009, reduced the rate of VAT from 20% to 12% and unified
taxes for small businesses from 10% to 6%.

Russian Federation In November 2008 the Government announced a $20 billion package of fiscal stimulus that
includes cuts in corporate tax and regional tax by 4 percentage points, and tax on business income
from 15% to 5%. The Government will also support the real economy through faster amortization
schedules, Government guaranties, restructuring of debts, excise policy and tariffs.

Turkmenistan In October 2008 the Government announced the establishment of a stabilization fund to protect the
country from the global financial crisis. The fund is expected to allocate financial resources for
socioeconomic projects and for investment in low-risk assets.

Source: Economist Intelligence Unit, Country Reports (London, EIU, January-February 2009).

Growth in the subregion will depend to a large extent on
trends in global commodity prices and levels of growth
in the Russian Federation, the largest trading partner
and investor for other subregional economies. Domestic
demand and increased oil and gas production will
enable the Russian Federation to continue its expansion
in 2009-2011, but GDP growth rate is expected to slow
to 3.5% in 2009, compared with the 5.6% expected in
2008. Inflationary pressures could accelerate from an
increase in fiscal expenditure, greater foreign-exchange
inflows and domestic demand.

Growth of demand in the Russian Federation is par-
ticularly important in supporting economic growth in
Kyrgyzstan and Tajikistan. These two economies are
expected to develop their energy resources and infra-
structure and increase energy self-sufficiency with
technical and financial assistance from the Russian
Federation. Kyrgyzstan plans to improve its investment
climate, reduce inflationary pressure and stabilize
prices as a foundation for sustainable development.
But the country’s GDP growth is expected to slow
from 7.6% in 2008 to 4.5% in 2009. Average annual
GDP growth in Tajikistan in 2009-2010 is also expected
to be lower than in 2008, due to the effects that
weakening global growth will have on the country’s
exports and difficulties in the energy and food sectors.
The country will need additional international assist-

ance to solve problems of food supplies, infrastructure
repair and capacity-building.

Growth in the subregion will depend
to a large extent on trends in global

commodity prices and levels of
growth in the Russian Federation

Armenia and Uzbekistan have significantly accelerated
their economic growth and strengthened their fiscal
position over the past five years. GDP is expected to
grow 6.5% and 7.0% respectively in 2009. Armenia is
expected to improve its business climate by strengthen-
ing tax and revenue administration. However, the dete-
rioration in global trade and reduction of domestic
demand could have a negative impact on the country’s
economic prospects in 2009-2010. Benefitting from
sound fiscal and monetary policies, Uzbekistan is ex-
pected to continue its tax and banking reforms, liberal-
ize its trade and payments systems and adopt a more
flexible exchange-rate policy. The country’s 2009 budget
is expansionary, envisaging a further increase in public-
sector wages, benefits, pensions and student grants.
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The global financial crisis indirectly affected economic
performance in countries of the Pacific in 2008 as
economic growth in their major trading partners
slowed.  Aggregate GDP growth in the Pacific was still
expected to rise from 2.4% recorded in 2007 to 4.8%
in 2008 (table 4.7) growing largely due to continued
economic expansion in Papua New Guinea as a result
of the commodity boom in early 2008.  The fall in
global commodity prices in late 2008, however, was
expected to slow activity in countries with commodity-
based economies, such as Papua New Guinea and
Solomon Islands.  The recession in the United States
and New Zealand and the economic slowdown in
Australia are expected to lead to a fall in the number
of tourists to Fiji, Samoa, Vanuatu, Palau and the
Cook Islands.  Meanwhile, smaller countries with trust
funds were adversely affected by stock market falls.
The sharp appreciation of the United States dollar and
consequent depreciation of the Australian and New
Zealand dollars owing to the financial crises was fur-
thermore expected to affect the terms of trade in
many of their economies.  In the long term, impacts of
climate change and sea level rise, however, continued
to be a key concern for countries and territories in the
Pacific (box 4.1).

Inflation was a pressing concern in most economies of
the Pacific.  Since petroleum imports represent a
significant part of the import bill, the spikes in fuel
prices in early 2008 had an adverse impact, not only
on their balance of payments, but also on the Govern-
ment budgets in countries which provided subsidies
on electricity.  The ensuing fall in fuel prices therefore
was expected to lead to a marked decrease in infla-
tion in 2009.

The financial crisis initially had limited impact on coun-
tries in the Pacific since their financial sectors are
relatively insulated from global financial markets.  The
banking system remains small and domestic credit
is limited, consisting to a large extent of short-term
consumer loans, with heavy reliance on high interest
personal loans.  In 2008, a number of Governments
instituted programmes to encourage commercial
banks and Government lending agencies to reduce
interest rates on loans and to emphasize lending for
business development.  If the financial crisis has a
prolonged effect on commodity prices, financial institu-
tions in some of these economies may be forced to
monitor credit quality more closely.  According to the
central banks of Fiji, Samoa and Vanuatu, banking

Pacific island developing countries:
Global economic slowdown clouds
long-term prospects

Table 4.7.  Rates of economic growth and inflation in selected Pacific island economies, 2007-2009

(Per cent)

Real GDP growth Inflationa

2007 2008b  2009c 2007 2008b 2009c

Subregion totald 2.4 4.8 4.3 2.7 8.7 5.5
Cook Islands 0.4 .. .. 2.4 .. ..
Fiji –6.6 1.2 2.4 4.3 7.5 4.5
Papua New Guinea 6.7 7.3 6.0 0.9 10.6 6.1
Samoa 6.1 3.3 3.0 5.6 6.5 5.2
Solomon Islands 10.3 7.0 4.0 7.7 15.1 9.0
Tonga –0.3 1.0 1.3 5.1 10.0 5.6
Vanuatu 6.6 5.7 2.9 3.9 4.5 3.6

Sources: ESCAP, based on national sources; IMF, International Financial Statistics (CD-ROM) (Washington, D.C., November 2008); and World
Economic Outlook Database (Washington, D.C., October 2008); and ADB, Key Indicators for Asia and the Pacific 2008 (Manila, 2008).

a Changes in the consumer price index.
b Estimate.
c Forecast (as of 27 February 2009).
d 2008 estimates and 2009 forecasts are available for selected economies.
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Box 4.1. Responding to climate change in the Pacific: The Pacific Plan 2005

A steadily warming Earth is predicted to lead to a 40-centimetre rise in the sea level by the end of this
century. Significant changes to the Earth’s climate and weather patterns are already taking place, and plants
and animal life have begun adjusting to the damaging impacts of climate change. Leaders of the Pacific
Island Forum, which includes all the independent and self-governing island countries in the Pacific together
with Australia and New Zealand have acknowledged the growing threat of climate change to national
development and security affecting the social and economic interests of all Forum member countries. They
responded by crafting the Pacific Plan, a comprehensive subregional programme, to support national efforts
that address the harmful impacts of climate change.

Climate change objectives of the Pacific Plan

• Develop and implement national sustainable development strategies, using appropriate cross-cutting and
Pacific relevant indicators;

• Improve natural resources and environmental management by implementing the Pacific Island Energy
Policy and associated strategic action plans to provide affordable and environmentally sound energy for
the sustainable development of all Pacific island communities;

• Develop adaptation and mitigation proposals linked to the Pacific Climate Change Framework 2006-2015
and the Pacific Disaster Risk Reduction and Disaster Management Framework for Action 2006-2015,
including public awareness raising, capacity-building and improving governance, risk and vulnerability
assessments and considering measures to address population dislocation;

• Facilitate international finance for sustainable development, biodiversity and environmental protection and
climate change in the Pacific, including through the Global Environment Facility.

Pacific Plan performance

The region continues to intensify the implementation of adaptation and mitigation measures to respond to the
threats posed by climate change. Supported by the South Pacific Regional Environment Programme, the
Pacific Islands Applied Geoscience Commission, ESCAP, United Nations specialized agencies and bilateral
sources, efforts continue to focus on both policy and implementation, with a strong emphasis on
mainstreaming climate change into national development planning in areas such as disaster risk reduction and
management. The second semi-annual report of the Pacific Plan noted in 2008 that:

• Training workshops to mainstream environmental issues, including the integration of climate change into
national development planning, were completed in early 2008, and the Council of Regional Organizations
in the Pacific is developing a guideline for mainstreaming environmental and climate change issues into
national planning in the Pacific;

• National action plans for mainstreaming disaster risk management have been developed for Vanuatu and
the Marshall Islands. Also in place are the national adaptation programmes of action for Kiribati, Samoa,
Tuvalu and Vanuatu, developed under the Least Developed Country Fund of the Global Environment
Facility. The plan for the Solomon Islands, the remaining least developed country in the Pacific, will be
completed by 2009, and other Pacific island countries have also requested similar plans;

• Climate change data is collected and analysed through a number of subregional and national projects
coordinated by the South Pacific Regional Environment Programme, and a Pacific Climate Change
Roundtable will be set up to monitor climate change;

• The Global Environment Fund is offering countries in the Pacific $100 million over the next four years to
work on climate change adaptation and mitigation;

• The cumbersome approval process of the Global Environment Fund has been a source of concern to
Pacific countries.
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supervision has been strengthened and their financial
systems remained strong, resilient and adequately
capitalized.

Impact:  Growth modest in most
economies

In Fiji, the economy was projected to grow by 1.2% in
2008 after a 6.6% contraction in 2007 (figure 4.11).
The agriculture sector, which typically comprises 15%
of total output, declined in 2007 owing to the non-
renewal of land leases for sugar cane production and
a drop in the price of sugar exported to the European
Union. Production of gold, which had ceased in 2007
when the Vatukoula mine was temporarily closed and
its ownership transferred, recommenced in 2008, while
production of mineral water also increased in 2008.
Private sector investment projects and construction
also declined sharply in 2007, owing to lower private
sector confidence and public sector capital spending.
The decline in tourism revenues in 2007 caused a fall
in retail and wholesale trade as well as in transport.
Although the number of tourists and tourist revenue
increased in 2008, heavy discounting was expected to
keep industry profits low. While a number of new
resorts were expected to open in 2009, the weakening
of the Australian, New Zealand and United States
economies could place pressure on tourism, which is

Fiji’s main source of foreign exchange. Economic
growth of 2.4% was expected in 2009.

The public sector continues to dominate the economic
base in the countries of Micronesia.  The 3.7% growth
in Kiribati in 2008, however, resulted in part from a rise
in construction and the retail trade. The Government
opened the telecommunications sector to private sec-
tor investments and promoted investment in fish
processing and tourism on Kiritimati. Economic growth
in the Marshall Islands, after rising to 2.3% in 2007 due
to growth in construction and tourist arrivals, was
expected to moderate to 1.2% in 2008 due to rising
energy costs and reduced employment at the United
States military base in Kwajalein. Unemployment, espe-
cially among youth, remains high. The economy of the
Federated States of Micronesia was expected to con-
tract by 1.0% in 2008, after a 3.6% contraction in 2007
that was due largely to downsizing of the public sector
in Chuuk and Kosrae. Growth of 0.5% was projected in
2009 as commodity prices fall and Compact of Free
Association infrastructure grants are disbursed.

The effects of the global financial crisis in Nauru is
expected to be minimal, since its financial system
remains non-operational due to an extremely high level
of domestic and foreign debt arrears. The key chal-
lenges are domestic. The closure of an Australian
refugee-processing centre in February 2008 led to a
further economic contraction in Nauru, which had al-

Figure 4.11. Real GDP growth in selected Pacific island economies, 2006-2008
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ready started in 2007 as major infrastructure projects
were completed, private sector investment slowed and
consumer demand weakened.  The phosphate indus-
try, which is being rebuilt, will be affected by move-
ments in the phosphate price and the Australian dollar.
Economic growth in Palau slowed to 3.0% in 2007, as
major infrastructure projects were completed, private-
sector investment slowed and consumer demand
weakened. Trade, public administration and construc-
tion accounted for more than half of Palau’s total
output in 2007.  Growth was expected to further
moderate to 2.5% in 2008 as the global economic
downturn was expected to weaken tourism and jeop-
ardize the financing of planned resorts.

Games. The courts and administration complex and a
proposed Government complex and convention centre
are the only current major construction works. Liberali-
zation of the telecommunications sector was expected
to boost growth in the services sector in 2008. A high
level of migration and consequent high levels of remit-
tances, allows Samoa to maintain high income growth
in per capita terms. Although the labour force in-
creased slightly, the number of employed Samoans as
well as the unemployment rate remained unchanged.
Given the global economic slowdown, tourist arrivals in
2009 are expected to be lower than forecast, and
expansion of tourism-based investment was expected
to slow.

Despite falling from 10.3% in 2007 to 7.0% in 2008,
the rate of economic growth in the Solomon Islands
was the highest among countries in the Pacific. De-
spite such growth, per capita income in the Solomon
Islands remains among the lowest in the Pacific. The
earthquake that hit the country in April 2007 had a
negligible impact on economic growth, given the de-
pendence on subsistence in large parts of the
economy. Two major sources of economic growth are
timber exports and tourism. Timber exports accounted
for two thirds of total exports in 2007. Because current
logging rates are estimated to be five times the sus-
tainable rate, exports could start to decline by 2010.
Reliance on this sector therefore presents a risk for
the Solomon Islands. The tourism sector grew by
nearly 50% between 2003 and 2008 due to recovery
from earlier civil unrest and increased political stability.
Relaxation of Government controls on international air
transport was expected to promote further growth in
the services sector. Improved infrastructure and de-
regulation of island shipping, domestic air services
and telecommunications could further ensure develop-
ment of tourism as well as other sectors of the
economy.

The economic contraction in Tonga of 0.3% in 2007
was less than anticipated, despite the slowdown in
industry, commerce and tourism. The economy was
expected to grow by 1.0% in 2008, as reconstruction
of the central business district of Nuku’alofa supports
economic recovery. Tourism receipts rose by more
than 70% in 2008, while tourist arrivals rose by more
than a quarter to an estimated 67,000 visitors, prima-
rily from New Zealand, Australia and the United States,
as arrivals by cruise ships increased by two thirds
over the figure for 2007. Although the economy was
expected to continue growing slowly in the medium
term, the expected slowdown in remittances and tour-
ism could adversely affect its prospects. Reconstruc-
tion of Nuku’alofa, coupled with construction of a hotel
in Vava’u, was expected to boost the construction
sector in 2009.

The global financial crisis indirectly
affected economic performance in

countries of the Pacific in 2008

Papua New Guinea’s growth rate rose from 6.7% in
2007 to an estimated 7.3% in 2008 as mining ex-
panded and the prices of commodity exports rose,
promoting growth in non-mining sectors. Agriculture
was expected to grow in 2008 as higher global prices
for cocoa and copra raised household incomes. But
declining production was expected to lower the contri-
bution from the petroleum sector. The transport sector
was expected to grow in 2008 due to the rehabilitation
and development of infrastructure while the mining
sector fuelled expansion in the building and construc-
tion sector. Growth in telecommunications was also
expected to exceed projections, as the liberalization of
the mobile-phone market led to a substantial increase
in the number of subscribers and lower prices for calls
in 2008. Liberalization of Papua New Guinea’s interna-
tional air transport market was expected to boost
tourism. The tourism industry is constrained, however,
by concerns with law and order. The country’s eco-
nomic expansion has been supported in large part by
increased Government spending and growth in private
sector credit. Although formal private sector employ-
ment rose by 8.4% between March 2007 and March
2008, urban unemployment was estimated to remain
at around 40%.

