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FOREWORD

For many years, the ESCAP region received nearly universal acclaim as the fastest-growing region in the 
world. However, in the second half of 1997, some of its most dynamic economies faced unprecedented 
economic turmoil, manifested most visibly in the drastic depreciation of exchange rates and the dramatic fall in 
stock indices. As a result, economic growth in the region, which had already recorded a decline in 1997, is 
expected to decelerate substantially during the current year.

Still, there are grounds for optimism about a resurgence of growth in the near future. The crisis has not 
spread beyond a few economies in East and South-East Asia. Most of the affected economies remain in 
possession of strong fundamentals: high savings rates, a healthy fiscal balance, abundant natural resources 
and a reasonably well-educated and disciplined labour force. South Asian economies are likely to maintain 
their growth momentum, which has strengthened considerably during the past few years. The economies in 
transition appear to have embarked on the path to recovery. And no major deceleration is anticipated for 
China.

This fifty-first annual Economic and Social Survey o f Asia and the Pacific  examines the causes 
underlying the current crisis and suggests policy measures for preventing future upheavals. Among the causes, 
the Survey discusses current account deficits, weaknesses in the financial sector, the role of foreign market 
players and policy responses relating to private capital inflows. The suggestions for pre-emptive policies focus 
on regulatory frameworks and institutional structures for the supervision of the financial sector, the competitive-
ness of exports, debt, trade, insurance for cross-border financial claims and common standards for oversight 
and information-sharing. Action will be needed at all levels: national, regional and international.

The immediate concern with the problems afflicting the region should not detract from or diminish the 
commitment to the fundamental objective of long-term development, namely, growth with equity. Towards that 
end, the Survey examines trends in the distribution of income and the incidence of poverty and offers a number 
of suggestions: that agricultural productivity -  on which the majority of the poor depend for their livelihood -  be 
enhanced, and that greater attention be paid to human resources development, the development of small and 
medium-sized enterprises, education for women and child health care.

The information and insights contained in this volume should prove useful to anyone -  scholars and 
policy makers alike -  concerned about the economic and social advancement of the ESCAP region. For my 
part, I am committed to ensuring that the United Nations system remains a close partner of the nations of Asia 
and the Pacific as they continue their hard work for stability and development.

March 1998
Kofi A. Annan 

Secretary-General
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EXPLANATORY NOTES

The term “ESCAP region” is used in the present issue of the Survey to include Afghanistan, American Samoa, 
Armenia, Australia, Azerbaijan, Bangladesh, Bhutan, Brunei Darussalam, Cambodia, China, Cook Islands, Democratic People’s 
Republic of Korea, Fiji, French Polynesia, Guam, Hong Kong, China, India, Indonesia, Iran (Islamic Republic of), Japan, 
Kazakhstan, Kiribati, Kyrgyzstan, Lao People’s Democratic Republic, Macau, Malaysia, Maldives, Marshall Islands, Micronesia 
(Federated States of), Mongolia, Myanmar, Nauru, Nepal, New Caledonia, New Zealand, Niue, Northern Mariana Islands, 
Pakistan, Palau, Papua New Guinea, Philippines, Republic of Korea, Russian Federation, Samoa, Singapore, Solomon 
Islands, Sri Lanka, Tajikistan, Thailand, Tonga, Turkey, Turkmenistan, Tuvalu, Uzbekistan, Vanuatu and Viet Nam. The term 
“developing ESCAP region” excludes Australia, Japan and New Zealand.

The term “Central Asian republics” in this issue of the Survey refers to Armenia, Azerbaijan, Kazakhstan, Kyrgyzstan, 
Tajikistan, Turkmenistan and Uzbekistan.

The designations employed and the presentation of the material in this publication do not imply the expression of any 
opinion whatsoever on the part of the Secretariat of the United Nations concerning the legal status of any country, territory, 
city or area or of its authorities, or concerning the delimitation of its frontiers.

Mention of firm names and commercial products does not imply the endorsement of the United Nations.

The abbreviated title Survey in footnotes refers to Economic and Social Survey of Asia and the Pacific for the year 
indicated.

Many figures used in the Survey are on a fiscal year basis and are assigned to the calendar year which covers the 
major part or second half of the fiscal year.

Reference to “tons" indicates metric tons.

Values are in United States dollars unless specified otherwise.

The term “billion” signifies a thousand million. The term “trillion” signifies a million million.

In the tables, two dots (..) indicate that data are not available or are not separately reported, a dash (-) indicates that
the amount is nil or negligible, and a blank indicates that the item is not applicable.

In dates, a hyphen (-) is used to signify the full period involved, including the beginning and end years, and a
stroke (/) indicates a crop year, a fiscal year or plan year. The fiscal years, currencies and 1997 exchange rates of the
economies in the ESCAP region are listed in the following table:

Country or area Fiscal year Currency and abbreviation
Mid-point rate 

of exchange for $1 
as of June 1997

Afghanistan.......................................... 21 March to 20 March afghani (Af) 3 000.000
American S am oa ................................ United States dollar ($) 1.000
Armenia................................................. 1 January to 31 December dram 509.750
Austra lia................................................ 1 July to 30 June Australian dollar ($A) 1.341
Azerbaijan ............................................ 1 January to 31 December manat (M) 3 980.000
Bangladesh .......................................... 1 July to 30 June taka (Tk) 43.650
Bhutan................................................... 1 April to 31 March ngultrum (Nu) 35.820
Brunei Darussalam.............................. 1 January to 31 December Brunei dollar (B$) 1.438a
Cambodia............................................. 1 January to 31 December riel (CR) 2 761.000
China..................................................... 1 January to 31 December yuan renminbi (Y) 8.291
Cook Islands........................................ 1 April to 31 March New Zealand dollar ($NZ) 1.473
Democratic People’s Republic

of Korea............................................ won (W) 2.200b
F iji.......................................................... 1 January to 31 December Fiji dollar (F$) 1.421
French Polynesia................................ French Pacific Community franc 