Samoa’s economy grew by 6.1% in 2007, led by
expansion in its agricultural and industrial sectors.
Tourism and construction of public sector projects and
hotels in preparation for the South Pacific Games in
September 2007 boosted growth in the services sec-
tor, which accounted for three fifths of total output.
Economic growth was expected to slow to 3.3% in
2008, with the slowdown in construction after the
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Although growth in Vanuatu slowed from 6.6% in 2007
to 5.7% in 2008, it remained significantly higher than
initially expected due to growth in the services sector,
which accounts for more than three quarters of GDP.
Increased international air services to Australia and
New Zealand boosted growth in construction and tour-
ism. The liberalization of the telecommunications sec-
tor was expected to further strengthen service sector
growth. Economic growth was expected to decline in
2009 as the economic slowdown in Australia and New
Zealand and appreciation in the real effective ex-
change rate affect the tourism sector, which accounts
for one third of GDP, and reduce FDI. The number of
non-resident visitors to Vanuatu also declined in the
second half of 2008, owing to a drop in cruise-ship
arrivals. The strong economic growth of recent years,
however, provides a cushion against a slowdown. The
recent election and formation of a new Government
was expected to resolve political uncertainty and
promote business and consumer confidence.

Inflation: Pressure from high oil and
food prices

Inflation in Fiji rose from 4.3% in 2007 to 7.5% in 2008
as higher import prices imports raised food prices
(figure 4.12). Inflation spiked from 5.9% in June 2008,
to a 20-year high of 9.8% in September before falling
to 8.5% in October. The fall in fuel prices and subse-
quent decline in transport costs in late 2008 was

expected to moderate price increases for the year.
Inflation was projected to fall in 2009 as a result of
dropping oil and commodity prices and lower im-
ported inflation. In view of the economic recession
worldwide, the inflation rate could fall more quickly
than projected, depending on Fiji’s exchange rate
movements against those of its trading partners. In an
effort to keep import prices down, commercial banks
have entered into forward foreign exchange contracts
with importers of food staples to hedge against price
increases.

Inflation was a pressing concern in
most economies of the Pacific

Figure 4.12. Inflation in selected Pacific island economies, 2006-2008
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Update (Manila, 2008); and IMF, World Economic Outlook Database (Washington, D.C., October 2008).

Note: Figures for 2008 are estimates.

Higher food and transport costs applied considerable
pressure on inflation throughout Micronesia.  The
Marshall Islands declared a state of economic emer-
gency from 3 July to 1 August 2008 as inflation
peaked. The use of the United States dollar in the
Marshall Islands and the Federated States of Micro-
nesia provides an anchor for inflationary expectations
and a relatively stable real effective exchange rate.
Although inflation in Palau declined in the second half
of 2008, it remained somewhat higher than in the
United States, whose currency Palau uses as legal
tender.
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Because of an increase in money supply, private sec-
tor growth and a fiscal stimulus, inflation for 2008 in
Papua New Guinea was revised upward to 10.6% from
an earlier target of 5.2%. The increases in international
food and oil prices and the depreciation of the kina
against its trading partners’ currencies further contrib-
uted to higher imported inflation. Although inflation was
projected to fall to 6.1% in 2009, large development
expenditures and construction of the Government’s
liquefied natural gas project could apply considerable
pressure on domestic prices.

Inflation in the Solomon Islands was expected to rise
from 7.7% in 2007 to more than 15% in 2008 as a
result of increases in fuel and food prices, growth in
private sector credit and expansionary fiscal policy.
Inflation was expected to moderate towards the end of
2008 with the stabilization of commodity prices and
the tightening of monetary policy.

Inflation in Samoa stood at 6.5% in June 2008 and
was projected to remain above the target rate of 3.0%
owing to higher food and petroleum prices and an
expansionary budget. Growth in inflation in household
categories reflects the impact of high oil prices on
consumption of household electricity.

High fuel and food prices and dependence on imports
raised inflation in Tonga from 5.1% in 2007 to 10% in
2008. Although consumption stimulated by remittances
and credit contributed to pricing pressures, inflation
was expected to fall in the medium term.

Despite higher civil service wages, a rise in the costs
of food and transport and the strengthening of the
Australian dollar during the first half of 2008, the
Reserve Bank of Vanuatu managed to keep inflation
relatively steady at 4.5% in 2008. As a result, inflation
remains relatively low compared to other countries in
the Pacific.

External sector: Current account deficits
widen due to trade deficits

In 2007, exports from Fiji rose slightly while imports
declined dramatically. Although exports increased sig-
nificantly during the first eight months of 2008, a
significantly wider trade deficit was expected as im-
ports of intermediate and consumption goods rose.
Sugar exports to the European Union have declined in
recent years. Given the fall in sugar production, Fiji
has had to import sugar to satisfy domestic consump-
tion so that it would be able to meet the European
Union sugar export quota in 2008. Exports of mineral
water and gold were projected to rise sharply during
the year. Tariffs were raised on selected items in 2008
to raise Government revenues and protect local manu-
facturers. The United States accounted for more than
one sixth of Fiji’s exports, followed by the United
Kingdom and Australia. Imports of petroleum products
accounted for nearly one third of imports, followed by
imports of consumer goods from Australia and New
Zealand.

Fiji’s current account deficit declined sharply in 2007
due to the economic slowdown and implementation of
exchange controls to protect foreign reserves (table
4.8). Remittances, the largest source of foreign ex-
change after tourism, have steadily declined over the
past two years because fewer Fijians work in security
in the Middle East and the United States dollar has
lost value relative to the Fiji dollar. Although direct
capital investment was expected to be stable in 2008,
the global recession is expected to weaken the invest-
ment climate in 2009. To encourage investment, Fiji
announced incentives, including tax holidays and tax-
free zones, in its Government budget.

International reserves in Fiji, equivalent to 4.4 months
of imports of goods and services in 2007, were pro-
jected to decline to the equivalent of 3.2 months of
imports in 2008. Strict exchange controls, a tightening

Table 4.8. Current account balance in selected Pacific island economies, 2005-2008

(Percentage of GDP)

 2005 2006 2007 2008

Fiji –14.0 –22.6 –15.5 –21.3
Papua New Guinea 4.2 2.9 4.3 3.3
Samoa –6.6 –10.8 –4.6 –7.8
Solomon Islands –9.8 –5.6 –2.8 –6.8
Tonga –2.6 –9.7 –10.4 –10.4
Vanuatu –7.4 –5.7 –9.9 –11.4

Source: IMF, World Economic Outlook Database (Washington, D.C., October 2008).

Note: Figures for 2008 are estimates.
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of monetary policy settings and cuts to Government
expenditure have kept international reserves within the
target range of three to four months of imports. Its
international reserves could be exposed, however,
given the impact of the financial crisis on its trading
partners, a weak outlook for the sugar industry, loss of
garment exports and the need to repay in 2011 an
offshore bond equivalent to one month’s worth of
exports.

Although Kiribati’s current account deficit equalled
31.1% of GDP in 2007, with revenue from fisheries
fluctuating in recent years, the weakening of the Aus-
tralian dollar against the United States dollar has
strengthened earnings. The disbursement of grants,
primarily through the Compact of Free Association with
the United States, has enabled the Marshall Islands to
maintain its balance of payments, while external stabil-
ity is likewise is not an issue in the Federated States
of Micronesia, since external debt remains about 30%
of GDP and the country has access to Compact
funding. Australia was also expected to sustain high
levels of official assistance to Nauru.

A trade surplus was expected in 2008 in Papua New
Guinea, where mineral exports comprise more than
four fifths of its exports. Australia accounted for two
fifths of Papua New Guinea’s exports in 2007, followed
by Japan, Germany and the Philippines. Exports to
China rose in the first half of  2008. This was due to
China’s increase in demand for raw materials and its
strategy of diversifying its sources. Australia also ac-
counted for four fifths of Papua New Guinea’s total
imports, followed by the United States, Singapore and
Japan. Since the kina closely follows the United States
dollar, the appreciation of the real exchange rate in
late 2008 could reduce Papua New Guinea’s interna-
tional competitiveness and lower its exports. At the
same time, the strength of the kina was expected to
reduce the costs of imports from Australia as well as
inflationary pressures. International reserves, equivalent
to 4.7 months worth of imported goods and services
at the end of 2007, were projected to rise to the
equivalent of 5.2 months of imports by the end of
2008.

Exports from Samoa declined by 19.3% in the first
quarter 2008 over the corresponding period a year
earlier, led by a significant fall in fish exports. Australia
and American Samoa together accounted for three
quarters of Samoa’s total exports in 2008. Due to
increased economic activity and a rise in public sector
wages, imports – primarily petroleum and food prod-
ucts from New Zealand, Fiji and Singapore – in-
creased rapidly. In the first quarter of 2008, petroleum
imports rose by more than 50% over the correspond-
ing period in 2007. The trade deficit was expected to

widen in 2008. Remittances from Samoans working
overseas accounted for more than one fifth of GDP in
2006 and 2007. In the first quarter of 2008, remit-
tances increased by 5.3% over the corresponding
period in 2007, largely from overseas workers in the
United States. The global economic slowdown, how-
ever, could lead to a decline in remittances. Interna-
tional reserves increased from the equivalent of 4.7
months import coverage in June 2007 to 5.2 months
import coverage in June 2008, along with a tightening
of fiscal and monetary policies.

Effective macroeconomic policies at the
disposal of small, open economies in

the Pacific are generally limited

Exports from the Solomon Islands continued to rise in
2008. Timber accounted for two thirds of total exports
in 2007; this indicates that the Solomon Islands needs
greater diversification of exports. After delays owing to
land ownership issues, gold production was expected
to commence in the next two or three years. Asia
accounted for more than four fifths of Solomon Is-
lands’ exports. Costs of imports, primarily from Aus-
tralia and Singapore, continued to rise owing to high
fuel prices and growth in domestic demand. The trade
deficit was expected to decline to 22.6% of GDP in
2008. International reserves, equivalent to 3.9 months
of imports in 2007, was projected to rise to the
equivalent of 4.1 months of import cover in 2008 due
to receipts from log exports, aid inflows and FDI to
the mining sector. Rising import costs due to high fuel
prices and sharp credit growth, however, could lower
the country’s international reserves below projected
figures.

Tonga’s trade deficit widened in 2008 due to a decline
in exports and a growth in imports caused by an
increase in remittances and business and household
credit. Japan accounted for more than half of the
country’s exports, followed by the United States and
New Zealand. Exports declined due to lower produc-
tion of root crops, bananas, watermelons and squash.
Although fish exports, which had been doing poorly
for several years, recovered in 2007, they were ex-
pected to fall in 2008. Depletion of fish stocks, harsh
weather, shortage of cargo space in airlines and lack
of credit for fishermen led to the fall in agriculture and
fisheries production. Large inflows of remittances sus-
tain the economy, since more Tongans now live
abroad than in Tonga, and their number is increasing.
Private transfer receipts rose by 15% annually between
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2000 and 2005, and net remittances accounted for
45% of GDP in 2005. A law passed in August 2007
allowing Tongans who have emigrated to retain their
Tongan citizenship after becoming citizens of other
countries could encourage closer ties between
Tongans living abroad and those in their home coun-
try. Although foreign exchange regulations were tight-
ened in 2006, international reserves declined from the
equivalent of 4.4 months of imports at the end of
2007 to 3.6 months at the end of 2008. Reserves
were expected to decline further in the medium term
as imports continue to grow more than exports.

In 2008, Vanuatu’s exports were expected to continue
growing and its imports to slow. Copra, kava and
coconut oil accounted for half of the country’s mer-
chandise exports. These products, along with beef,
cocoa and timber, were exported to the European
Union, which accounts for nearly one quarter of
Vanuatu’s total exports, as well as to New Caledonia
and Japan. Nearly one third of Vanuatu’s imports
came from Australia, followed by New Zealand, Japan
and Fiji. The current account deficit remained stable in
2007 and 2008, while the balance of payments deficit
rose from 1.2% of GDP in 2007 to an estimated 1.3%
of GDP in 2008. Non-debt capital inflows continue to
finance the current account deficit. Official international
reserves were expected to remain stable at around 8.4
months of merchandise imports at the end of 2008.

Policy responses: Providing
macroeconomic stability

Effective macroeconomic policies at the disposal of
small, open economies in the Pacific are generally
limited.  Given the size of their economies, only Fiji,
Papua New Guinea, and, to a lesser extent, Samoa,
the Solomon Islands, Tonga and Vanuatu are able to
implement independent fiscal and monetary policies.
Since the Marshall Islands, Federated States of Micro-
nesia and Palau use the United States dollar and
Kiribati, Nauru and Tuvalu use the Australian dollar as
legal tender, they effectively do not have an independ-
ent monetary or exchange rate policy.  These coun-
tries acutely feel changes in international prices of
commodities, since all adjustments to exogenous
shocks must be borne by the real sector.  Yet such
countries, which have only fiscal policies at their dis-
posal, are often highly dependent on aid or revenue
from their respective Trust Funds to finance Govern-
ment expenditures, including fiscal stimulus.  As a
result, stimulus packages have yet to be launched in
countries of the Pacific.  American Samoa, Guam and
the Northern Mariana Islands, however, benefited from
the economic stimulus package of the United States,
as indicated in table 4.9.

In Fiji, the Government removed customs duties and
VAT on several basic food items, increased the income
tax threshold and provided subsidies to bus operators.
It also instituted a significant increase in Government
spending on education now accounting for one sixth of
total current spending, followed by spending on public
order, safety and defence, and economic affairs. An
increase in expenditure for improving public infrastruc-
ture and a reduction in the company tax were ex-
pected in 2009, to counteract downward pressures on
growth from the financial crisis.

In Kiribati, the market value of the Revenue Equaliza-
tion Reserve Fund, the country’s principal source of
budget financing, declined by 20% in 2008 as with-
drawals were necessary to cover the country’s budget
deficit. High fuel prices significantly increased the debt
of the electricity utility. Reform of public enterprises
might balance the budget and support private sector
growth in Kiribati.

An increase in capital funds from the Compact Agree-
ment with the United States reduced the Government
deficit in the Marshall Islands to the equivalent of 0.5%
of GDP in 2007. Although the country has met its
mandatory contributions to the Compact Trust Fund,
its gross public and publicly guaranteed external debt
equalled 70% of GDP in 2006. The Marshall Islands
plans to maintain a fiscal surplus equal to 3% of GDP
in the medium term, build reserves in the Compact
Trust Fund and prepare for the elimination of Compact
grants after 2023.

The Federated States of Micronesia also implemented
measures to privatize or shut down loss-making public
enterprises and improve the business environment by

Table 4.9. Fiscal stimulus package in selected
Pacific island economies

Salient features

Northern The $96 million earmarked for the
Mariana Northern Mariana Islands in the $787
Islands billion economic stimulus package of

the United States signed in February
2009 will be spent to improve schools,
roads, water systems and infrastructure
as well as to create jobs and provide
food assistance for low income
families.

American Tax authorities in American Samoa,
Samoa, Guam Guam and the Northern Mariana
and Northern Islands issued economic stimulus
Mariana Islands payments to eligible residents in line

with the United States Economic
Stimulus Act of 2008.
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strengthening the enforcement of contracts in courts,
expanding land titling, and liberalizing the investment
regime. However, falling global equity prices have re-
duced the value of the Compact Trust Fund and State
investments of the country. The Federated States of
Micronesia Development Bank also needs to better
support new businesses and improve the functioning
of the secured transaction law in order for banks to
expand their lending.

In light of dwindling Government revenues in Palau,
strengthening of tax administration through the removal
of exemptions and a comprehensive overhaul of the
tax system was considered. Despite returns on the
Compact Trust Fund that are in line with its bench-
mark, net financial assets remain stagnant due to
deficit financing. A sizeable fiscal adjustment would be
required even if Compact grants, now scheduled for
cessation in 2009, are renewed. Commercialization
and privatization of public utilities could strengthen
public finances. Although land titling measures have
been undertaken, issues of contract enforcement and
foreign investment have not been addressed. Amend-
ments to the Financial Institutions Act in February 2008
provided for more-effective bank supervision by allow-
ing the Financial Institutions Commission to issue pru-
dential regulations without legislative approval, require
banks to have an annual audit, and grant staff of the
Commission legal immunity in carrying out official acts.
Although deposits have partly recovered in 2008,
credit growth has virtually halted as banks have be-
come more cautious in extending credit and house-
holds are highly leveraged.

In Papua New Guinea, high commodity prices and
stronger economic growth accounted for total Govern-
ment revenue, including grants, estimated at one third
of the country’s GDP. Tax revenue, which accounted for
approximately four fifths of estimated revenue in 2008,
was expected to rise.  More than a third of Govern-
ment expenditure for 2009 has been allocated to the
development budget, with increases in funding for
health, education, and roads and road maintenance.
Revenue transfers to provincial governments increased
by 40% to reach more than 4% of GDP. A key
challenge is that such transfers would require a greater
ability by the Government to manage large, but tempo-
rary, fiscal surpluses while maintaining low inflation.
Higher revenues also enabled the Government to re-
duce taxes on petroleum in 2008 in response to high
petroleum prices, which, coupled with high food
prices, had a negative impact on both rural and urban
households. However, as the global economic
slowdown deepens, it may require rationalization of
Government initiatives financed by revenue from the
commodities boom and careful prioritization of public
expenditures. Although Papua New Guinea has direct
access to international credit markets, the global credit

crunch has raised the cost of borrowing and reduced
its financing options for projects in the mining and
petroleum sectors. The fall in world commodity prices
may compound the country’s difficulties in raising fi-
nancing, since many commodity-based projects may
appear less profitable. Lending to the private sector for
real estate and construction rose significantly during
the first half of 2008 due to strong domestic demand.

Macroeconomic stability requires
close coordination of monetary

and fiscal policies

After several years of surpluses, the Solomon Islands
experienced a fiscal deficit in 2007. To improve tax
administration and widen the tax base, the reference
price of logs was revised to reflect international market
prices and ad hoc tax exemptions were narrowed. In
addition, the Government considered rationalizing civil
service employment, containing the Government wage
bill and improving efficiency of State-owned enter-
prises. Strengthened expenditure-control procedures
could also keep spending within budgeted levels and
foster budgetary transparency and accountability.
Given the expansionary fiscal policies in 2008, the
Government recognized the need to control inflation
through the tightening of monetary policies. The finan-
cial sector in the Solomon Islands has not yet been
affected by the global economic slowdown and re-
mains liquid and well capitalized. With the expansion
of business lending in recent years, the central bank
was expected to monitor developments closely to en-
sure the soundness of bank assets.

Spending on education increased significantly in 2008
in Samoa, which together with general public services
amounts to half of Samoa’s Government spending.
Parliament recently approved a switch in driving from
the current left-hand side of the road to the right-hand
side. Importation of left-hand drive vehicles has ceased,
and the actual switch will be made in September 2009.

Recurrent revenue in Tonga was expected to increase
in 2008, owing partly to a rise in sales and consump-
tion taxes. The largest public expenditures are in edu-
cation, health and public safety and order. Although
expenditure on education has been steady, spending
on health and law and order has declined. Tuvalu is
dependent on earnings from the Tuvalu Trust Fund,
which fell in value in 2008, to finance its budget
deficit. New Zealand and Australia agreed to provide
funding to the Consolidated Investment Fund, which
holds distributions from the Tuvalu Trust Fund until
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they are drawn down into the Government budget, in
response to requests from Tuvalu for assistance to
address the expected budget deficit arising from the
effects of higher fuel prices and the expected loss of
income from the Tuvalu Trust Fund.

Macroeconomic stability in Vanuatu requires close co-
ordination of monetary and fiscal policy because its
pegged exchange rate limits the effectiveness of mon-
etary policy and places the burden of adjustment on
fiscal policy. More than two thirds of Government
revenue and grants were derived from tax revenue,
namely, import duties and VAT receipts. Grants were
expected to decline in the medium term as funds from
the Millennium Challenge Account funds are expended.
Reduction of Government wage costs through civil
service reforms and restructuring of public enterprises
could limit pressure on prices and allow an increase in
development spending over the medium term. A
broadly balanced budget was expected in 2008, fol-
lowing a fiscal deficit equivalent to 0.3% of GDP the
previous year. To further promote investment, the Gov-
ernment recognized that land registration and titling
needs to be strengthened, operations of public-sector
enterprises improved and infrastructural bottlenecks
eliminated through greater private sector involvement.
Money supply increased in the first half of 2008 due to
growth in savings and time deposits by residents in
foreign currency. As the tourism, transport, manufactur-
ing and construction sectors raised demand for private
sector credit, commercial bank loans almost doubled
between 2006 and the first half of 2008. Improved
financial sector supervision was expected to minimize
risks to the financial system.

Outlook: Slowdown with long
term threats looming large

Overall economic growth in the Pacific was forecast to
fall from 4.8 % in 2008 to 4.3 % in 2009 as the global
economic downturn exerts downward pressure on
economic growth.  The decline in commodity prices
was expected to lower growth in Papua New Guinea
while lower tourism receipts affects growth in Samoa
and Vanuatu.  Since food and fuel comprise a signifi-
cant proportion of imports in most countries of the
Pacific, lower commodity prices could significantly
ease pressure on inflation as well as balance of
payments.  Inflation in the Pacific as a whole was
forecast to fall from 8.7 % in 2008 to 5.5 % in 2009.

With the exception of Papua New Guinea, countries in
the Pacific are small islands, with population of less
than one million and scattered across vast expanses
of ocean.  As a result of their small domestic markets,
these countries have generally not benefited from
economies of scale.  Distance from major economic
centres in Asia and the Pacific has also adversely
affected their integration into the regional economy.
Since their economies are small and narrowly-based
on a few sectors and trading partners, their domestic
growth is vulnerable to exogenous factors affecting
both supply and demand.  The public sector accounts
for a large share of employment and overall labour
productivity is low.  These challenges, coupled with
the impacts of climate change and sea level, present
greater long-term challenges for these countries.
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Economic growth in South and South-West Asia re-
mained strong in 2008 at 5.9% despite some decelera-
tion (table 4.10). Growth was bolstered by relatively
high dependence on domestic demand which was less
affected by declining external demand amid the eco-
nomic downturn.  India, which had been growing at 9%
or more over the past three years, is estimated to grow
at 7.1% in 2008, thus providing an anchor of economic
stability in the subregion.  Bangladesh, Pakistan and Sri
Lanka all achieved GDP growth of about 6%, while
political stability in Nepal contributed to GDP growth in
2008 of 5.6% – much higher than that of previous
years. The economy of the Islamic Republic of Iran, the
only net exporter of oil in the subregion, was expected
to maintain robust growth, at 6.5% for 2008.

Of more concern was inflation. In comparison to other
subregions, inflation was highest in this subregion, on
average, driven up by unrelenting pressures from
higher international commodity prices, particularly oil,
basic metals and particularly sharp rises in the price
of food.  Food inflation in Pakistan, which was 17.6%
in 2008, was much higher than the overall inflation of
12%. As a result, life became more challenging for
large segments of the population. The incidence of
poverty is still quite high in most countries of the
subregion, and persistent high prices for food and

other consumer goods will reverse the recent gains in
poverty reduction.

Table 4.10. Rates of economic growth and inflation, South and South-West Asian economies, 2007-2009

(Per cent)

Real GDP growth Inflationa

2007 2008b  2009c 2007 2008b 2009c

Subregion totald 7.5 5.9 4.3 8.5 11.6 9.6
Bangladesh 6.4 6.2 5.5 7.2 9.9 7.5
Bhutan 21.4 5.0 6.2 5.2 9.0 ..
India 9.0 7.1 6.0 6.2 9.0 7.5
Iran (Islamic Republic of) 6.8 6.5 5.0 18.4 25.0 18.0
Maldives 7.2 5.7 4.5 7.4 12.0 ..
Nepal 2.6 5.6 5.5 6.4 7.7 7.0
Pakistan 6.8 5.8 2.5 7.8 12.0 20.0
Sri Lanka 6.8 6.0 5.5 15.8 22.6 13.0
Turkey 4.5 2.4 –0.1 8.8 10.4 6.8

Sources: ESCAP, based on national sources; and ESCAP estimates.
a Changes in the consumer price index.
b Estimate.
c Forecast (as of 27 February 2009).
d The estimates and forecasts for countries relate to fiscal years defined as follows:  fiscal year 2007/08 = 2007 for India and the

Islamic Republic of Iran and fiscal year 2006/07 = 2007 for Bangladesh, Nepal and Pakistan.

South and South-West Asia: Downward
pressures but steadfast resilience

The incidence of poverty is
still quite high

In 2008, the fiscal situation deteriorated in most coun-
tries in South and South-West Asia. While Government
revenues increased in most countries, the increase in
expenditures was much larger, mainly for subsidies on
fuel oil, food and other commodities. The surge in oil
and commodities prices also wreaked havoc on the
external balances of some countries, but this was
mitigated by the remittances from a large workforce
employed in other countries. Workers’ remittances are
substantial and have been rising in recent years, which
thus helped to improve not only the balance of pay-
ments position but also contributed to strong growth in
several countries of the subregion.

In comparison to other subregions, the impact of the
global economic crisis is expected to be medium,
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somewhere between the level of impact felt by more
open economies of East and South-East Asia, and
that experienced by the geographically isolated Pacific
island economies. While financial institutions in the
countries of the subregion had little financial exposure
to United States securitized assets, the global finan-
cial crisis has had its effects, as discussed in chap-
ter 1, particularly with money markets experiencing an
unusual tightening of liquidity. A number of countries
of the subregion have been experiencing sharp de-
clines in foreign exchange reserves, partly due to
outflows of foreign capital. Those particularly affected
were India, where during the first two weeks of
October 2008 foreign exchange reserves fell by more
than $17 billion, and Pakistan, where foreign
exchange reserves, which stood at $16.5 billion in
October 2007, were down to about $7 billion a year
later.  Sri Lanka also witnessed a decrease in its
reserves towards   the latter part of 2008. Both India
and Pakistan witnessed a decrease of over 20% in

the value of their currencies against the United States
dollar during 2008.

Lack of physical infrastructure is a major impediment to
business growth in South Asia, most notably shortcom-
ings in electricity service. For example, firms in Bangla-
desh experience power outages and surges 250 days a
year; in Nepal it happens almost every day (World
Bank, 2006).  About 40% of firms in Bangladesh, India,
Maldives, Pakistan and Sri Lanka have their own gen-
erators, which add to their cost of production.

Among long-term challenges, poverty remains a major
problem for most countries in the subregion, and
economic and social inequalities remain widespread.
The main challenge is not only to achieve higher
growth rates, but to make growth more inclusive. Box
4.2 reviews some inequalities in countries of the
subregion and suggests some policy options for a
more inclusive growth.

Box 4.2.  Inclusive growth to tackle widespread poverty and inequalities in South Asia

Widespread poverty continues to be a major problem in countries of South Asia. Based on a poverty line of
one dollar a day per capita, approximately 950 million people living in Asia and the Pacific are considered
poor (ESCAP, 2009, forthcoming). A large number of these poor were housed in South Asia. While individual
countries show a decline in poverty over time, there is some evidence of an increase in income inequality
(measured by the Gini coefficient) over the same period (see figure). Although strict comparisons between
countries are not possible due to differences in available data, there are clear linkages between GDP growth
rate and poverty reduction. Interestingly, reduction in poverty was achieved despite some worsening in the
evenness of distribution. The impact of GDP growth on poverty reduction would have been much higher had
income distribution remained unchanged or improved.

Despite rapid urbanization, more than two thirds of the population in many countries of South Asia still live in
rural areas. And the incidence of poverty is much higher in rural than in urban areas for all the countries. In
Nepal, 35% of the rural population was estimated to be below the national poverty line in 2004, against 10% of
the urban population. In India, the ICT boom helped the urban economy, but large parts of the rural economy
have been left untouched. Moreover, in most countries there has been a faster reduction in poverty in urban
areas, widening the disparities between rural and urban regions. In addition to the rural-urban divide,
development is progressing at varying speeds in different regions within countries. India’s rapidly growing states
in the south and west are well ahead of those in the north and north-east. In Pakistan, Balochistan and the
North-West Frontier Province are lagging behind Punjab and Sind. Similar trends are visible in other countries.

In South Asia, widespread social inequalities are a serious problem. South Asia fares little better than sub-
Saharan Africa in key social indicators such as education, health and gender equality. South Asian women are
among the least likely in the world to have a skilled birth attendant at delivery. In India alone, 14.4 million
births per year are not attended by a skilled provider (UNICEF, 2008, p. 21). South Asia also has some of the
highest levels of maternal undernutrition in the world, which increases the risk of maternal death. Gender-
based discrimination, prevalent in the legal, economic, political and social spheres, affects roughly half of the
population. Girls are too often denied an education so their brothers can be educated. Husbands or mothers-
in-law often decide whether pregnant women need emergency health care, even when there are complications
during labour. And South Asia has both the lowest literacy rates and the largest gap between the rates of
male and female literacy.

(Continued on next page)
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Box 4.2 (continued)

The main challenge for countries in the subregion, therefore, is not only to improve growth rates on a
sustained basis but also to make them more inclusive for a rapid reduction in poverty and inequality. The
composition of sectoral growth has important implications for pro-poor growth. Agriculture, construction and
small and medium-sized enterprises (SMEs) generate pro-poor growth through employment, and should be
supported. Agriculture utilizes substantial labour and takes place in rural areas, where many of the poor live.
The experience with agricultural growth suggests a strong correlation with investment in rural infrastructure:
irrigation networks, farm-to-market roads and rural electrification. The construction sector is also labour
intensive and can absorb a large portion of unskilled labour. Similarly, SMEs provide employment in largely
labour-intensive, low-skill activities and are considered to have great growth potential.

To benefit from abundant employment, the development of human resources is essential. In turn, education
and health services are key to the development of human resources. Although there have been major
advances in extending primary education, the slow progress in reducing the gender divide in secondary
education in South Asia remains a matter of great concern. At the national level, secondary schooling should
be emphasized and should impart vocational skills for the evolving globalized workplace, which would narrow
the income gap between skilled and less-skilled workers. It is particularly important to provide equal access to
secondary schooling for girls. Public provision of education and health services is crucial to the poor, as they
cannot afford to pay the prices charged by private providers. Print and public media should be used
extensively to change people’s attitude towards girls’ education and other forms of social exclusions and to
ensure that the poorest of the poor have access to information on available opportunities.

Social safety nets are also essential for the poor and vulnerable, who are unable to benefit from economic
growth directly or indirectly. This support should be strengthened to provide a coping mechanism for the poor,
especially in the event of macroeconomic shocks such as the current economic crisis. Without such
interventions to address the problem of poverty and inequality, rapid economic growth cannot be sustained
over the long term, for there are clear links between inequality and social unrest and violence.
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Impact: Moderating but robust
growth

Economic growth in South and South-West Asia re-
mained robust in 2008, even though most countries in
the subregion experienced some deceleration (figure
4.13).

The economy of India performed relatively well during
2005-2007 by maintaining its growth momentum of
previous years along with moderate inflation, resilient
capital markets, a manageable current account deficit
and favourable foreign exchange reserves. From 2005
to 2007, India achieved an average growth rate of
9.4%, aided by strong performances by industry and
services. An investment boom, growth in consumer
demand, rising incomes, ample bank credit and robust
exports sustained the vibrancy in industry and serv-
ices. India’s economy also benefited from significant
inflows of foreign investment and the Government’s
efforts to contain the fiscal deficit while at the same
time stepping up public expenditure for employment
generation programmes. Despite the adverse impact
of the global recession and high food and energy

prices at home, the Indian economy is estimated to
grow at 7.1% in 2008.

Pakistan’s economy suffered from political instability,
law and order problems, supply shocks, a softening of
external demand, turmoil in international financial mar-
kets and high prices for oil, food and other commodi-
ties. GDP growth slowed to 5.8% in 2008, down from
6.8% in the previous year. The performance of the
agriculture sector was dismal, with 1.5% growth com-
pared with 3.7% in 2007. Manufacturing registered
modest growth of 5.4% against 8.2% in the previous
year. GDP growth in 2008 was principally driven by the
services sector, which posted a growth of 8.2%
against 7.6% in 2007. On the demand side, economic
growth was driven entirely by consumption, especially
private consumption. The contribution of investment
declined, and net exports remained a drag.