(FCFP) 106.873

xii



Country or area Fiscal year
Mid-point rate 

Currency and abbreviation of exchange for $1
as of June 1997

Guam................................................... 1 October to 30 September United States dollar ($) 1.000
Hong Kong, C h ina ................................ 1 April to 31 March Hong Kong dollar (HK$) 7.747
In d ia ......................................................... 1 April to 31 March Indian rupee (Rs) 35.820
Indonesia.............................................. 1 April to 31 March Indonesian rupiah (Rp) 2 450.000
Iran (Islamic Republic of)..................... 21 March to 20 March Iranian rial (RIs) 1 757.300
Japan........................................................ 1 April to 31 March yen (¥) 114.400
Kazakhstan.............................................. 1 January to 31 December tenge (T) 75.500
K iribati...................................................... 1 January to 31 December Australian dollar ($A) 1.341
Kyrgyzstan............................................... 1 January to 31 December som (som) 17.900
Lao People’s Democratic Republic.... 1 July to 30 June new kip (NK) 1 021.000
Macau....................................................... pataca (P) 8.000c
Malaysia.................................................. 1 January to 31 December ringgit (M$) 2.523
Maldives.................................................. 1 January to 31 December rufiyaa (Rf) 11.770
Marshall Islands..................................... 1 October to 30 September United States dollar ($) 1.000
Micronesia (Federated States o f ) ....... 1 October to 30 September United States dollar ($) 1.000
Mongolia.................................................. 1 January to 31 December tugrik (Tug) 797.990
M yanm ar................................................. 1 April to 31 March kyat (K) 6.174
Nauru........................................................ 1 July to 30 June Australian dollar ($A) 1.341
Nepal........................................................ 16 July to 15 July Nepalese rupee (NRs) 57.030
New Caledonia....................................... French Pacific Community franc 

(FCFP) 106.873
New Zealand.......................................... 1 April to 31 March New Zealand dollar ($NZ) 1.473
N iue.......................................................... 1 April to 31 March New Zealand dollar ($NZ) 1.473
Northern Mariana Is lands.................... 1 October to 30 September United States dollar ($) 1.000
Pakistan................................................... 1 July to 30 June Pakistan rupee (PRs) 40.460
Palau........................................................ 1 October to 30 September United States dollar($) 1.000
Papua New Guinea............................... 1 January to 31 December kina (K) 1.402
Philippines............................................... 1 January to 31 December Philippine peso (P) 26.384
Republic of Korea ................................. 1 January to 31 December won (W) 888.100
Russian Federation............................... 1 January to 31 December rouble (R) 5 782.000
Sam oa..................................................... 1 July to 30 June tala (WS$) 2.533
Singapore................................................ 1 April to 31 March Singapore dollar (S$) 1.430
Solomon Is lands.................................... 1 January to 31 December Solomon Islands dollar (Sl$) 3.681
Sri Lanka................................................. 1 January to 31 December Sri Lanka rupee (SL Rs) 59.047
Tajikistan.................................................. 1 January to 31 December Tajik rouble (TR) 400.000
Thailand................................................... 1 October to 30 September baht (B) 25.790
Tonga........................................................ 1 July to 30 June pa’anga (T$) 1.251
Turkey ....................................................... 1 January to 31 December lira (LT) 148 045.000
Turkmenistan.......................................... 1 January to 31 December manat (M) 4 165.000d
Tuvalu....................................................... 1 January to 31 December Australian dollar ($A) 1.341
Uzbekistan............................................... 1 January to 31 December som (som) 60.200
Vanuatu................................................... 1 January to 31 December vatu (VT) 115.130
Viet N am ................................................. 1 January to 31 December dong (D) 11 666.000

Sources: United Nations, Monthly Bulletin of Statistics, vol. LI, No. 11 (November 1997); International Monetary Fund, 
International Financial Statistics (October 1997); and national sources.

a July 11, 1997. 
b July 22, 1997. 
c May 9, 1997. 
d May 31, 1997.
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I

OVERVIEW

During 1996-1997, the world economy continued 
the steady pace of growth that had begun after 

the 1991-1993 recession, a slight slowdown in 1995 
notwithstanding. World trade growth, on the other 
hand, eased substantially during 1996 but picked up 
again in 1997. Further progress was made with 
fiscal consolidation in most countries. Interest rates 
remained low and stable in the developed econo-
mies, and inflation declined in both developed and 
developing economies. After softening during 1996, 
overall commodity prices tended to decline further 
during 1997, but the decline in oil prices was much 
sharper. Amongst the developed countries, exclud-
ing the United States, the current account situation 
improved slightly. The main indicators of global 
economic developments are summarized in table I.1.

These generally positive features had an 
uneven impact on the chronically high levels of 
unemployment in several industrial economies. In 
France, Germany, Italy and Japan, unemployment 
increased or remained unchanged during 1996-1997, 
whereas in the United States and the United 
Kingdom it declined substantially.

In the developing economies as a group, 
growth picked up from 4.6 per cent in 1995 to 5.7 
per cent in 1996 and again in 1997 as stronger 
performance in Latin America and West Asia offset 
a slowdown in East and South-East Asia. During 
the second half of 1997, a number of economies in 
the region experienced major shocks in exchange 
rates and financial sectors. These twin factors 
impinged negatively on the economic performance 
of these economies during 1997.

In the advanced countries, the favourable 
conjuncture of trends in the real economy has been 
associated, in the financial market arena, rather 
perversely, with somewhat higher levels of stock 
market and exchange rate volatility, especially in 
the latter half of 1997. In part, this was caused by 
the financial turbulence in Asia. Although most 
advanced country stock markets, with the exception 
of Japan, moved steadily upwards and some even

reached record levels during 1997, this was accom-
panied by higher levels of volatility. Volatility was 
witnessed also in the foreign exchange markets, with 
many currencies experiencing sharp fluctuations in 
their exchange rates during 1997.

Some degree of fluctuation is part and parcel 
of both the stock and foreign exchange markets, as 
the perceptions and psychology of market partici-
pants are apt to change virtually on a day-to-day 
basis. However, excessive volatility can, over time, 
breed investor uncertainty and have an adverse 
impact on international capital flows. There was 
some concern during the last few months of 1997 
that gyrations in the financial markets were, indeed, 
becoming excessive as international investors sought 
to minimize exposures to emerging markets and 
their currencies, generating huge movements into 
and out of different markets and instruments.