An estimated 2008 GDP growth of 6% in Sri Lanka is
encouraging, given the global recession, high and
volatile oil prices, sharp increases in food prices and a
tight anti-inflationary monetary policy. A significant im-
provement in the performance of the agriculture sector
helped to check an even sharper deceleration in growth
from 6.8% in 2007 and a 28-year high of 7.7% in 2006.

Figure 4.13. Economic growth rates and sectoral contributions in selected South and 
South-West Asian economies, 2007-2008
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In the Islamic Republic of Iran, real GDP expanded by
6.8% in 2007, supported by sustained growth in do-
mestic demand. The non-oil sector, driven by strong
performance in the manufacturing and service sectors,
grew by 7.6%, continuing a streak of high growth
since 2006. There was only moderate growth in the oil
sector, which was constrained by insufficient foreign
investment. Supported by high oil prices during a
large part of the year, GDP growth was expected to
remain about 6.5% in 2008. Higher oil earnings al-
lowed the Government to continue with its expansion-
ary fiscal policy, which in turn contributed to a high
level of private consumption and investment.

Turkey’s GDP growth slowed to 4.5% in 2007, down
from 6.9% in 2006. Poor weather conditions adversely
affected agricultural production, and a strong domestic
currency led to deterioration in net exports. Economic
growth further moderated to 2.4% in 2008, reflecting
higher food and energy prices and difficult external
conditions. Turkish banks borrow substantially abroad
to finance lending domestically, so the global credit
squeeze is having an adverse impact on the Turkish
economy.

Bangladesh, one of the least developed countries of
the subregion, achieved a robust growth of 6.2% in
2008, down only slightly from 6.4% in 2007, despite
back-to-back floods and a devastating cyclone. The
Government was able to implement effective rehabilita-
tion programmes and timely policy interventions. The
economy recorded 3.6% growth in agriculture in 2008,
6.9% in industry and 6.7% in the services sector. The
growth of agriculture was nearly one percentage point
lower than the previous year, as almost every
subsector in agriculture was affected by natural disas-
ter. The slowed growth in the industrial sector was due
to a decline in its two major subsectors, manufacturing
and construction. Manufacturing suffered from a loss
of business confidence and labour unrest in the ex-
port-oriented garment sector. Slower growth in the
construction sector growth in 2008 resulted from less
private construction because of higher prices of raw
materials and a slowdown of public sector construc-
tion. The pace of growth in the services sector de-
clined only marginally.

Nepal’s GDP grew at 5.6% in 2008, compared with
2.6% in 2007. Despite a weak performance in mer-
chandise exports and manufacturing, the growth was
supported by a satisfactory expansion in agriculture,
an encouraging increase in tourism and some im-
provements in services. The agriculture sector ex-
panded by 5.7% as favourable weather conditions led
to a strong harvest of key food crops, especially rice.
The performance of the manufacturing sector re-
mained dismal at 0.2% as frequent strikes, labour
disputes and power shortages continued to curtail

production. Overseas workers’ remittances have been
growing, and continue to play a major role in the
growth of the economy by stimulating domestic con-
sumption.

In Bhutan, completion of the Tala hydropower project
in March 2007 provided a boost to economic growth,
exports and Government revenues. GDP growth, which
peaked at 21.4% in 2007, returned to a more normal
level of 5% in 2008. Work on three more hydropower
projects will support economic growth in coming
years. The tourism industry is also expected to do
well.

The Maldives economy contracted in 2005 following
the tsunami in December 2004, but it bounced back
sharply in 2006 with GDP growth of 18%. Growth in
subsequent years was relatively stable and more typi-
cal of the pre-tsunami years. GDP expanded by 7.6%
in 2007, supported by growth in tourism and construc-
tion. Growth moderated in 2008 at an estimated 5.7%,
driven again by tourism and construction.

Security in Afghanistan continues to be precarious.
Still, the economy experienced strong growth at 11.5%
in 2007 as a result of improved weather. A drought in
2008, however, lowered GDP growth to 7.5%, demon-
strating how vulnerable the economy is to large fluc-
tuations in weather. Moreover, agriculture is important
both for its overall output and as the country’s main
source of employment. GDP growth in 2008 was
mainly supported by private consumption and strong
construction investment, much of which was linked to
donor-led investment projects. The economy remains
heavily dependent on foreign aid, and more effective
use of aid can improve its growth. Cost effectiveness
in procurement and genuine ownership of develop-
ment activities by the Government are important in
improving aid effectiveness. An agreement by donors
to channel a substantial amount of their resources
through the national budget will also improve aid
effectiveness.

Rapid increase in inflation

Inflation has been driven up in all the countries of the
subregion, partly by unrelenting pressures from higher
international commodity prices, particularly the prices
of oil, basic metals and selected food items. In India,
the hardening of international commodity prices forced
up consumer prices. To stem inflation, the Government
reduced customs and excise duties on raw materials
and products and kept a tight monetary policy in
place. Despite these measures, the consumer price
index for industrial workers rose from 6.2% in 2007 to
9% in 2008 (figure 4.14). Price increases in food and
fuel groups were higher than those of other groups.
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In Pakistan, inflation rose from 7.8% in 2007 to 12% in
2008. Food inflation was even higher, at 17.6%, driven
primarily by an unprecedented rise in global prices of a
few items such as wheat, rice and edible oil. The
situation was exacerbated by the weakness of the
domestic currency, the gradual removal of fuel, food
and power subsidies and the monetary overhang of
excessive borrowing from the central bank to finance the
large fiscal deficit. The same factors are expected to
exert pressure on overall prices in 2009. The longer the
inflationary pressure persists, the greater the chance for
a wage-price spiral to gain hold; tight monetary and
fiscal policies are necessary to prevent such a spiral. If
the budget deficit is not contained, tight monetary policy
alone may not achieve the desired results.

eration of international commodity prices and reduced
demand due to tight monetary policy.

The increase of already-high inflation has been a
serious concern in the Islamic Republic of Iran. Infla-
tion was expected to rise to about 25% in 2008, up
from 18.4% in 2007. Such an increase, even after
excluding food and energy prices, suggests strong
underlying domestic demand pressures. Higher import
prices aggravated the cost-push effect. The Govern-
ment intends to reduce inflation without undermining
its programme of short-term growth and employment
creation. The country’s economy appears to be over-
heated, and policies aimed at stimulating domestic
demand are less effective in supporting growth and
employment. Since an expansionary policy stance,
both fiscal and monetary, is largely responsible for the
country’s high inflation, it is important to tighten those
policies to prevent inflationary expectations from be-
coming entrenched.

In Turkey, higher prices for food, energy and other
commodities increased inflationary pressures. Inflation
is estimated to have increased to 10.4% in 2008, up
from 8.8% in 2007.

Inflation in Bangladesh in 2008 emanated largely from
higher food prices caused by global markets. Inflation
rose to around 10% in 2008, up from 7.2% in 2007. To

Figure 4.14. Inflation in South and South-West Asian economies, 2007-2008
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Food inflation was even higher

Inflation in Sri Lanka continued to rise. In 2007 it was
15.8%, and is estimated at 22.6% for 2008. The
surging global prices for fuel oil and staple foods,
such as milk and wheat flour, drove the high inflation.
Expansionary fiscal policy also exerted upward pres-
sure. Inflation began to subside in the middle of 2008
with improvements in domestic supply factors, mod-
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curb inflation, the Government’s short-term measures
included selling food grains at subsidized prices on
the open market, withdrawing customs duties on im-
ported food grains and edible oil, increasing food
grain imports, lowering interest rates against import
credit of food grains, regular monitoring of markets,
and fixing the maximum retail price for edible oil.

Because of Nepal’s and Bhutan’s fixed exchange rate
with the Indian rupee, and the fact that India is a
major source of imports, inflation in both countries is
heavily influenced by price developments in India. In
Nepal, inflation accelerated to 7.7% in 2008 from 6.4%
in 2007 due to the rise in energy and food prices. In
Bhutan, inflation had hovered around 5% in recent
years, but it started to rise rapidly in 2008 and stood
at about 9%.

In Maldives inflation accelerated to 12% in 2008 from
7.4% in 2007 due to soaring food and oil prices. In
Afghanistan rapid increases in fuel and food prices
raised inflation to 13% in 2007 from 5.1% in the
previous year. Drought in 2008 lowered the production
of grains by about one third, partly contributing to the
further acceleration in inflation to 24% in 2008.

External balances under pressure

The surge in prices of fuel oil, food and other com-
modities wreaked havoc on the external balances of
some countries in the subregion (table 4.11). India’s
merchandise trade deficit, led mainly by imports, in-
creased to 7.9% of GDP, and the current account
deficit was up to 1.5% of GDP in fiscal 2007. The
current account deficit was financed by capital flows,
which remained large during the year. As a result,
foreign exchange reserves increased by $110 billion in
2007 to $310 billion. The global financial crisis and
slowdown brought down exports growth to an esti-
mated 11.5% in 2008. Deceleration in growth in im-
ports was slower, due to strong growth in imports of
capital goods, project goods and crude oil. Conse-
quently, the trade deficit and current account deficit as
a percentage of GDP were expected to increase in
2008. Management of the current account deficit did
not pose difficulties because of the comfortable for-
eign exchange reserves.

Merchandise exports of Pakistan grew by 16.5% in
2008, compared to 4.4% in 2007. Imports grew by
31.2% with an extraordinary surge in imports of petro-
leum products as well as food and raw material; the
trade deficit was estimated at over $20 billion, more
than 12% of GDP, in 2008. Despite a record $6.5
billion in overseas workers’ remittances, the external
current account deficit grew to $14 billion, equivalent
to 8.4% of GDP. This deficit, coupled with a substantial
outflow of portfolio investment, resulted in a deficit of

overall balance of payments and reduction in foreign
exchange reserves. The Government has taken several
measures to contain import growth, and the current
account deficit is expected to narrow in 2009.

Reduction in foreign exchange reserves

In 2007 Sri Lanka registered a growth of 11.0% in
exports and 10.2% in imports. However, growth in
exports decelerated to 6.5% in 2008. While growth in
exports of agricultural commodities, particularly tea
and rubber, remained strong, growth in exports of
industrial products, particularly textiles and garments,
was slow.  At the same time imports, largely of
petroleum products and consumer goods, grew at the
high rate of 24.0%. In 2008 the deficit in the trade
balance amounted to $5.9 billion, compared to $3.7
billion a year earlier. But private remittances, which
amounted to $2.9 billion, helped to narrow the current
account deficit, which was estimated at 7% of GDP in
2008. The country’s gross official reserves were $2.6
billion by the end of December 2008, down from $3.1
billion in December 2007, and were sufficient to fi-
nance more than two months of imports.

The external position of the Islamic Republic of Iran
strengthened in 2007 when the current account sur-
plus reached an all-time high of about 12% of GDP
because of increased oil earnings. The performance of
non-oil exports was also satisfactory, mainly reflecting
improved competitiveness. The Government allowed
some depreciation in the nominal exchange rate to
compensate for the inflation differential vis-�-vis coun-
try trading partners and thereby protect the competi-
tiveness of the non-oil sector. Gross official reserves,
including those of the Oil Stabilization Fund, rose to
the equivalent of 12 months of imports. With a surge
in oil prices maintained over a significant part of the
year, the current account surplus is estimated to re-
main high, at about 9%, in 2008.

In Turkey, the current account deficit was widened to
6.0% of GDP in 2008 from 5.7% in 2007. The surge in
energy and commodity prices played an important role
in the current account deficit.

In Bangladesh, despite an increasing trade deficit pro-
pelled by higher imports, the current account balance
showed a surplus resulting from robust growth in
export earnings and workers’ remittances. The foreign
exchange market remained mostly stable and the
country’s currency, the taka, appreciated by 0.4%

vis- -visà
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against the dollar during fiscal 2008. But the real
effective exchange rate depreciated, and Bangladesh
enjoyed some gain in export competitiveness. Earnings
from exported merchandise recorded growth of 15.9%
in 2008. Several export commodities – knitwear, petro-
leum by-products, tea, textile fabrics, raw jute, ceramic
products, woven garments, home textiles, electronics,
terry towels, leather, frozen food and footwear – re-
corded higher growth than in the previous year. Mer-
chandise imports showed a 26.1% growth in 2008.
Imports of consumer goods recorded the highest
growth, mainly due to robust import growth in food

grains. While imports of intermediate goods grew at a
lower rate, imports of capital machinery declined. The
inflow of remittances increased by one third, reaching
nearly $8 billion in fiscal 2008. The country’s foreign
exchange reserves were nearly $6.2 billion at the end
of fiscal 2008.

India is the major trading partner of both Bhutan and
Nepal, and the two countries maintain a fixed ex-
change rate with the Indian rupee. Both countries
enjoyed a current account surplus in 2008. In Nepal,
higher imports and slower growth of exports led to

Table 4.11. Summary of external accounts for selected South and South-West Asian economies

(Per cent)

Current account
Export/GDP Import/GDP balance/GDP

2007 2008a  2007 2008a  2007 2008a

Bangladesh 18.0 17.9 25.3 27.4 1.4 0.9
Bhutan 50.6 49.8 49.4 58.5 11.3 ..
India 13.9 16.1 21.8 27.2 –1.5 –2.7
Iran (Islamic Republic of)b 34.1 28.8 19.8 17.9 11.9 8.8
Maldivesc 24.6 21.6 89.0 91.2 –39.1 –50.7
Nepal 8.2 7.4 26.8 27.5 –0.1 2.6
Pakistan 11.9 11.6 18.5 20.5 –5.1 –8.4
Sri Lanka 23.9 19.4 34.9 33.4 –4.2 –7.0
Turkeyd 16.3 17.5  25.8 27.2 –5.7 –6.0

Growth rates

Exports Imports

2006 2007 2008 2006 2007 2008

Bangladesh 21.6 15.7 15.9 12.2 16.3 26.1
Bhutana 47.2 64.4 29.6 –5.6 15.1 56.1
Indiaa 21.8 23.7 11.5 21.8 29.9 19.0
Iran (Islamic Republic of)a,b 18.2 28.1 10.6 16.1 13.1 18.5
Maldivesc,e 39.4 1.2 52.6 24.4 18.3 32.3
Nepala 2.2 1.2 11.0 15.8 15.0 26.0
Pakistan 14.3 4.4 16.5 31.6 8.0 31.2
Sri Lanka 8.4 11.0 6.5 15.7 10.2 24.0
Turkeye 16.4 25.4 23.1  19.5 21.8 18.7

Sources: Bangladesh Bank website, accessed from www.bangladesh-bank.org, 11 December 2008; Maldives Monetary Authority website, accessed
from www.mma.gov.mv/statis.php, 6 October 2008; Nepal Rastra Bank website, accessed from www.nrb.org.np/,  21 October 2008; Central Bank
of Sri Lanka website, accessed from www.centralbanklanka.org, 23 February 2009; Central Bank of the Republic of Turkey website, accessed from
www.tcmb.gov.tr/yeni/eng/, 11 December 2008; Royal Monetary Authority of Bhutan website, accessed from www.rma.org.bt/,  21 October 2008;
State Bank of Pakistan website, accessed from www.sbp.org.pk, 10 December 2008; IMF, World Economic Outlook Database, (Washington, D.C.,
October 2008); CEIC Data Company Limited; and national sources.

Note: Figures are in fiscal year, except those for Maldives, Sri Lanka and Turkey, which are in calendar year.
a 2008 data are estimates.
b Import value in f.o.b.
c 2007 data are estimates.
d 2008 data refers to the first 3 quarters.
e 2008 data are projections.
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further widening of the merchandise trade deficit in
2008. But workers’ remittances increased by more than
50% to roughly $2.2 billion in 2008, helping to move
the current account deficit into surplus in 2008. Further-
more, a surge in foreign aid contributed to a rise in the
overall balance of payment surplus, which led in turn
to an increase in foreign exchange reserves in 2008. In
Bhutan, merchandise trade and current accounts
moved into surplus in 2007 and 2008, aided by elec-
tricity exports to India from the Tala hydropower plant.
Despite large revenues from the export of electricity,
aid inflows will continue to be an important source of
financial support, much of it coming from India.

In Maldives, a huge gap between exports earnings
and imports expenditure widened the current account
deficit to 39.1% of GDP in 2007, reflecting a surge in
construction-related imports and rising commodity
prices, and notwithstanding the contribution from
strong tourism earnings. The current account deficit is
expected to rise to 51% of GDP in 2008. To date,
financing such a deficit through external borrowing has
not been a problem. But it led to a sharp increase in
external debt, which stood at over 70% of GDP in
2008. The Maldives currency remains pegged to the
United States dollar.

Fiscal situation deteriorated

The fiscal situation deteriorated in most countries of
the subregion. In India, after several years of fiscal

consolidation facilitated by strong economic growth,
the budget in 2008 remained under pressure. The
deficit of the central Government was brought down to
2.7% of GDP in 2007, and a target of 2.5% was set
for 2008 (figure 4.15). However, due to stimulus pack-
ages to contain deceleration in economic growth, sig-
nificant increases in Government salaries and Govern-
ment subsidies for food, fertilizer and certain fuel
products, the budget deficit for 2008 is estimated at
6.0% of GDP.

In Pakistan, the Government’s overall revenue in-
creased in 2008, but the increase in expenditure was
much larger, due mainly to subsidies on oil, power,
fertilizer, wheat and other food items. The fiscal situa-
tion deteriorated as the Government absorbed the
high price of oil for domestic consumers, while at the
same time, it had to import wheat at high prices and
sell to domestic consumers at cheaper prices. As a
result, the budget deficit rose to 7.4% of GDP in 2008,
the highest in the last 10 years.

The Sri Lankan Government took measures to enhance
its revenues, mainly by broadening the tax base,
changing the tax rates to provide some exemptions to
encourage development in specific sectors, and im-
proving tax administration. On the expenditure side, the
retail prices of petroleum products continued to adjust
to reflect the cost, while administered electricity tariffs
were revised upwards in line with increased input
costs. The budget deficit was estimated at 7% of GDP
in 2008, down from 7.7% of GDP in 2007.

Figure 4.15. Budget deficits as a percentage of GDP in South and South-West Asian economies in
2007-2008
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The Islamic Republic of Iran continues to follow an
expansionary fiscal policy as it benefits from large oil
revenues. But fiscal consolidation will be needed in
the medium term to reduce inflationary pressures and
prevent an erosion of external competitiveness. The
Government is creating a reform package that will
phase out explicit and implicit energy subsidies, as
well as budgetary non-energy subsidies, and replace
them with targeted social assistance.

Fiscal policy in Turkey was relaxed in 2007 to stimulate
employment and investment in infrastructure. As a
result, the fiscal deficit in 2007 increased to 1.6% of
GDP from 0.6% in the prior year, and is estimated at
1.8% for 2008. Fiscal discipline over the past six years
helped the Government lower its public debt from
61.5% of GDP in 2001 to around 37% in 2007.

In Bangladesh the fiscal deficit as a percentage of GDP
increased from 3.7% in 2007 to 4.8% in 2008 despite
healthy growth in Government revenue. The pressure
on fiscal balance increased due to large increases in
spending on flood and cyclone relief and an expansion
of subsidies following the rise in fuel, fertilizer and food
grain prices in the international market. Fiscal policy is
expected to remain expansionary to promote growth
and employment. Subsidies on food and fertilizer are
expected to remain in place to contain inflation and
boost production of agricultural crops.

The Government of Nepal has had success in raising
its revenues over the last two years. Revenue collec-
tion increased by 22.6% in 2008 on top of a 21.3%
increase in 2007. As a result, the revenue-to-GDP ratio
improved to 13.1% in 2008. Expenditures also wit-
nessed a sharp increase, with development expendi-
ture growing at a high rate. The budget deficit stood
at 4% of GDP in 2008, almost the same as the
previous year. The Government tried to reduce the
huge subsidy on fuel oil by increasing oil prices
towards the end of fiscal year 2008.

Fiscal deficit has become a serious problem for
Maldives. Expenditures have reached extraordinarily
high levels, while revenues cannot keep pace. The
deficit of 7.9% of GDP in 2007 is estimated to rise to
9.7% in 2008. The Government has been relying on
extraordinary revenue measures, such as leasing out
islands, to contain the deficit.

Policy responses: Budget deficits
under pressure

The global slowdown that has come in the aftermath
of the financial crisis will have an adverse impact on
the real economies of the subregion. But the adverse

impact may not be as strong as in some other, more
open subregions.  Governments took measures to
improve the liquidity of the financial sector. India,
Pakistan and Sri Lanka, for example, reduced banks’
cash reserve requirements. Policy lending rates were
also cut in some countries. Because of large budget
deficits and public debt, most countries in this
subregion have less flexibility to introduce major fiscal
stimulus packages. However, some countries, includ-
ing India, have introduced fiscal stimulus packages
(table 4.12) which should help soften the downturn
in the subregion, and further strengthen domestic
demand.  In some countries of the subregion, the
combination of lower Government revenues due to
slower economic growth, significant increases in ex-
penditure on Government salaries, and Government
subsidies for food, fertilizer and certain fuel products,
implemented to boost domestic demand and address
immediate economic hardships, will cause budget
deficits to rise substantially. In India, the deficit is
estimated to rise to 6.0% of GDP in 2008.

Targeted subsidies and special
programmes for the poor are needed

Of some concern is what will happen to remittances. If
oil prices drop to a very low level and remain there for
a long period, accompanied by severe global eco-
nomic slowdown, workers’ remittances are likely to fall.
The subregion has a large number of workers in oil-
producing countries who could lose their livelihoods.
Although past experience shows resilience in outflows
of remittances from the Gulf Cooperation Council
countries, even when oil prices are volatile, Govern-
ments in the subregion are planning to deal with such
an eventuality through domestic employment pro-
grammes and stronger social safety nets. Some coun-
tries may find external imbalances increasingly difficult
to handle alone. Financial assistance from multilateral
financial institutions can help to overcome immediate
problems of balance of payments.  The $7.6 billion,
23-month Stand-By Arrangement signed in November
2008 between the International Monetary Fund and the
Government of Pakistan, to help the country meet its
serious balance of payments difficulties and support
the country’s economic stabilization programme, holds
important pointers for other countries of the region.

Over and above these immediate fire-fighting policy
responses, there are long-term policy challenges fac-
ing the subregion that will need to receive equal
priority. Poverty and rising inequalities remain the key
challenge for the region. Targeted subsides and spe-
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cial programmes for the poor are needed. Many coun-
tries have already introduced such programmes, but
they need to be strengthened further, as discussed in
box 4.2. The fiscal stimulus packages introduced in
some countries are clearly aimed at creating employ-
ment while addressing public infrastructure bottlenecks
that have stymied the dynamic entrepreneurship and
cost-effective functioning of the subregion’s business
sector. Involvement of the private sector through pub-
lic-private partnerships is the only way to meet the
growing needs for physical infrastructure, particularly
energy. Along with generating more electricity, it is
important to efficiently utilize existing capacity. Trans-
mission and distribution losses are massive, partly due
to theft. Rehabilitation and proper maintenance of the
distribution system should be a priority to minimize
such losses.

Outlook: Moderating growth with
downward pressures

The South and South-West Asian subregion is forecast
to grow by 4.3 in 2009 (table 4.10). With some
moderation in growth, India is forecast to achieve
growth of 6.0% in 2009.  Economic activity has been
moderating in response to earlier monetary tightening,
hardening of commodity prices in international markets
and continuing financial strains, but the easing of

monetary policy in late 2008 and fiscal stimulus pack-
ages should render support to domestic demand.

The 2.5% growth outlook for Pakistan is not promising,
mainly because of its internal problems, such as high
inflation, large fiscal and current account deficits, se-
vere electricity shortages and precarious law and or-
der. Bangladesh and Sri Lanka are projected to grow
between 5% and 6%. Nepal’s improved political stabil-
ity, transition towards stable democracy and more
conducive investment climate are expected to pave
the way for a more robust economic performance over
the medium term. The country’s GDP is expected to
grow about 5.5% in 2009.

Being the only net exporter of oil in the subregion, the
Islamic Republic of Iran is expected to experience
slower growth, about 5.0%, due to the sharp decrease
in oil prices. Turkey, with a relatively more open
economy and a banking sector more closely linked to
financial institutions in the developed countries, is ex-
pected to register negative growth in 2009.

With falls in oil and other commodity prices, inflation is
expected to come down in most countries. Budget
balances are expected to remain under pressure. Ex-
ports growth for some countries may slow down even
faster than reduction in imports growth, causing addi-
tional difficulties with the balance of payments.

Table 4.12. Fiscal stimulus package in selected countries in South and South-West Asia

Salient features

India The Government of India announced fiscal stimulus packages on 7 December 2008 and 2 January
2009. The packages: (a) provide tax relief to boost domestic demand, including an across-the-
board cut of 4% in the ad valorem central value added tax rate, except for petroleum products;
(b) include several measures to support exports, the textiles sector, housing, and small and medium
enterprises; and (c) aim to increase expenditure on public projects to create employment and public
assets.

The Government has: (a) renewed its efforts to increase infrastructure investment; (b) already
accelerated approval for infrastructure projects; and (c) taken an expansionary fiscal stance to boost
economic growth, which increased budget deficit from 2.7% of GDP in 2007 to 6.0% in 2008.
Budget deficit for 2009 is expected to remain high.

Pakistan In November 2008, the International Monetary Fund and the Government of Pakistan signed a $7.6
billion, 23-month Stand-By Arrangement to help the country meet its serious balance of payments
difficulties and to support the country’s economic stabilization programme. The Government plans
to reduce budget deficit from 7.4% of GDP in 2008 to below 5% in 2009. GDP growth is expected
to decelerate sharply in 2009 due to internal difficulties as well as global slowdown. While the
Government lacks financial resources to introduce any fiscal stimulus, through a reprioritization of
expenditure, the Benazir Income Support Programme has been launched to help poor families with
monthly cash benefits.

Sri Lanka The Government of Sri Lanka announced a stimulus package in December 2008 to maintain GDP
growth around 6% in 2009. The stimulus package, valued at 16 billion rupees ($141 million, 0.3%
of GDP), includes cuts in energy prices and incentives for exporters. Exporters in certain sectors
(tea, apparel, leather, rubber, among others) who maintain 2008 revenues and do not retrench workers
will get a 5% incentive payment on their revenues. Reductions ranging from 5% to 15% in the
expenses of Government officials were announced to save resources for the package.
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For South-East Asia, not unlike other subregions, 2008
was a year of many happenings. During the first half of
the year, policymakers were preoccupied with inflation,
which increased substantially as the commodity price
spike was passed on to domestic food prices. The
effect of these price increases was mixed, however, as
exporters of commodities such as oil and gas, rubber,
palm oil, rice and metals benefited from higher export
receipts. But by the last quarter of 2008, attention
turned to a second and larger shock: the sudden
onset of economic crisis. As manufacturing exports
from many countries in the subregion experienced
double-digit declines, economic growth slowed mark-
edly, darkening the outlook for 2009.  Overall, the rate
of GDP growth dropped from 6.5% in 2007 to 4.3% in
2008, but it is expected to plummet further to 1.5% in
2009, the slowest among the developing ESCAP
subregions. On the downside, there is a marked risk
that the global recession driven by the financial crisis
will turn into an industrial crisis for the entire subregion,
given its integrated industrial production base and a
linkage to the global supply chain, thus deepening
unemployment and further hurting the poor. On the
brighter side, while banking sector vulnerabilities must
remain on the radar screen, the improvements in
banking supervision and prudential macroeconomic
policies implemented after the financial crisis of 1997,
which had its origins in this subregion, have strength-
ened the financial sector and increased its resilience to
crises.

Impact: Dramatic drops in GDP
and exports

While the slowdown in export demand was pervasive
across South-East Asia, its effect on the rate of growth
of GDP during 2008 varied across countries according
to their trade composition. Countries that relied most
heavily on manufacturing exports to industrial coun-
tries, such as Cambodia, the Philippines and Singa-
pore, were the most affected by the slowdown. Singa-
pore’s growth rate experienced the deepest cut, from
7.7% in 2007 to 1.2% in 2008. In contrast, Indonesia,
the Lao People’s Democratic Republic and, to a lesser
extent, Malaysia benefited from high commodity prices
during the first half of 2008 and managed to sustain
growth rates only slightly below those of 2007.

As a result of the spike in commodity prices, inflation
increased substantially in the economies of South-East
Asia in 2008, more than doubling in all countries except
Indonesia and the Lao People’s Democratic Republic,
where it was nevertheless substantially higher than in
2007. The largest increase in inflation occurred in
Cambodia, the Philippines, and Singapore, where infla-
tion rates more than tripled between 2007 and 2008.

Exports dropped dramatically at
the end of 2008

Data from the last few months of 2008 show a
marked deceleration in manufacturing exports from the
subregion. In October, Singapore’s non-oil domestic
exports fell by 15% year-on-year. While exports to the
United States contracted the most that month, Singa-
pore exports to other markets, such as the European
Union, China, Malaysia and Japan also declined. This
trend worsened, and by January 2009 total non-oil
exports plummeted 35% from a year earlier. Similarly,
exports from the Philippines dropped as much as 40%
in December, year-on-year, the worst performance in
more than two decades, with electronics exports
plunging 48%. Similar year-on-year drops in exports
have occurred in other South-East Asian countries,
such as Thailand (27% in January 2009), Indonesia
(21% in December 2008) and Malaysia (16% in De-
cember 2008).

South-East Asia: International financial crisis
evolves into deepening subregional
industrial crisis

The brunt of the impact of the dramatic
fall in exports will be reflected in

the 2009 growth rates

The dramatic drops in exports towards the end of
2008 are starting to impact on employment in export-
oriented industries. For instance, Cambodia’s garment
industry sells 70% of its products to the United States,
where retail sales have fallen during the second half of
2008. As a result, 10% of the country’s garment
factories closed operations, leaving 20,000 workers
without jobs. In Thailand, the seasonally adjusted GDP
fell 6.1% in the last quarter of 2008 compared to the
previous quarter, the worst performance in decades.
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Why has domestic demand failed to compensate for
the fall in exports in 2008? In open economies, do-
mestic demand – especially private consumption and
investment – is highly dependent on export demand
and export prices. For instance, rising prices of coal,
palm oil, coffee and rubber in the first half of 2008
increased the income of farmers and miners in Indo-
nesia, boosting sales of motorcycles and cars to
record levels. Conversely, the dramatic drop in com-
modity prices in the second half of 2008 had a
dampening effect on private consumption.

Private investment is another component of domestic
demand that started to contract significantly toward
the end of 2008. The global liquidity crunch made
access to project financing more difficult, especially for
those funded by FDI. And the large export orientation
of investment projects in South-East Asia made invest-
ment less profitable. With little access to credit and
poor short-term profitability prospects, many firms
postponed or cancelled investment projects in the
subregion, adding to the recessionary effect of the
drop in exports. Foreign investors’ financial difficulties
have affected not only export-oriented projects but
also projects in infrastructure and construction, thus
further dampening FDI flows from both outside and
within the region. Least developed countries have not
been immune. For example, a project to construct
seven skyscrapers in the capital of Cambodia financed
by a  company from the Republic of Korea is reported
to have been  scaled down to only three skyscrapers,
and construction was postponed to 2010.

Idiosyncratic shocks and circumstances
affected growth in some countries

In addition to events in the international economy,
idiosyncratic shocks had an important effect on the
rate of GDP growth of some countries in the
subregion. In Myanmar, Cyclone Nargis hit the
Ayeyarwady Delta in May 2008, killing over 80,000
people. A joint report of the Government of Myanmar,
ASEAN and the United Nations calculated the damage
and losses as comparable to those caused by the
Indian Ocean tsunami in Indonesia in 2004 (Tripartite
Core Group, 2008). The report estimates that the total
economic losses caused by the cyclone amount to
2.7% of Myanmar’s projected GDP for 2008.