The developing countries have all along 
depended on the developed countries for trade, 
finance and technology to meet their development 
needs. In the past, they had exercised only 
marginal influence on the industrial countries, 
whether in terms of growth of the real economy or of 
movements in financial sector variables. That situa-
tion has altered somewhat in recent years with the 
increasing participation of the developing countries in 
the globalization process of production, trade and 
financial activities. During the 1990s, interdepen-
dence has been growing between the developed 
and the developing countries and within each of 
the two groups. The developing ESCAP economies, 
for example, now account for an appreciable share 
of world trade, both among themselves and with the 
developed countries. They have also emerged as 
destinations for a major portion of international 
financial resources. As such, their impact on the 
world economy has grown over the past few years.

Such participation entails some cost. In a 
world economy in which investor perceptions and 
sentiment, sometimes unrelated to fundamentals, are 
instantly transmitted around the globe, economies 
that have become more integrated internationally 
also become acutely vulnerable to changes in 
market sentiment. Financial market volatility in

3



I

Table I.1. Selected indicators of global economic conditions

1993 1994 1995 1996 1997a 1998b

Economic growth (per cent)
World 1.4 3.0 2.5 3.0 3.2 3.0

Developed economies 0.8 2.7 2.1 2.4 2.6 2.5
Developing economies 5.2 5.6 4.6 5.7 5.7 5.0
Economies in transition -9 .2 -7 .0 -1.1 -0 .3 1.7 3.3

Growth in volume of trade

World 4.3 10.2 8.8 5.3 9.4 7.0
Developed economies Export 2.2 9.3 7.4 4.1 8.6 6.5

Import 1.5 10.9 7.5 4.7 9.2 6.5
Developing economies Export 8.8 13.5 14.8 6.5 11.1 8.5

Import 15.1 9.5 9.0 8.3 10.9 7.8

Commodity prices and terms of trade 
(annual percentage change; US dollar terms)
Non-fuel primary commodities 1.8 13.6 8.2 -1 .3 -2.7 -2 .5
Oil -11.4 -4 .9 8.8 20.1 -2 .2 -6 .7
Unit value of manufactured exports -5 .8 2.1 19.1 -1 .9 6.6 1.4
Terms of trade of developing economies -1 .7 0.4 2.0 0.4 -0 .9 -0 .3

Inflation rate (per cent)
CPI in the developed economies 2.7 2.3 2.3 2.2 2.0 2.0
CPI in the developing economies 254.1 134.6 20.9 16.6 15.1 10.8

Interest rates

Nominal LIBOR (six-months on US dollar deposit) 3.4 5.1 6.1 5.6 6.0 6.1
Germany (3-month interbank deposit) 7.2 5.3 4.5 3.3 3.3 3.9
Japan (3-month certificates of deposit) 2.7 1.9 1.0 0.3 0.6 2.0

Exchange rates (nominal units per US dollar)c
Yen per US dollar 111.2 102.2 94.1 108.8 121.1d
Deutsche mark per US dollar 1.65 1.62 1.43 1.52 1.76

Funds raised on international credit markets 
(billions of US dollars)
World total 625.0 669.7 841.3 1 058.6

Developed economies 524.5 578.1 747.0 907.5
Developing economies 74.2 75.6 74.6 119.4

Sources: United Nations, The World Economy at the Beginning o f 1998 (D e c e m b e r  1997); World Economic and Social 
Survey 1997 (United N ations publication, S a le s  No. E.97.II.C.I); an d  International M onetary  Fund, World Economic Outlook 
(W ashington DC, O c to b e r  1997).

a

b F orecast .
Preliminary es t im ate .

c Period a v e rag es .  
d T h ree  q u a r te rs  only.

particular manifests itself, with considerable severity, 
in fluctuations in exchange rates and stock markets. 
Several economies in the ESCAP region fell victim to 
major turbulence in 1997. The 1997 ESCAP Survey 
had already drawn attention to such a possibility: 
“Greater freedom has been given to domestic

commercial banks to establish credit lines abroad 
and to domestic non-bank borrowers to participate in 
foreign capital markets; at the same time, foreign 
investors have been allowed greater freedom to 
participate in the domestic capital market. Such 
openings make the domestic financial and capital

4
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markets more sensitive to changes in international 
interest rates, the perception of credit risks by 
foreign financial institutions and other creditors, and 
the speculative moves that market players can 
trigger.”1 Although such dangers were conceivable 
in early 1997, it could hardly have been foreseen 
that in less than a year so many of the best 
performing economies in the region would swiftly fall 
prey to a series of financial crises with such 
widespread contagion in the South-East and East 
Asian subregions.

Against the above background, this chapter 
explores in some detail the global economic deve-
lopments over the last couple of years and their 
implications for the ESCAP region. The impact of 
global developments on the region and vice versa 
will no doubt be significantly influenced by the 
instability in the financial and currency markets 
of South-East and East Asian economies. This 
instability is still evolving at the time of writing this 
chapter. The analysis of implications is therefore 
admittedly tentative.

OUTPUT AND EMPLOYMENT 
TRENDS 

Developed countries

In 1996, the advanced countries grew faster 
than in 1995, with a further increase in the growth 
rate in 1997. This acceleration in growth was the 
outcome of a sustained policy commitment to reduce 
inflation and fiscal imbalances over the past few 
years. This policy commitment was in turn accom-
panied by relatively low interest rates in the absence 
of any significant concern over inflation.

Within the G7 countries, the recent economic 
performance of the United States and the United 
Kingdom has been particularly strong. This was 
spurred by low inflation, low interest rates and 
increased employment.

1 Economic and Social Survey o f Asia and the Pacific  
1997, p. 16. The Survey  also identified several policy 
actions required to pre-empt or mitigate the adverse 
consequences of volatility of short-term capital flows; see 
pp. 173-176.

The United States has recorded positive and 
fairly strong growth for six years consecutively since 
its slippage into negative growth in 1991. One 
question of interest is whether the economy is now 
near, or at, its cyclical peak as unemployment drops 
to around 5 per cent and rates of capacity utilization 
increase. In this context, it is worth noting that 
gross private investment grew rapidly between 1992 
and 1996, and labour productivity has shown 
impressive gains as a result. Unemployment has 
declined from a peak of 7.4 per cent in 1992 to 5.4 
per cent in 1996 and is expected to average just 
over 5.0 per cent in 1997 and 1998 (F igure I.1). 
Business and consumer confidence remain high 
despite the length of the recovery. These have been 
buoyed perhaps by a significant improvement in 
rates of return on business capital, currently standing 
at over 18 per cent compared with an average of
15.5 per cent in the 1980s.2 The broad consensus 
is that output growth should moderate in the near 
term in response to the tapering off of labour 
productivity growth, the short-term impact of the 
inventory cycle and fine tuning of monetary policy by 
the Federal Reserve as it may seek to pre-empt any 
emerging price pressures. The strong showing of 
the United States economy has been accompanied 
by a significant rise in the trade weighted value of 
the dollar.

A combination of low inflation, low interest 
rates and strong economic growth has led to large 
bond and stock market rallies in the United States. 
However, these have now raised fears of stock 
market overvaluation and potentially destabilizing 
corrections in the future.3 Another concern relates 
to the uncertain effect of large rises in asset values 
in an otherwise stable economic environment on 
relative propensities to consume or save and on 
inflation itself. One aspect of this concern arises 
from the perception that investment managers, in 
their pursuit of higher returns, are becoming less 
risk-averse, switching between markets and assets 
more frequently than in the past and generating the 
high levels of volatility currently being witnessed

2 OECD Economic Outlook, June 1997, annex table 25.

3 Share prices in the United States rose by 111 per 
cent from end-1994 to end-October 1997. The Economist, 
25 October 1997.
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Figure I.1. Unemployment rates in selected developed economies, 1990-1998

Source: International Monetary Fund, World Economic Outlook (Washington DC, October 1997).

virtually all over the world. Another potentially 
unstable feature of the situation is that investment 
managers appear to be operating within a relatively 
short time horizon, looking primarily at capital gains 
rather than at long-term yields in the financial 
markets. Such preferences are creating an underly-
ing upward ratcheting of capital values in both the 
equity and bond markets. A major correction might 
thus appear inevitable at some stage.

The economy of the United Kingdom is 
likewise now in its fifth year of growth since the 
1991-1992 recession, with unemployment at its 
lowest level since 1980. As in the United States, 
there is the question whether the economy is now at 
the peak of the current business cycle and how long 
output growth can be sustained at, or near, its 
current pace. The principal policy objective of the

authorities, as in the United States, is to pre-empt 
the emergence of inflationary pressures during the 
coming 12-18 months. The new Government of the 
United Kingdom has sought to remove the setting of 
interest rates from the political arena by giving the 
central bank freedom to act independently in this 
policy area, with the government setting the target 
for inflation.

In the other G7 European economies, eco-
nomic policy is dominated by the requirements of 
EMU and the single European currency and the 
fiscal rectitude and other policy measures this en-
tails. The timetable to meet the convergence criteria 
for economic and monetary union, as envisioned in 
the Maastricht Treaty, has to an extent precluded the 
use of fiscal deficits as a counter-cyclical device. 
Germany’s economy continues to remain affected by
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the absorption of the East German lander. After 
beginning a moderately strong recovery in output in
1994, the economies of both Germany and France 
slowed down in 1995 and 1996 but bounced back in
1997. However, unemployment has continued to rise 
inexorably, reaching 11.8 per cent in Germany and
12.5 per cent in France by late 1997. Broadly 
speaking, the same trends apply to Italy, with growth 
slightly slower and unemployment slightly higher over 
the last three years. In all three countries, some 
improvement in the GDP growth rate is expected in
1998, with unemployment staying roughly at its 
current high levels.

The overall economic policy regime in Western 
Europe has been significantly shaped by the 
consideration of implementing EMU standards. It is 
now presumed that the majority of the EU members 
should be able to meet the criteria laid down, and 
the single European currency, the euro, should be 
launched on its due date of 1 January 1999. The 
policy prerequisites of constrained fiscal deficits, 
upper limits on government borrowing and low 
inflation that are now enjoined on EU members have 
undoubtedly induced all EU countries to move 
towards fiscal consolidation, lower inflation and lower 
interest rates over the medium term. Similar to the 
United States, bond and equity markets have rallied 
strongly as inflationary premiums on interest rates 
have come down in the EU countries. Even the 
United Kingdom, which will not be part of EMU in 
the first wave, has made low inflation a sine qua 
non of its monetary policy. However, stability in 
inflation and convergence in interest rates have been 
accompanied by increased volatility as markets seem 
to have become more sensitive to even minor new 
economic data or financial information.

In Japan, after four years of sluggish activity 
from 1992 onwards, the economy grew impressively 
in 1996 in response to a large public expenditure 
stimulus and a reversal of the excessive appreciation 
of the yen in 1995; the latter in turn boosted net 
exports. Gross fixed capital formation rose by 8.7 
per cent after having fallen in three of the previous 
four years. In 1997, however, recovery faltered 
seriously although unemployment rose only mar-
ginally. After the stimulus of 1996, the Japanese 
authorities became conscious of the widening budget 
deficit and in April 1997 instituted a higher sales tax 
to counter it. The higher sales tax, accompanied by 
the elimination of special tax exemptions, not only

dampened consumer demand but had an adverse 
effect on business confidence, and output growth 
slowed appreciably in 1997.4

In December 1997, the Government of Japan 
introduced a temporary fiscal stimulus of 2 trillion 
yen ($15.7 billion), along with other measures 
designed to reduce the cost of real estate and 
securities transactions amounting to 950 billion yen 
($7.3 billion). Earlier, the ruling party had agreed 
to provide 10 trillion yen ($77 billion) of State 
money in the form of central bank loans or govern-
ment bonds to stabilize the financial sector. Most 
observers feel that the measures are unlikely to 
produce a significant impact either on consumer 
confidence or on the ability of the financial sector 
to provide support to the economic recovery during 
1998. According to the Japanese Ministry of 
Finance, bad loans held by Japanese financial 
institutions amounted to 28 trillion yen ($232 billion) 
at end-September 1997. Estimates by private ana-
lysts suggest that the figure may be much higher.