In Thailand political demonstrations late in 2008 were
estimated to have caused losses exceeding 100 billion
baht ($3 billion), not only to the tourism and aviation
industries but also to exporters who were unable to
ship their products on time when the airports were
shut down (Pitsuwan, 2008). The prospect of damage
to the tourism industry is particularly worrisome for

Figure 4.16. GDP growth dropped in 2008, but
the worst is still to come
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Asia and the Pacific 2008; IMF, International Financial Statistics; and
ESCAP estimates.
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27 February 2009).
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Because the dramatic fall of exports took place at the
end of 2008, it is not fully reflected in that year’s rates
of GDP growth. The brunt of its impact will be re-
flected in the 2009 growth rates. Figure 4.16 shows
that GDP growth fell for all countries in the subregion
between 2007 and 2008, and that deeper cuts in
growth are forecast for 2009. These forecasts, how-
ever, should be taken with caution. Since the crisis
started, forecasts have been continuously revised
downward, most recently for Singapore and Thailand.
The downward risks are high for all countries and
suggest that the worst is still to come.

Domestic demand did not compensate
for falls in exports in 2008

As pointed out in last year’s Survey (ESCAP, 2008),
growth in domestic demand in 2007, especially in
private consumption, helped smooth out the adverse
impact that a deceleration in exports had on the
subregion’s GDP growth that year. Unfortunately, this
was not the case in 2008. As shown in figure 4.17,
domestic demand grew slower in 2008 than in 2007 in
all the South-East Asian countries. While in Cambodia,
the Philippines and Viet Nam, the drop in domestic
demand exacerbated the adverse effect of the decel-
eration of exports, weaker domestic demand coun-
tered the expansionary effect of exports in Malaysia.
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Figure 4.17. Domestic demand growth did not help smooth out the impact of dropping
exports during 2008
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Thailand, where it accounts for around 6% of GDP. A
report of the National Economic and Social Develop-
ment Board released just before the airport closures
had already raised concerns about tourism slowing,
initially because of the high cost of fuel and air travel,
then because of the international financial crisis. Re-
vised Board forecasts for 2009 prepared after the
airport closures warned that the events could cut GDP
growth by as much as 1% compared to the previous
forecast (Theparat, 2008).

In Viet Nam, economic authorities established a
stabilization package in March 2008 to cool an over-
heating economy, slow inflation and control a deterio-
rating current account. The package included a large
increase in interest rates, and low-priority public invest-
ments were cancelled or delayed, saving 1.2% of GDP.
The tighter monetary policy induced a slowdown in
private investment, mainly in construction. And high
inflation, which began to slow toward the end of the
year, caused a significant slowdown in private con-
sumption compared to 2007.

Inflation was a big concern in the first
half of 2008

Before the impact from the global recession shocked
South-East Asia in the last quarter of the year, rising
inflation was the most urgent concern of the
subregion’s policy makers. Consumer price inflation
soared in the first half of 2008 as a result of the
dramatic increase in international commodity prices
(analysed in chapter 2). The transmission from interna-
tional commodity price inflation to domestic inflation
was largely due to food, because of its high weight in
the consumer price index of countries in the
subregion, which range from 23.4% in Singapore to
47.9% in Viet Nam. While the crude oil price increased
even more than food prices, its impact on domestic
inflation rates was smaller because energy prices are
regulated by most Governments in the subregion and
are adjusted infrequently.

Inflation rates increased significantly in South-East
Asian countries, reaching a peak between June and
August of 2008 before beginning to fall (figure 4.18).
The drop in inflation rates reflects an astonishing re-
versal of the price trends described in chapter 2. In
Thailand, inflation dropped from 9.2% in July to 0.4%
in December and may drop further in 2009. Viet Nam,
which in 2008 experienced its worst bout of inflation
since 1992, saw the inflation rate moderate from a
peak of 28.3% in August to 19.9% in December.
Similarly, Cambodia’s inflation rate  dropped to 13.5%
in December from 22.5% in August. These trends are
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Figure 4.18. Inflation trends reverted in the second half of 2008
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Sources: ESCAP, based on data from national statistical office websites (accessed on 20 February 2009).

expected to continue into 2009. As shown in figure
4.19, inflation rates in 2009 are expected to drop back
to levels similar to those of 2007.

Current accounts deteriorated but
remain in surplus in most countries

Although the high price of commodities during the first
half of the year benefited some countries, the general-
ized slowdown in exports as a result of the deepening
international financial crisis in the second half pre-
vailed, and current account balances deteriorated
across South-East Asia (figure 4.20). Nevertheless,
most countries continued enjoying current account sur-
pluses. The main exceptions were Cambodia, where
the current account deficit increased from 3% of GDP
in 2007 to 7.7% in 2008, and Viet Nam, where it
increased from 9.9% to 14.1% in the same period. In
the Philippines the small current account deficit of
0.9% of GDP would be substantially larger if it were
not offset by the remittances the country receives from
overseas workers, which represented 11.6% of the
country’s GDP in 2007. Data for the first nine months
of 2008 indicate that remittances increased 17.1%
compared to the first nine months of 2007. A reversal
in remittances is not expected in 2009, but a
slowdown is foreseen because many of the country’s
overseas workers are based in recession-hit econo-
mies. In Viet Nam, the current account deficit deterio-
rated compared to the year before, most of the de-
cline coming during the first half of the year. Since
July, as the stabilization package started to affect
domestic demand, imports contracted every month,
reducing the current account deficit.

Policy responses: As
recessionary pressures mount,
urgency of further expansionary
policies intensifies

As inflation soared, monetary policy changed from
mostly neutral to contractionary by mid-2008. But as
the impact of the global financial crisis on economic
growth became more evident by the fourth quarter of
2008, monetary policy started to ease. Cuts in policy
rates can be expected to continue in 2009. Consistent
with monetary easing and the deterioration in current
account balances mentioned above, South-East Asian
currencies depreciated, especially towards the end of
2008 and into 2009. Nevertheless, with reasonably high
levels of foreign exchange reserves, and save for a
short bumpy ride for the Indonesian rupiah in Novem-
ber, no major disruption in foreign exchange markets
has occurred in the subregion at the time of writing. As
for fiscal policy, in most countries during 2008, budget
deficits were small and balances remained stable or
improved slightly. Thus, the subregion has fiscal space
for an expansionary and coordinated response to the
global financial crisis. Some of the recently announced
fiscal stimulus packages by South-East Asian countries
are discussed below.

Monetary policy has been tracking
inflation with a lag

Figure 4.21 shows the evolution of selected policy
interest rates in the subregion between January 2008
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Figure 4.21. Monetary policy easing since late 2008
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Figure 4.19. 2009 inflation rates expected to
drop back to levels similar to 2007

Sources: ESCAP, based on national sources; IMF, International Finan-
cial Statistics; and ESCAP estimates.

Notes: 2008 rates are estimates and 2009 rates are forecasts (as of
27 February 2009).
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Figure 4.20. Current account balances
deteriorated during 2008
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and February 2009. It shows that the Bank of Indone-
sia increased its policy rate by 25 basis points on six
occasions, raising it from 8% in May to 9.50% in
October, before cutting it to 9.25% in December,
8.75% in January, and 8.25% in February. The Bank of
Thailand increased its policy rate more moderately,
from 3.25% in July to 3.75% in August, before cutting
it by an unprecedented 100 basis points in December,
and by another 75 basis points to 2% in January. After
keeping its policy rate constant at 3.50% for most of
the year, the central bank of Malaysia cut it to 3.25%
in November and to 2.50% in January, while the
central bank of the Philippines cut its policy rate twice
in December and January, from 8% to 7%.

Changes in monetary policy in 2008 were most force-
ful in Viet Nam, which experienced a dramatic in-
crease in the inflation rate. The State Bank of Viet
Nam increased its base rate from 8.75% to 12% in
May and to 14% in June and allowed commercial
banks to pay interest rates of up to 150% of the base
rate for deposits.2 Since the end of October, the State
Bank cut the base rate dramatically, by 100 basis
points on four occasions and by 150 basis points in
two occasions, lowering it to 7% in February. At the
end of 2008, Viet Nam was contemplating a reform of
its monetary policy, by which the central bank would
set a floor rate and a ceiling rate for intrabank transac-
tions, letting banks set deposit and lending rates (Viet-
nam Business Finance, 2008).

Exchange rates depreciated, but
foreign exchange reserves remain
at comfortable levels

Consistent with the deterioration of current account
balances, the nominal exchange rate depreciated
across South-East Asia. The value of the Philippine
peso and the Thai baht dropped steadily over the
year, depreciating approximately 15% by February
2009 (figure 4.22). The Indonesian rupiah was stable
until early October, when its value dropped nearly
25%. The rupiah recovered partly in December and
January, before dropping again in February. The Singa-
pore dollar and the Malaysian ringgit appreciated until
May before starting to depreciate, and Viet Nam’s
dong gradually depreciated over the year, accumulat-
ing by February 2009 a fall of 7% from January 2008.
Many of the subregion’s currencies strengthened a
little in December, continuing their downward trends
during January and February of 2009.

Despite the weakening of exchange rates, South-East
Asian countries appear resistant to major disruptions
in the foreign exchange market because of their high
level of foreign exchange reserves and low exposure
to troubled subprime assets. Yet, the possibility of a
future episode of exchange rate volatility should not
be ruled out. With continuing uncertainty about how
deep and how long the recession will be and how it

Figure 4.22. Currencies depreciated in the second half of 2008
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2 In the months before this policy change, deposit rates
were capped at the base rate. Thus the combination of
the increases in base rates plus the increase in the
ceiling led to a dramatic hike in deposit rates.
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will affect countries in the subregion, stock markets
have been especially volatile. Their movements are
likely to affect foreign exchange markets, as foreign
investors move in and out in search of high returns.
As a result, central banks will need to remain vigilant
and balance the goal of stimulating domestic demand
by cutting interest rates with the need to sustain the
stability of their exchange rates.

Budget deficits remained in check in
most countries

The subregion’s reasonably strong fundamentals can
be seen in its fiscal accounts. Fiscal balances re-
mained stable or improved slightly in most South-East
Asian countries in 2008 (figure 4.23). The main excep-
tions were Malaysia and Singapore and, to a lesser
extent, the Philippines. The situation was more worri-
some in Malaysia; Singapore still had a budget sur-
plus in 2008, while the Philippines had made signifi-
cant progress in controlling budget deficits and there-
fore had only a small deficit of 0.9% of GDP. One
reason for the increase in Malaysia’s budget deficit,
especially during the first half of 2008, was the coun-
try’s  fuel subsidies. Although the dramatic drop in
crude oil prices in the second half of the year brought
much relief to that problem, revenue from oil earnings,
which account for a significant share of Government
revenue, have been dropping fast along with the price
of crude oil. Viet Nam had the second highest deficit
in 2008, but has been making some progress in
controlling it through its stabilization package.

Addressing the food security threat

While the attention of policymakers is currently fo-
cused on smoothing out the impacts of the global
financial crisis is having on the subregion economies,
food inflation was the main threat by mid-2008. As a
result, a number of short-term initiatives to support the
most vulnerable population groups have been put in
place. In addition, longer-term policies to both improve
social protection systems and increase agricultural
production have been widely discussed. Box 4.3 con-
tains details of both short- and long-term measures to
support food security in South-East Asia. While the
long-term measures do not seem a priority at the
moment, their implementation is as or more important
than the short-term measures. According to the analy-
sis in chapter 2, episodes of soaring commodity
prices are highly likely to recur after the global
economy recovers from the recession. It is very impor-
tant to be prepared ahead of time, as a systemic
response to crises is more effective and less costly
than short-term palliative measures.

Outlook

Given the prospect of a sharp fall in growth rates
across South-East Asia, most of its countries have
announced fiscal stimulus packages to support do-
mestic demand, in an attempt to stop the downward
spiral set forth by the dramatic drop in exports at the
end of 2008. The details about some of these pack-
ages are still sketchy and may be subject to change
before being passed into law. Most of the packages
announced are relatively small. For Malaysia, Thailand,
Viet Nam and Indonesia they represent, respectively,
1%, 1.2%, 1.2%, and 1.4% of GDP. The exceptions are
the Philippines (4.6% of GDP) and Singapore (11.5%
of GDP). Table 4.13 includes details available at the
time of writing.

It is expected that most of these packages will be
refined and finalized in coming months. There is wide-
spread agreement that they are the most effective
policy tool currently available to fight the recession, for
monetary policy has a limited impact when businesses
do not have an incentive to invest and consumers are
postponing major expenses amid the uncertainty of
keeping their jobs. Given the preliminary state of some
of these packages, there is still room for further dis-
cussion about how they can be made most effective.

In light of the analysis in chapters 2, 3 and 5, there
are good grounds for being selective in the use of
public funds and taking advantage of the current need
to boost fiscal expenditures to enhance the

Figure 4.23. Budget deficits remain under control
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(Continued on next page)

Box 4.3.  Policy responses in supporting food security in South-East Asia

A subregional seminar in Manila in October 2008 examined policy responses to protect the poor from the
spike in food prices that had occurred earlier that year. The seminar, which was organized by ESCAP in
partnership with the Asian Development Bank and the United Nations in the Philippines, was attended by
policymakers from five South-East Asian countries (Cambodia, Indonesia, Philippines, Thailand and Viet Nam),
representatives from Philippine NGOs, experts from multilateral organizations and academics.

The programme focused on short-run policies to protect the poor from the impact of increasing food prices,
and long-run policies aimed at strengthening social protection systems, increasing agricultural productivity and
promoting rural development. The seminar reached several conclusions and recommendations.

Short-term measures to mitigate the impact of food price increases on the poor

Participants exchanged country experiences on a number of short-term programmes and policies:

• Food-for-school programme (Philippines): Providing one kilogram of rice per child that attends class at an
elementary school, pre-school programme or day-care centre;

• Selling rice at subsidized prices (Philippines, Cambodia, Indonesia);

• Emergency fiscal measures: (a) reduction in gasoline taxes, subsidies to small users of electricity and
water, and free transportation on selected buses and trains (Thailand, for six months only); (b) direct cash
assistance to poor households to compensate for the adverse impact of the fuel-price increase
(Indonesia, Rp100,000/month, for seven months only);

• Conditional cash programme (Pantawid Pamilyang Pilipino Program, Philippines): P500 per month per
household for preventive health checkups and vaccines, and P300 per month per child who attends
school (for a maximum of three children per household);

• Increases in minimum wages and Government workers’ wages (Cambodia and Thailand);

• Self-help community empowerment (Indonesia): Provide Rp3.0 billion per community annually to generate
rural economy activities.

Building resilient social protection systems

The current crisis brought the problem of food insecurity to the centre stage of national and international
policy debates, providing a unique opportunity to re-examine how social policies work and how they could be
improved and expanded to reach a larger population and eventually all vulnerable groups. During the seminar,
the following key issues were raised:

• The ability of countries to implement social protection systems depends on their level of development.
Targeted transfers and safety nets, such as unemployment insurance schemes, are expensive and require
a sufficient tax base, which low-income countries lack;

• For targeting schemes to be effective and sustainable in the long run, criteria should be developed to
ensure that poor and non-poor households are correctly identified;

• Social policies are planned and budgeted by the national Government but are delivered by local
governments. Partnerships should be established, not just between the public and private sectors but also
between the national and local governments;
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Box 4.3 (continued)

• Building resilient rural communities ameliorates the need for social protection. Empowering farmer
organizations, diversifying the rural economy, and improving economic infrastructure in rural areas should
receive policymakers’ priority attention;

• The ability of the tax system to generate sufficient funding for social policies should be addressed. Equity
issues should be considered as well (for example, should children of middle-class and wealthy families
received a subsidized university education?);

• The human-rights approach to the universal provision of social services should be further explored. Some
countries have already moved in that direction, such as Thailand in health care and Viet Nam in free
health care for children under six.