Chances of recovery during 1998 will be 
affected particularly by the problems within Japan’s 
financial system, which are likely to worsen as a 
result of the financial turmoil in other East and 
South-East Asian countries. Liquidity is likely to be 
further squeezed, and, with low consumer confi-
dence, Japanese companies may eschew significant 
investment expenditures. Indeed, there is a view 
widely gaining ground that the Japanese economy 
may have entered a period of significantly slower 
long-term growth than in the past, when it did so by 
expanding exports.

The economic prospects for Japan in the 
near term will be largely determined by what 
happens on the external front, especially net exports, 
and by action taken by the government to protect 
the financial system. In recent years, there has 
been frequent acrimony between Japan and its 
main trading partners on the grounds that Japan 
does not import enough. The country’s surplus in 
balance of trade more than doubled in 1997 com-
pared with 1996 and undermined the earlier

4 In December 1997, the OECD reduced its June 
1997 forecast for growth in the Japanese economy during 
1997 from 2.3 per cent to 0.8 per cent. The United 
Nations LINK estimates also point to the same number.

7



I

progress achieved in reducing Japan’s trade and 
current account surpluses in order to mitigate com-
plaints from its trading partners. This fact, together 
with the emergence of an economic slowdown in 
East and South-East Asia, which absorbed 40 per 
cent of Japan’s exports, would limit the scope for 
the Japanese economy to grow through the export 
channel. In addition, Japan’s financial system has 
serious balance sheet problems emanating from a 
large volume of non-performing loans accumulated 
over the last few years. Economic revival requires 
that the risk of systemic collapse or chronic shortage 
of liquidity be urgently addressed.

The persistently high levels of unemployment 
(figure I.1) in the developed countries, other than 
Japan, the United Kingdom, the United States and 
a few of the smaller European economies, have 
become the subject of considerable debate. It 
appears that, in most European industrial economies, 
relatively high levels of unemployment have as-
sumed a structural rather than a cyclical character. 
Despite more than three years of growth, unemploy-
ment has not fallen significantly in most European 
countries, a phenomenon often attributed to conti-
nuing rigidities in the labour markets. Some argue 
that these countries have lost competitiveness in 
a range of activities in the traded goods sectors. 
Whatever the true cause, with persistently high levels 
of unemployment, those advocating protectionist 
solutions to reduce unemployment may be able to 
generate considerable political support.

Developing economies

In the developing economies as a group, 
economic growth accelerated in 1996 but appeared 
to flatten in 1997. Relative to 1996, output growth 
was strongest in Latin America in 1997. Growth in 
Asia maintained a respectable pace in 1997, but 
many of the major economies experienced consi-
derable moderation (ESCAP economies discussed on 
greater detail in chapter II).

Economic growth in Latin America further 
strengthened in 1997, accompanied by strong export 
and investment growth in many countries. Foreign 
capital flows appear to have recovered in 1996 and 
1997 and seem to be unaffected by developments in 
Asia for the time being. However, the cost of raising 
funds in international financial markets seems to

have risen. This, in conjunction with more austere 
fiscal policies being implemented in many countries, 
is likely to temper growth performance in 1998.

Output in West Asia and elsewhere amongst 
the oil-producing countries strengthened significantly 
in 1996, owing to a sharp rise in oil prices. The 
continuing impulse of this surge filtered through non-
oil sectors as well and helped the growth rate to 
increase further in 1997. The subsequent softening 
of oil prices is likely to cause a deceleration of the 
growth rate in 1998 to under 5 per cent, compared 
with about 6 per cent in 1997.

In the transition economies as a group, 1996 
saw a further contraction of output, though a number 
of the individual economies achieved positive growth 
rates. In 1997, the GDP in this group of economies 
saw its first increase since 1989, and further 
progress is expected in 1998, with the Central and 
Eastern European transition economies, the Baltic 
States and the Central Asian republics all registering 
positive growth. This output revival, however, must 
be seen against the background of the earlier sharp 
declines, which have been particularly severe in 
the Central Asian republics. Moreover, the resump-
tion of output growth has not been accompanied 
thus far by a visible reduction in unemployment, 
which has emerged as a grave social problem in 
these economies.

INTERNATIONAL TRADE AND 
FINANCIAL FLOWS 

Trade

World trade growth slowed significantly in 1996 
both in volume (see ta b le  I .1) and value terms but 
recovered substantially in 1997. The volume of 
world merchandise exports, which had been growing 
at around three times the rate of growth of world 
output for several years, slowed considerably in 1996 
to 5.3 per cent compared with output growth of 3 
per cent. This was accompanied by a noticeable 
decline in import growth in the developed economies, 
which together account for two-thirds of world import 
demand. The decline was particularly sharp in the 
United States and Japan. In the former, it was 
primarily the result of cyclical factors as corporations 
began destocking inventories of components and
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intermediate goods after five years of relatively 
strong growth. In Japan, the depreciation of the yen 
was an important factor. Prices of manufactured 
products declined in 1996, a phenomenon attributed 
to growing overcapacity in the newer and more 
buoyant lines of manufacturing. In 1997, however, 
prices of manufactured goods recovered much of 
their lost ground.

Slower export growth and softness of prices 
were particularly evident in commodities and raw 
materials (of which the Asian and Pacific region 
remains a significant exporter). After two years of 
substantial increases, non-oil commodity prices 
declined by 1.3 per cent in 1996 and a further 2.7 
per cent in 1997. Commodity and raw material 
prices typically suffer from cyclical fluctuations, as 
lags between changes in demand and the supply 
response tend to be long. Over the years, commo-
dity producers have sought to smooth out such 
cyclical fluctuations by setting up price support and 
buffer stock schemes. Most such schemes have had 
limited success. There is a concern that commodity 
and raw material prices could also become more 
volatile than has been the case so far, in common 
with the volatility in financial assets. Some of the 
instruments used for speculation in the financial 
markets, for instance options, are being employed 
in the commodity markets. A particularly worrying 
example is the case of copper, whose price fell by 
over 21 per cent in 1996 after a period of intense 
speculative activity.

Contrary to trends in the commodity markets, 
the oil market was far more buoyant in 1996 than 
has been the case since the Persian Gulf war of 
1991. In 1996, average oil prices rose by one-fifth, 
but production rose only slightly as OPEC members 
successfully kept their production restraints in place. 
By the end of 1997, oil prices had once more fallen 
back noticeably. It now appears that the 1996 price 

suotiutrof a morf detluser yllaitnesse dah yllar
bunching of inventory-building of oil and oil products 
in response to rising demand from the Asia-Pacific 
region, where general energy needs and car owner-
ship continued to increase rapidly. The overall out-
look, however, is for oil prices to remain soft as 

noinU teivoS remrof eht ni senilced noitcudorp
gradually come to an end and there takes place an
increasing shift from oil to natural gas in power
generation. OPEC has announced a relaxation of
10 per cent in its production quotas in order to

protect its own members’ earnings vis-à -vis non- 
OPEC producers. Newer technologies, such as 
combined cycle operations have greatly enhanced 
the competitive advantages of natural gas as a 
fuel for power generation, adding to its qualities of 
environmental friendliness.

The slowdown in the merchandise trade in
1996 had been accompanied by a much slower rate 
of growth of services. According to UNCTAD, this 
was true for both exports and imports and was 
especially marked in Western Europe and Asia.5 
The main factor behind this development was the 
appreciation of the dollar, which affected transport 
and leisure travel especially, which are relatively 
price-elastic, more than finance and insurance or 
other business-related services, which are relatively 
price-inelastic.

Financial flows

The decade of 1990s has witnessed the 
integration of world financial markets with unpre-
cedented rapidity. The large volume of international 
capital flows provides unmistakable evidence of such 
integration. A substantial part of these flows is 
based on differentials in expected long-term rates of 
return on investments and is embodied in FDI flows; 
a much larger part is embodied in short-term move-
ments of funds determined by the potential of 
making short-term gains through operations in finan-
cial markets. The latter are, by their very nature, 
extremely volatile, and are therefore capable of 
generating considerable instability in stock markets 
and exchange rates.

During the 1990s, while FDI flows have risen 
rapidly, short-term flows of the more speculative 
variety have risen even faster. The value of interna-
tional bank loans and bond issues passed the $1 
trillion mark in 1996,6 and FDI flows amounted to 
another $350 billion.7 In addition, the daily turnover 
of foreign exchange transactions is estimated to

5 UNCTAD, Trade and Development Report, 1997, p. 6.

6 World Economic and Social Survey 1997 (United 
Nations publication, Sales No. E.97.II.C.1), p. 52.

7 UNCTAD, World Investment Report 1997, p. 9.
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exceed $1.5 trillion. Although these orders of 
magnitude have relevance primarily for the deve-
loped countries, developing countries have increased 
their participation in private capital flows (figure I.2).

In contrast to private capital flows, there has 
been a persistent decline in net flows of official

development finance to developing countries, though 
its concessional component has remained practically 
unchanged throughout the 1990s in nominal terms, 
with the exception of 1991, when it reached its peak. 
There has also been a redistribution of concessional 
finance in favour of economies in transition in 
Europe and Central Asia.

Figure I.2. Aggregate net resource flows to developing countries

(Billion of US dollars)

Source: World Bank, Global Development Finance 1997, Volume 1 (Washington DC, 1997), p. 190.

IMPLICATIONS FOR THE 
ESCAP REGION

Output growth in developed countries in the 
past had a substantial bearing on growth in the 
developing countries of the region. The nature 
and magnitude of that dependence may have 
been diluted in more recent years owing to 
changes in the commodity structure of trade and 
market diversification away from excessive depen-
dence on the developed country markets, with the

rising importance of the regional market in that 
process.

The growing importance of intraregional trade 
was partly fostered by the development of several 
subregional trading arrangements within the ESCAP 
region.8 Moreover, the direction of change is 
towards adding investment and service flows to a 
freer exchange of goods.

8 For a full discussion, see Economic and Social 
Survey of Asia and the Pacific 1997, chap. III.
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In the early 1990s, the developing economies 
of ESCAP had emerged largely unscathed from the 
recession in the industrial economies, partly for the 
reasons given above. Nevertheless, the weight of 
the developed economies in the global economy 
remains very heavy, and some developing econo-
mies in the region have become, in practical terms, 
even more inextricably integrated via financial market 
links with the developed economies than in the past. 
Financial flows are even more influenced by the 
growth prospects of providers and by changes in 
exchange rates, interest rates, inflation rates and the 
overall ambience of policy than by trade.

In this context, a positive element in the exter-
nal economic environment facing the developing 
ESCAP region is that according to the current
forecasts developed economies are expected to 
maintain practically the same growth rate in 1998 as 
in 1997 (2.5 per cent in 1998 against 2.6 per cent 
in 1997). However, there are considerable uncer-
tainties concerning this forecast. These arise, inter 
alia, from whether or not inflationary pressures 
emerge in the United Kingdom and the United
States, which have experienced a long spell of 
upswing and, if so, the policy responses thereto; the 
impact of financial sector problems in Japan and the 
implications of currency and financial sector turmoil 
in the region with consequential slowdown of imports 
for the developed countries’ growth.

One indicator of the likely impact of the re-
gion’s problems on developed countries’ growth rates 
is their exports to Asia as a percentage of their
GDP: 2 per cent for both the United States and the
EU and 4.4 per cent for Japan. Almost three- 
quarters of Japan’s export growth since 1990 has 
been generated by increasing sales into Asian 
markets. Thus, Japan’s economy is likely to be 
affected the most, but other industrial and regional 
developing economies will also be hurt. For exam-
ple, almost one-fifth of the exports of the United 
States are destined for Asian countries. Any signifi-
cant erosion of exports of this magnitude may cause 
indirect spillover effects.

As in the past, international trade continues to 
play a vital role in the economies of the region. 
Most of the countries are now committed to open 
trade and are continuing to liberalize their tariff and 
trade policy regimes both suo moto and in order to 
comply with international or regional commitments.

Freer access to an expanding world market is crucial 
for the economies of the region. Evidence is aplenty 
that the overall economic performance of the eco-
nomies of the region is significantly linked to trade 
performance.