Reinvigorating the agricultural sector to boost food production and fight rural poverty

Investment in agriculture has been downplayed in recent decades, resulting in a sharp drop in the growth rate
of yield. In the face of increasing demands on land and water to grow biofuel crops and a growing frequency
of prolonged droughts and heavy rainfalls, it is critical to implement policies to reverse this trend. In this
regard, several issues were examined during the seminar:

• The crisis in food prices led to the recognition that investment in agriculture and rural infrastructure has
been neglected. Policymakers should redress this neglect as a matter of priority, not just to support
millions of poor rural families but also to ensure that enough food is available for the urban poor;

• Various countries provided details of their policy responses to improve agricultural production. Most of
those policies overlapped with the Philippines’ FIELDS program – a comprehensive program to improve
agriculture production, with six components: (F) fertilizer and micronutrients; (I) irrigation, facilities
rehabilitation and restoration; (E) extension, education and training; (L) loans for inputs and crop
insurance; (D) dryers and other post-harvest facilities provision; (S) seed subsidy on quality genetic
materials;

• While high food prices are detrimental to urban households, short-term measures to bring them down
may remove farmers’ incentives to increase production, which would not be helpful in the long run.
Policymakers should try to improve the social protection of the urban poor simultaneously with policies to
improve agricultural production, as the latter – to be effective – should keep farm gate prices higher than
in the past;

• Sustainable agriculture should be considered a valuable option for improving food security and reducing
rural poverty, in addition to policies that support conventional agriculture. Successful grass-roots experi-
ences, such as the Infanta Integrated Community Development Assistance in Philippines, are replicable
models. Partnerships between Governments and NGOs should be considered for that purpose;

• Efforts to improve and disseminate knowledge about agricultural techniques should be emphasized,
especially as climate change puts stress on agricultural systems and increases the frequency of weather-
related disasters;

• In many countries, working-age people, particularly males, migrate to the cities or abroad to find better
employment, leaving older relatives, spouses and children on the farm. It is thus critical to provide safety
nets and disseminate technical knowledge for those left behind.
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subregion’s resilience to future crises. From that point
of view, spending on policies that promote the long-
term sustainability of energy and food markets and
that systematically address the deficiencies of current
social protection systems is a valuable investment for
the future, and also helps to stimulate domestic de-
mand in the short-term. Regional coordination is

needed not only to implement fiscal measures at the
same time but also to agree on substantive policies
that will benefit the subregion in both the short and
long term. There is an opportunity for the ESCAP
secretariat, in collaboration with the ASEAN secretariat,
to organize joint studies and policy dialogues to
discuss such substantive policies.

Table 4.13. Selected fiscal stimulus packages in South-East Asian region

Size Salient features

Indonesia Rp 71.3 trillion ($6.1 billion); Tax breaks for individuals and companies (Rp 43 trillion); waived import
1.4% of 2008 GDP; (budget duties and taxes (Rp 13.3 trillion); infrastructure spending (Rp 10.2
deficit in 2008: 1.2% of GDP) trillion); diesel subsidy (Rp 2.8 trillion); rural development (Rp 0.6 trillion).

Announced in January 2009; enhances a previous Rp 27.5 trillion
stimulus package.

Malaysia RM 7 billion ($1.9 billion); Investment funds to promote strategic industries and high-speed
1% of 2008 GDP; (budget broadband (RM 1.9 billion); small-scale projects such as village roads,
deficit in 2008: 5.1% of GDP) school repairs (RM 1.6 billion); affordable housing (RM 1.5 billion);

education and skills training programmes (RM 1 billion); public transport
and military facilities (RM 1 billion).

Announced in November 2008; a second stimulus package was
expected in February 2009.

Philippines P 330 billion ($6.5 billion); Increase in expenditures (P 160 billion); infrastructure (P 100 billion); tax
4.6% of 2008 GDP; (budget relief and reduction of corporate income tax rate (P 40 billion); waiver of
deficit in 2008: 0.8% of GDP) penalties on loans from social security institutions (P 30 billion).

Announced in January 2009; specific details not available at the time of
writing.

Singapore S$20.5 billion ($13.7 billion); Job credit programme: cash transfers for employers to cover part of their
11.5% of 2008 GDP; (budget wage bills and avoid mass lay-offs (S$4.5 billion); special risk sharing
surplus in 2008: 0.9% initiative: Government guarantees to working-capital loans (up to S$5
of GDP) million) to individual firms to stimulate bank lending; cut in corporate tax

rate from 18% to 17%; and personal income tax rebates of 20% of taxes
due (capped at S$2,000).

Announced January 2009; the Government plans to draw down S$4.9
billion from previously accumulated reserves to finance the job credit and
special risk sharing initiative programmes, and will also tap reserves held
by the Monetary Authority of Singapore (the central bank) and the
Government of Singapore Investment Corporation (a sovereign wealth
fund).

Thailand B 115 billion ($3.3 billion); One-time distribution of B 2,000 in cash to people who currently earn
1.2% of 2008 GDP; (fiscal monthly salaries of less than B 15,000; support for social security; free
deficit in 2008: 1.4% of GDP) education programmes; job creation; and low-interest loans to farmers.

Approved by the cabinet in January 2009, the initiative extends by six
months a package of economic stimulus measures implemented by the
previous Government, including such measures as, lower water and
electricity charges, free rides on some of Bangkok’s public buses and
free third-class train rides nationwide.

Viet Nam D 17 trillion ($1 billion); Details not announced at the time of writing. Components include:
1.2% of 2008 GDP; subsidized loans to farmers at an annual rate of 11.5%; a 4% subsidy on
(fiscal deficit in 2008: the interest rate enterprises pay for their loans; and credit for small
4.1% of GDP) businesses.

Announced December 2008.
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The three developed economies in the region re-
mained relatively immune to financial crisis in 2007, as
their financial sectors had limited exposures to the
subprime loans of the United States. A fall-off in
demand from the United States was partly offset by
the continued strength of export demand from other
major trading partners. However, by 2008, as the crisis
struck developed countries of Europe and export de-
mand from Asian countries fell sharply, the impact of
the crisis spread to the developed countries of the
region. In particular, the latest economic data show
that the Japanese economy was the hardest hit
among developed economies at the end of 2008. This
is a reflection of these countries’ deeper and more
extensive financial, trade and investment interlinkages
with the source of the financial crisis. Credit availability
was reduced and costs of credit increased, and busi-
ness and consumer confidence deteriorated rapidly,
exacerbated by sharp falls in export demand. This set
off a downward cycle of contagion that eventually
engulfed both the developed and developing countries
of the region.

Impact:  The return of recession

The Japanese economy, which had maintained posi-
tive growth of 2.4% in 2007, was unable to sustain any
growth in 2008 as export growth (figure 4.24), the
main driver of previous growth, continued to decline.
The economy went into recession after recording a
contraction in the second quarter of 2008 – its first
contraction since 2002 (table 4.14). It recorded quar-
terly contraction of 3.3% in the fourth quarter of 2008,
reducing the annual growth rate to –0.7%.

Although solid external demand supported business
investment and growth, albeit weak, in much of 2007,
the pessimistic business sentiments seen at the end
of 2007 worsened in 2008, as indicated in the Tankan
survey of business confidence in December 2008
(Bank of Japan, 2008a). The surge of commodity
prices, together with falling demand, put further strain
on corporate profits, which plunged by an annual rate
of 22.4% in the third quarter of 2008 – the largest fall

Developed economies in the ESCAP region:
Heightened contagion and deepening
recession

Figure 4.24. Economic growth in developed ESCAP countries, 2006-2008
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Sources: ESCAP, based on national sources; and ESCAP estimates.

Note: Figures for 2008 are estimates.
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in seven years (Japan, 2008a). Amid falling profits and
deteriorating confidence, business investment contin-
ued to fall through 2008 in Japan, diving at an annual
rate of 13% in the third quarter. Construction, which
plunged in the third quarter in 2007 due to the revised
building standards law, started to recover during
2008, although it fell again at the end of the year,
reflecting the deterioration of consumer confidence.
Fears of a credit crunch led corporate managers to
rush for bank loans to maintain liquidity while such
credit was available. Bank lending grew 3.6% year-on-
year in November 2008, following the 16-year high of
2.3% in October (Financial Times, 2008).

contrast, sustained moderate growth in 2008, marking
the eighteenth year of expansion, although at a mod-
erate pace of 2.4% compared to the strong growth of
4.2% seen in 2007. As in 2007, household consump-
tion and private investment were the main contributors
to growth in 2008, while export growth was buoyed by
strong commodity prices in the first half of the year.

In Australia and New Zealand the economy was sup-
ported by private investment in 2008, although at a
moderate pace. In both countries, sizable funding
comes from the overseas wholesale market and thus,
funding costs have increased, reducing the availability
of credit in the domestic market.

Business investment in Australia remained at a high
level as a share of GDP in 2008, bolstered by the
strength of the mining sector, but reflected a slower
pace than in the previous year. Private business invest-
ment grew by an annual rate of 12.8% as of September
2008, following record growth of 18.4% in 2007 (Austral-
ian Bureau of Statistics, 2008). Nonetheless, business
confidence was lower than the long-term average, and
firms’ intentions for further investment are largely uncer-
tain when ongoing projects are completed. While the
mining sector has been largely insulated from the
financial crisis so far, tighter credit and the rising cost of
equity funding, combined with falling commodity prices,
are likely to discourage future investment.

Business investment continued to expand at the begin-
ning of 2008 in New Zealand as well, partly compensat-
ing for the weak private consumption growth, although
firms were more cautious about further investment. With
greater pessimism about profits, business confidence
worsened in November, as profit margins decreased in
the face of weaker demand and increasing production
costs. A softening labour market clearly indicated the
loss of business confidence, with the employment
intention of firms rapidly dropping in 2008 (New Zea-

Table 4.14. Rates of economic growth and inflation of Australia, Japan and New Zealand, 2007-2009

(Per cent)

Real GDP growth Inflationa

2007 2008b  2009c 2007 2008b 2009c

Developed economies 2.6 –0.4 –2.2 0.3 1.7 0.1
Australia 4.2 2.4 0.5 2.3 4.4 3.1
Japan 2.4 –0.7 –2.5 0.1 1.4 –0.2
New Zealand 3.0 –0.8 –1.0 2.4 4.0 2.0

Sources: ESCAP, based on national sources; IMF, International Financial Statistics (CD-ROM) (Washington, D.C., 2008);  and ESCAP estimates.
a Changes in the consumer price index.
b Estimate.
c Forecast (as of 27 February 2009).

Amid falling profits and deteriorating
confidence, business investment

continued to fall through 2008 in Japan

The business slump undermined the modest growth in
household consumption seen in 2007, where an in-
crease in business profits had been slowly transmitted
to household income through employment growth and
dividend payments to shareholders. Consumer confi-
dence has steadily declined since 2007, and house-
hold consumption weakened further in 2008, reflecting
sluggish wage growth, an increase in unemployment
and the erosion of purchasing power due to high oil
and food prices.

New Zealand’s economy also fell into recession in
2008 after a decade of solid growth, as private con-
sumption dwindled, business investment slowed and
import growth exceeded export growth. It recorded
negative growth for three consecutive quarters, as of
the September quarter of 2008. Australia’s economy, in
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land, 2008). According to the National Bank Business
Outlook in November 2008, a net 21% of firms ex-
pected to reduce staff during the next 12 months.

Household consumption moderated in Australia in
2008 as households started to rebalance their con-
sumption and debt repayment and growth of dispos-
able income remained weak. Falling stock market and
house prices reduced household wealth, while rising
interest rates in the past few years gradually increased
the burden on the households. By September 2008,
household debt had increased to almost 160% of
disposable income, compared to about 80% a decade
ago (Reserve Bank of Australia, 2009). Debt servicing
amounted to 15% of disposable income by September
2008, and households restrained their consumption to
reduce their debt.  Still, household consumption was
expected to maintain positive growth, as lower interest
rates would ease the burden of debt repayment, and
the fiscal stimulus packages are expected to help
restore consumer confidence.

Similarly, household consumption decelerated in New
Zealand in 2008, owing to falling disposable income,
accelerating inflation, the increasing burden of mort-
gage payment as a result of tightening monetary
policy in the past few years, and falling household
financial wealth caused by the fall in house prices.
Household debt had increased to 160% of disposable
income (nominal) by the third quarter of 2008 com-
pared to 94% a decade ago, and debt servicing
increased from just over 9% to almost 15% of dispos-
able income during the same period (Reserve Bank of
New Zealand, 2008a), leaving little room to build up
savings. Moreover, deterioration of the housing market
weakened consumer confidence, as housing ac-
counted for 75% of the assets of the household sector
in New Zealand in 2007 (EIU, 2008a). House prices
plunged, sales declined by 35% in the year to October
2008 and residential investments fell sharply.

Labour market: rising unemployment

Labour market conditions eased and the unemploy-
ment rate edged up in 2008 in all three economies.

In Japan, the tight labour market during 2007 did not
translate into wage growth because demand for labour
was largely met by an increase in the number of part-
time workers, who earn much less than regular work-
ers. Sluggish wage growth, in turn, suppressed con-
sumption growth. With declining corporate profits and
bleak prospects for the global economy in 2008, firms
started to cut their labour force, particularly part-time
workers, further dampening consumer confidence.

In contrast, in Australia the tight labour market seen
until the first quarter of 2008 was accompanied by an
increase in both full-time and part-time employment,

most significantly in full-time male employment and
part-time female employment. The unemployment rate
edged up in October 2008, partly due to an increase in
the workforce participation rate, and labour demand
would ease as the slowdown of the economy would
gradually be translated into the labour market, as
already indicated by a fall in employment intentions in
the business surveys (Reserve Bank of Australia, 2008).

Figure 4.25. Inflation in developed ESCAP
economies, 2006-2008
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Notes: Figures for 2008 are estimates. Inflation rates refer to per-
centage changes in the consumer price index.

The unemployment rate edged up in
2008 in all three economies

A long, steady decline of unemployment in New Zea-
land also came to an end in 2008, with the unemploy-
ment rate rising to its highest since 2003. In contrast
to 2007, when both skilled and unskilled labour was in
shortage, the downturn forced firms to cut employ-
ment or work hours in 2008. While wage growth
continued well into 2008, it was largely owing to the
delayed impact of high inflation and the tight labour
market in the immediate past.

Accelerated inflation

All three economies saw higher inflation in 2008 (figure
4.25). Higher input costs intensified producer price
inflation, and high prices of oil and food pushed up
the consumer price inflation.
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In Japan, the high price of oil and commodities con-
tinued to drive up corporate price inflation during
2008, recording a hike in annual inflation of more than
7% in the third quarter 2008. Corporate price inflation
put upward pressure on consumer prices, although
the impact was partly cushioned as market competi-
tion made it difficult for producers to pass on the
price increases to consumers. Thus consumer price
inflation edged up 1.4% in 2008, reflecting the price
increase in oil and oil-related products. However, fall-
ing oil prices and the dismal economic outlook since
the second half of 2008 brought back concerns about
deflation – a key policy challenge for the Japanese
economy for over a decade, where consumer price
inflation hovered around 0%.

Accelerated consumer price inflation in Australia was
broad-based, but especially reflected a surge of non-
tradable inflation, while tradable inflation was the main
driver in New Zealand. In Australia, broad-based price
increases pushed the consumer price index to 4.4%
for 2008. Non-tradable inflation jumped to 6.1% during
the year ended September 2008 due to an increase in
housing-related prices, including rents and costs for
building materials, while tradable inflation also contin-
ued its upward trend at 3.4% during the same period,
reflecting fuel and food price increases. Although the
inflation rate excluding fuel and food prices was con-
sidered to be just over 1% per year, depreciation of
the Australian dollar in the second half of the year put
upward pressure on the tradable inflation. By Decem-
ber, the non-tradable inflation slowed to 5.4% while
tradable inflation moderated to 1.2%. As for producer
prices, the intensified inflation seen in 2008 reflected a
broad-based increase in prices of domestic goods.
The fall of the Australian dollar reversed the declining
trend of import prices in the third quarter of 2008. The
wage-price index sustained solid growth in 2008, re-
flecting the tight labour market, although softening of
the labour market is gradually translated into subdued
labour cost inflation.

In New Zealand, the rise of commodity prices in 2008
drove inflation to a record level, with costs of non-
labour inputs up by 13.6% on an annual basis in the
September quarter. Depreciation of the New Zealand
dollar insulated the country from the plunge of com-
modity prices in the global market later in the year
and kept the domestic price of commodities high.
Output prices also increased by a wide margin, al-
though to a lesser extent than the increase in produc-
tion costs, as firms found it difficult to pass on the
price increase amid the low demand. Nonetheless,
pressure on consumer prices was building, and the
CPI recorded a 5.1% increase in the third quarter of
2008, the highest since 1990. Tradable inflation ex-
ceeded 6% in the third quarter of 2008, up from -0.5%

in mid-2007 (Reserve Bank of New Zealand, 2008b).
As in Australia, the high inflation rate is expected to be
contained in the coming years, given the weak
economy overseas and at home and the consequent
easing of capacity constraints.

Developments in the external sector

Japan has recorded an annual trade surplus for over a
quarter of century. Destinations of Japanese exports
have been increasingly diversified in recent years,
cushioning the impact of falling demand from the
United States in 2007. Strong export demand from
Europe and Asia supported the continued export
growth during 2007. But decline of United States de-
mand became a drag on European demand in 2008,
followed by the decline of export demand from Asia.
Asia has accounted for almost half of Japanese exports
in recent years, and the magnitude of the slowdown of
Asian demand, most notably of China, had a large
impact on the Japanese exports and thus on the health
of the ailing economy. Exports started to contract in
June 2008 in yen terms3 and further decelerated during
the year, falling by 26.5% in November (Japan, 2008b).
Appreciation of the exchange rate in the second half of
2008 placed an overwhelming burden on exporters, as
the Japanese yen had appreciated more than 30%
since the end of 2007. The surge in fuel prices led to a
dramatic increase in the value of imports in the second
quarter of 2008. Reflecting the falling exports and
increasing imports, the trade surplus shrank as much
as 67% in 2008 on annual basis.

3 The export figures in dollar terms recorded positive
growth, as shown in table 4.15, due to the weaker
United States dollar against the Japanese yen.

...the slowdown of Asian demand...had a
large impact on the Japanese exports and
thus on the health of the ailing economy

On the other hand, Australia’s exports benefited from
a surge in commodity prices in 2008.  The trade
balance recorded a surplus in the third quarter of
2008 – the first since 2001. Strong import growth has
been surpassed by even stronger export growth, re-
flecting the growth in value of mining exports, a major
export sector in Australia. In response to the surge in
commodity prices in 2007, bulk commodity contract
prices, such as iron ore and coal, saw a hike in 2008.
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The contract price for thermal coal, for example, more
than doubled in 2008. Thus, the value of mining
exports increased more than 50% over the year to
September, despite the significant fall of commodity
prices in the second half of 2008. That figure is
expected to moderate as the sharp fall in commodity
prices is reflected in future contract prices, while de-
mand from major trading partners such as China is
likely to slow down. But depreciation of the Australian
dollar would partly insulate the economy from the
global downturn. The net income deficit remained
high, although it narrowed in 2008, reflecting a de-
crease in corporate profits remitted to overseas firms
as well as an increase in foreign currency assets in
Australian dollar terms. The current account deficit was
thus reduced from $56.8 billion in 2007 to $37.5 billion
in 2008 (EIU, 2008b).

New Zealand’s trade deficit widened, as strong export
growth was exceeded by even stronger growth of
imports in 2008. The growth of imports was partly
due to the delayed impact of falling commodity prices
as well as still-buoyant capital goods imports. The
trade deficit is expected to narrow as depreciation
of the New Zealand dollar supports exports and
weak domestic demand reduces import demand
(table 4.15).

Policy responses

The deepening global downturn led the macroeco-
nomic policies of the three economies in the same
direction: supporting domestic demand, particularly
household consumption, and ensuring liquidity in the
financial sector. The budget balance is expected to
worsen in all three economies, as revenue growth
decreases and the need for fiscal expenditure, which
the three Governments have begun to undertake (table
4.16), grows.

For Japan this means a painful reversal of fiscal
policy. Fiscal consolidation has been a major chal-
lenge for Japan, which has run a primary deficit for
the past 15 years and accumulated public debt
equivalent to 170% of GDP (EIU, 2008c). The narrow-
ing budget deficit – from 8% of GDP in 2002 to 3.2%
in 2007 – reflected both economic expansion and the
Government’s effort to cut expenditure. However, the
proposed budget for fiscal year 2009 indicates an
increase of expenditure by 7%. The Government has
effectively postponed its target to achieve a primary
balance (excluding social security) by the fiscal year
2011, as the deteriorating economic outlook has led it
to make economic recovery a priority over fiscal con-

Table 4.15. Summary of external accounts for ESCAP developed countries

(Per cent)

Current account
Export/GDP Import/GDP balance/GDP

2007 2008a  2007 2008a  2007 2008b

Australia 16.6 19.4 18.7 20.4 –6.2 –4.7
Japan 15.5 16.2 13.1 15.2 4.8 3.6
New Zealand 21.1  24.4  22.5  25.8  –7.8 –9.0

Growth rates

Exports Imports

2006 2007 2008 2006 2007 2008

Australiac 17.6 14.2 37.4 12.6 19.1 25.8
Japan 8.0 9.9 10.0 12.3 7.0 22.9
New Zealandd 2.8  20.5  27.1 –0.1  17.9 25.1

Sources: Reserve Bank of Australia website, accessed from www.rba.gov.au, 22 December 2008; Japan External Trade Organization website,
accessed from www.jetro.go.jp/en/stats/statistics/, 22 December 2008; Bank of Japan website, accessed from www.boj.or.jp/en/howstat/
hs01.htm#st1, 22 December 2008; Statistics New Zealand website, accessed from www.stats.govt.nz, 22 December 2008; IMF, International
Financial Statistics (CD-ROM) (Washington, D.C., 2008); and ESCAP estimates.

a 2008 data refers to the first three quarters.
b Estimates.
c 2008 data refers to January-October.
d 2008 data refers to the first three quarters.
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Table 4.16. Fiscal stimulus packages in developed countries in Asia and the Pacific

Size Contents Details

Japan 12 trillion yen fiscal Consists of three components: Part of a 75 trillion yen
measures; ($125 bn, or package (63 trillion yen
about 2% of GDP) (a) Assistance toward people's daily lives, allocated for financial

including fixed-sum stipends (2 trillion yen), measures), distributed within
(Supplementary budget measures to support employment (1.1 trillion the two supplementary
2008/09 and budget yen), tax reduction on mortgage loans, budgets for the fiscal year
2009/10) eco-friendly investment, etc. and the reduction 2008, 11.5 trillion yen and

of medical expenses for the elderly; 27 trillion yen respectively
(passed), and for the fiscal

(b) Assistance to small and medium-sized year 2009, 37 trillion yen
enterprises, including tax breaks for the (submitted to the Diet).
promotion of investment in energy-saving
facilities (190 bn yen), and tax cuts (240
bn yen);

(c) Efforts to revive local areas, including
emergency disaster prevention (440 bn yen),
subsidies to revitalize local areas (600 bn
yen), an increase in allocation of the local
government budget for creation of
employment and revival of the local economy
(2 trillion yen).

Australia A$10.4 bn economic (a) Economic security strategy (A$10.4 bn): Announced in October 2008
security strategy, plus lump-sum cash payments to pensioners,
A$42 bn (US$26 bn, or one-off payment to low- and middle-income
about 3.6% of GDP) families and assistance to first-time home
nation-building and buyers;
jobs plan

(budget 2008/09) (b) Nation-building and jobs plan (A$42 bn Announced in February 2009
or 3.6% of GDP): (i) A$28.8 bn investment on
infrastructure and support to small businesses,
including investment in schools infrastructure
(A$14.7 bn), housing (A$6.6 bn), energy
efficiency (A$3.9 bn), community infrastructure
and roads (A$890 mn) and tax breaks for
small businesses (A$2.7 bn); (ii) A$12.7 bn
immediate stimulus to support growth and jobs.

New Zealand NZ$500 mn (US$290 mn, (a) A series of initiatives under jobs and (Announcement by John Key,
or about 0.4% of GDP) growth plan, including: Prime Minister of New

NZ$483.7 mn of infrastructure spending on Zealand, 11 February 2009)
education (NZ$216.7 mn), transport
(NZ$142.5 mn), and housing (NZ$124.5 mn).

NZ$480 million (b) Small Business Relief Package (over four (Announcement by the Prime
years), which consists of: Minister on 4 February 2009)
(i) A suite of 11 tax changes;
(ii) An expansion to the export credit scheme;
(iii) Extended jurisdiction for the Disputes

Tribunal;
(iv) Expansion of business advice services;
(v) A prompt-payment requirement for

Government agencies.

Sources: Japan, Economic and Fiscal Policy webpage of the Cabinet Office, available at www5.cao.go.jp/keizai/index-e.html; Australia, Budget
2008/09 website, available at www.budget.gov.au/2008-09/index.htm; John Key, speech dated 11 February 2009, available at http://beehive.govt.nz
(official website of the Government of New Zealand).
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solidation for the time being. The Government an-
nounced plans for an economic stimulus package of
approximately 75 trillion yen in total, consisting of 12
trillion yen (about 2% of GDP) in fiscal measures and
63 trillion yen in financial measures within the two
supplementary budgets for fiscal year 2008 and the
budget for fiscal year 2009. The package embraces
three components: assistance for consumers, assist-
ance to small and medium-sized enterprises, and the
revitalization of regional economies.

States Federal Reserve Bank cut its target for the
federal funds rate to between 0 and 0.25%, the Bank
of Japan cut its target rate to 0.1% in December
(Bank of Japan, 2008b).

The past experience of accommodative monetary
policy in Japan cast doubt on the effectiveness of the
rate cut to prevent a credit crunch, and the Bank of
Japan explored other measures to ensure liquidity for
the corporate sector, especially small and medium-
sized enterprises. An unusual increase in bank lending
at the end of 2008 was a clear sign that the business
sector feared a credit crunch. To encourage banks to
maintain funding for the corporate sector, the Bank of
Japan relaxed its requirements for loans to banks so
that banks could get loans with lower-rated corporate
debts as collateral. It also announced other non-tradi-
tional measures, such as the purchase of corporate
bonds and commercial paper to reduce corporate
financing costs.

As a response to the global financial crisis, Japan
agreed in February 2009 to contribute $100 billion
(signed in February 2009) of its foreign exchange
reserves to the International Monetary Fund (Financial
Times, 2009) which may otherwise run out of financial
resources if many more large emerging markets need
rescue loans.

In Australia and New Zealand, tight monetary policies
turned to drastic monetary easing in 2008 in response
to the global financial crisis. In Australia, the cash rate
target had steadily increased from 4.25% in December
2001 to 7.25% in March 2008; by February 2009, the
rate had been cut back to 3.25%. To address threats
to the ability of Australian financial institutions to ac-
cess funding, the Government announced a guarantee
of bank deposits and bank wholesale funding of au-
thorized deposit-taking institutions.

The deepening global downturn led the
macroeconomic policies of the three

economies in the same direction

While Australia has enjoyed budget surpluses for over
a decade, the surplus narrowed in 2008/2009 budget
in the face of the threat of global recession. The initial
estimate of a budget surplus of A$21.7 billion was
revised down to A$5.4 billion (US$4.7 billion), reflecting
a large expenditure on the economic stimulus pack-
age and an expected fall in tax revenue due to
increasing unemployment and declining corporate
profits. To boost domestic consumption amid the
worsening global economic and financial outlook, the
Government announced its Economic Security Strategy
in October 2008, most of which was to be delivered in
2008 and 2009. The package, worth A$10.4 billion, or
about 1% of GDP, focuses on household consumption
and dwelling investment through lump-sum cash pay-
ments to pensioners, a one-off payment to low and
middle-income families, and assistance to first-time
home buyers. In addition, in February the Government
announced a nation-building and jobs plan worth A$42
billion (3.6% of GDP) to help support and sustain up
to 90,000 jobs through infrastructure investment,
grants and tax cuts.

New Zealand’s long record of budget surplus is also
likely to suffer in fiscal year 2008, reflecting a fall in tax
revenue along with softening GDP growth, while pres-
sure for expansionary fiscal expenditure mounts. In
February 2009, the Government announced its plan for
economic stimulus packages, aiming to support small
and medium-sized enterprises and to invest on infra-
structure including education, transport and housing.

Monetary policy was loosened in all three economies,
a major turnaround for the policies of Australia and
New Zealand. For Japan it meant the first return since
2006 to extremely loose monetary policy. The Bank of
Japan cut the target for the overnight call rate in
October 2008, from 0.5% to 0.3%. After the United

In Australia and New Zealand, tight
monetary policies turned to drastic

monetary easing

Similarly, in New Zealand the official cash rate, which
was gradually raised over five years from 5% in 2003
to 8.25% in July 2008, was slashed to 3.5% by
January 2009. Like other Governments, the Govern-
ment of New Zealand also took measures to improve
access to credit. In October the Treasury offered an
insurance scheme that provides a deposit guarantee
for retail deposits. Given the heavy reliance of banks
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Conclusion

Subregions of Asia and the Pacific showed remarkable
resilience to the array of crises that hit in 2008,
although impacts and coping mechanisms varied
among subregions. More worrisome was that devel-
oped economies  (including Hong Kong, China; Taiwan
Province of China, the Republic of Korea and Singa-
pore) entered into recession quickly over the past year
and are expected to remain in recession for the whole
of 2009, underscoring just how difficult it is to maintain
stable and sustained economic growth in mature
economies. This, combined with  mounting health and
social security payouts arising from an ageing society
and escalating public debts, has brought a new set of
socio-economic  challenges for mature economies that
will severely test previous assumptions of steady and
predictable growth for the region. Resolving these
problems will require innovative, untested and possibly
unpopular means.  More, rather than less, openness to
other countries will be needed, built around new av-
enues of multidirectional and mutually beneficial coop-
eration between developed and developing countries,
as well as among developing countries themselves. In
other words, some countries in the region are in a
strong position to help not only themselves but also to
mitigate the impact of the crisis in other subregions,
thus presenting an opportunity for intra- and inter-
subregional cooperation to narrow past equity divides
and contribute to strengthened regional solidarity.

We return to this in chapter 5.

in New Zealand on foreign wholesale markets, in
November the Treasury announced a temporary
guarantee of wholesale borrowing by investment-grade
financial institutions that choose to opt into the
scheme.

Outlook and key policy priorities

The Japanese economy is expected to contract further
in 2009, by –2.5% according to forecasts as export
demand continues to contract and domestic demand
deteriorates. Inflation is expected to be –0.2%, a worri-
some prospect given the deflationary pressures that
have come to characterize the Japanese economy.
Higher unemployment and declining real wages, com-
bined with uncertainty over the social security system,
will further undermine consumer confidence and
weaken private consumption. While the global financial
crisis placed economic recovery at the forefront of
economic policy in Japan in the short term, fiscal
consolidation and reform of social welfare systems
remain key priorities in the medium term. The huge
and growing public debt, combined with a fast-aging
population, makes the current social security system
unsustainable. The decade-long recession in the
1990s revealed the need for restructuring the social
safety net, and the current crisis added the urgency to
ensure that the system is resilient to such a large
shock and has built in the mechanism to protect
vulnerable groups. It is a huge and perplexing task in
the face of declining growth.

The Australian economy is expected to weaken to
0.5% growth, and the economy of New Zealand is
expected to contract by 1% in 2009 as export demand
from the major trading partners remains weak. Depre-
ciation of their currencies would cushion the impact of
slower export growth, while weaker domestic demand
reduces the import demand. Fiscal and monetary
policy measures in both countries are expected to
help restore consumer confidence and ease the

downward pressure on household consumption. In
both economies, the current account deficit is ex-
pected to narrow in 2009 while still remaining a key
concern in both countries.
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