Developed countries remain the major 
markets for exports from the region, and those 
markets are likely to assume greater importance, at 
least in the short term, as recent economic pro-
blems, affecting a number of the developing coun-
tries in the region at the same time, are likely to 
cause a slowdown in the growth of intraregional 
trade. Exports from the region will therefore depend 
to a substantial extent on the strength of economic 
growth in Japan, the EU and the United States, the 
prospects for which have been briefly discussed. A 
more important question relates to the extent to 
which economic growth in these countries itself 
translates into additional imports. From this per-
spective, it is disconcerting to note that current 
forecasts indicate a significant softening of import 
demand in North America following a major upsurge 
in 1997 (growth in import volume is projected to 
decline to 7.3 per cent in 1998 from 14.6 per cent in 
1997). A mild decline in import growth is predicted 
for western Europe as well. The recent weakening 
of the yen may also discourage imports to Japan, 
though current forecasts suggest a slight increase. 
In fact, the pace of Japanese imports from, as well 
as exports to, Asia appears to have slowed.9

It is obvious that all countries in the region will 
not be affected uniformly by the above develop-
ments. As a result of large devaluations against the 
dollar, several economies in the region will enjoy 
better competitiveness. However, these economies 
have also been jolted by severe crises in the 
financial sector. The ability to take advantage of 
improved competitiveness resulting from exchange 
rate changes may become constrained by the 
ensuing liquidity crunch affecting the export sector 
as well. The other economies, which have not 
experienced a devaluation of similar magnitude, will 
suffer an erosion of their competitive edge. Overall, 
much of the Asian and Pacific region is likely to 
suffer a significant reduction in export growth in
1998.

9 See Asian Wall Street Journal, 19-20 December 
1997.
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Another area of concern is the sustainability 
of the volume of international capital flows. Doubts 
had begun to arise even before the onset of the 
recent crisis about the continuity of the high volume 
of such flows brought about by the combination 
of low interest rates in the developed countries 
and rather high interest rates used in some of the 
developing countries as an instrument to defend 
exchange rates. The true creditworthiness of some 
of the newer recipients of international capital might 
have been overrated, creating risks of over-
leveraging on the recipient side. Furthermore, seri-
ous doubts had begun to arise as to the efficiency, 
quality and strength of the intermediating entities 
involved in these international flows of capital.

It is undoubtedly the case that large inflows 
of foreign capital, whether short- or long-term, are 
not an unmixed blessing. They can, by providing 
additional resources, substantially enhance the re-
cipient countries’ growth performance; at the same 
time, there is a risk that large capital inflows may 
become a substitute for domestic savings, contribute 
to overheating and severely strain the capacity of 
inadequately developed financial systems and the 
supervisory framework. While rapidly growing 
economies can sustain relatively large external defi-
cits and large inflows to finance them, persistently 
large deficits are likely sooner or later to generate 
disruptive changes in market sentiment. Moreover, 
they are virtually impossible to predict.

The serious consequences of a significant shift 
in market sentiment have been seen in the financial 
crises that have engulfed much of South-East Asia 
in recent months. It also appears that financial 
markets have a tendency to overreact. As foreign 
short-term indebtedness increased, countries that 
had previously been regarded as highly creditworthy 
were, in a short span of time, transformed into highly 
risky countries from the lenders’ point of view. 
Access to new credits or the renewal of short-term 
facilities became progressively restricted. Large- 
scale capital repatriation, exchange rate weakness, 
downward ratcheting of asset values and lack of 
liquidity in the financial sector were generated as a 
result, with wide-ranging contagion effects in the 
region.

The experience of financial market turbu-
lence has created a serious problem for several 
countries in the region. The problem arises from 
the radical change in market perceptions. Those 
very countries that had been successful in attracting 
international financial flows in the early 1990s must 
once again re-establish their long-term credit-
worthiness. Largely as a result of South-East 
Asia’s currency crisis, private financial flows are 
expected to decline in the aggregate in 1997, with 
the bulk of the decline in bank lending.10 Even in 
FDI, Toyota, for example, has announced a mora-
torium on new investments in South-East Asia for 
the time being.11 It is likely that the region will see 
a further decline of private capital inflows in 1998, 
even if the interest rate differential remains un-
changed. At the same time, there are no reasons 
to expect any major change in official flows, which, 
as previously noted, have maintained a downward 
trend during the 1990s.

It is clear that a reduction in the rate of 
growth of trade and diminution in the international 
flows of capital that are likely to take place over 
the near term will constrain growth, reduce employ-
ment opportunities and exacerbate poverty and 
inequality. At the very least, there is likely to be 
heightened job insecurity in many economies. 
Slower overall growth will make addressing such 
problems more difficult, both in the short term as 
regards organizing retraining programmes, and over 
the medium term as governments seek to control 
expenditures on education and training as part of 
their efforts towards fiscal consolidation. These are 
difficult issues, the solutions to which will have to 
be devised by individual countries in the light of 
their individual historical setting and current cir-
cumstances. The subsequent chapters are devoted 
to the analysis of some of these issues in greater 
depth.

10 The Economist, 13 September 1997, p. 124. This 
refers to medium- and long-term lending. The decline in 
short-term lending, i.e. under one year, is likely to have 
been particularly severe.

11 Bangkok Post, 24 October 1997.
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I I

A REGIONAL OVERVIEW

As 1997 ended, the financial and the currency 
 crisis that started in the middle of the year 

in Thailand deepened and engulfed a number of 
other countries in South-East Asia, and the Republic 
of Korea. The crisis appeared to have brought an 
abrupt halt to the economic upsurge that these 
countries had been experiencing since 1987. Eco-
nomic data for 1997 lacked firmness; available 
indications suggested that economic growth for 
the most affected countries would remain at a 
respectable level in 1997 largely owing to strong 
performance in the first half, though sharply 
reduced from their previous annual growth rates 
of 8 to 10 per cent. Thailand is the only country 
in which growth seemed to have stopped com-
pletely. Forecasts even for the short-term future 
remained clouded in uncertainty as the volatility in 
the region’s financial and currency markets per-
sisted.

By the end of the year and into 1998, there 
was no sign of the crisis abating. Three of the 
most affected countries, Indonesia, the Republic of 
Korea and Thailand, negotiated financial assistance 
packages with IMF, pledging drastic policy reforms. 
The currency values of the affected countries 
continued to fall, foreign investment inflows slowed 
and credit inflows almost halted. The domestic 
cash flow crisis deepened, and debt-servicing 
obligations on foreign currency-denominated debts 
rose steeply as the value of the domestic curren-
cy declined rapidly. The liquidity crunch in the 
domestic economy and efforts to contain the 
slide in the exchange rate caused interest rates to 
rise.

The crisis in the financial sector had already 
started to affect the real economy, causing business 
closures, production cutbacks and increased un-
employment. There was consensus that the real 
effects of the financial crisis would be more severe 
in 1998. There was optimism, however, that the 
crisis would pass away reasonably quickly, given the

strength of the fundamentals of the economies 
concerned and their well-diversified economic bases 
founded on a wide range of activities in agriculture, 
industry and services. Exports were already re-
sponding positively, though not very strongly, to 
the currency depreciation. A precipitous decline in 
the rates of export growth in 1996 was the proxi-
mate cause of the subsequent currency crisis, which 
had been exacerbated, and perhaps exaggerated, 
by market reactions triggered by a lack of confi-
dence among the investors, lenders and currency 
dealers.

The crisis in South-East Asia, serious and 
distressful as it is, should not overshadow the 
positive achievements in the other economies of the 
region. With the exception of the Republic of 
Korea, economies in East Asia as well as in South 
Asia remained strong. The region’s weaker eco-
nomies, such as the least developed and the 
economies in transition, showed some encouraging 
signs of progress in 1996-1997. Many among them 
succeeded in strengthening the rates of economic 
growth, reducing inflation and improving other 
macroeconomic fundamentals.

The economic performance of the least 
developed countries of the region (other than five in 
the Pacific) had generally strengthened in 1995-
1996 and remained relatively robust in 1997. Most 
of these countries have been striving to stabilize 
their economies and to improve medium-to-longer- 
term growth prospects by implementing stabilization 
measures and structural reforms. With that objec-
tive, measures were under way to reduce budget 
and balance-of-payment deficits, restrain inflation, 
and bridge savings-investment gaps through the 
greater mobilization of domestic resources. Trade, 
investment and financial sector reforms were 
being carried out to improve overall performance. 
The private sector was being encouraged to play 
a more active role in investment and produc-
tion.

The economic performance of the Pacific 
island economies remained shaky. These econo-
mies have generally achieved less than 3 per cent
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rates of growth in recent years, which often did not 
even match population growth rates, and therefore 
hardly allowed any improvements in living stand-
ards. The improved international prices of several 
commodities, such as cocoa, copra and copra oil 
and gold, had enabled some countries to achieve 
somewhat higher growth rates in 1996. Their
prospects are uncertain as the prices of the
agricultural commodities and primary materials on 
which they substantially depend have shown di-
vergent trends. Prices of copra, coconut oil and 
palm oil weakened in 1997. Cocoa prices
strengthened because of a shortfall in supply. This 
pattern is expected to continue into 1998. The 
growth performance of individual countries is 
closely linked to movements in the prices of the 
commodities that a country produces and exports. 
With no prospects for a reversal of recent declines 
in aid, the level of investment required to boost 
economic growth substantially can hardly be ex-
pected soon.

Although short-term growth prospects thus 
remain generally unpromising, there is hope that in 
the long term improvements will result from the 
structural reforms that many of them have commit-
ted themselves to implement.

By 1996-1997, most of the economies of 
North and Central Asia had succeeded in reversing 
the economic decline which they had been ex-
periencing since the beginning of the 1990s, and 
had set themselves on the path to positive growth. 
The recent positive achievements reflected progress 
towards the organizational, institutional and policy 
reforms started some years earlier. The success of 
the economic reforms was most visibly reflected 
in the reduction of inflation rates and the stabili-
zation of interest and exchange rates. With the 
restoration of stability, these economies are ex-
pected to further boost investment and growth. 
Turkmenistan and Tajikistan were the major excep-
tions and these economies contracted further in 
1997.

In South and South-West Asia, GDP growth 
was relatively strong and steady at 5-7 per cent 
in 1996-1997 in India, the Islamic Republic of 
Iran and Turkey. In Pakistan and Sri Lanka, 
growth decelerated considerably in 1996, although

estimates for Sri Lanka indicate significant re-
covery in 1997. The overall performance of 
countries in the subregion is considerably influ-
enced by the weather conditions affecting agricul-
tural production, given the still large share of that 
sector in the economy. Industrial output expansion 
in many countries remained constrained by power 
shortages and other infrastructural weaknesses. 
The service sector has been more resilient and 
has made an important contribution to overall 
growth.

Stagnant domestic savings rates and failure 
to attract foreign capital to any significant extent 
have continued to restrain investment growth. A 
major reason for low domestic savings rates has 
been high budget deficits, which the countries have 
been seeking to reduce. Relatively high rates of 
inflation prevailed in South Asia despite efforts to 
contain inflation. Policy reforms to enhance eco-
nomic growth and stability continued in all the 
countries. Fiscal reforms focused on the rationali-
zation and lowering of tax rates, expansion of 
tax bases, unifying indirect taxes into a single tax, 
and control of government expenditure. Monetary 
policies aimed at the dual objectives of inflation 
control while maintaining adequate liquidity for 
productive activities. Trade liberalization measures 
were strengthened with the further dismantling of 
non-tariff barriers and reduction of import tariff 
rates. Most of the countries are expected to 
improve their growth performance further in the 
medium term.

Over much of 1996 and indeed well into
1997, the South-East Asian economies had 
continued to perform strongly, with GDP growth 
rates only slightly lower than the 1991-1995 
average. In fact, Brunei Darussalam, the Philip-
pines and Viet Nam had achieved growth rates 
higher than their 1991-1995 average. Many of the 
economies in this subregion were adversely 
affected by the significant deceleration in world 
trade growth in 1996, particularly in certain sectors 
of importance to their exports. Among the econo-
mies most affected, the growth rate of Thailand 
declined by nearly two percentage points, although 
the economy still registered a GDP growth of 6.7 
per cent in 1996. The growth rate of Singapore 
also declined, from an average of 8.5 per cent in
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the first half of the 1990s to 7.0 per cent in both
1996 and 1997. The slowdown in GDP growth 
had also brought certain problems into focus. 
These lay primarily in the widening current account 
deficits and weaknesses in the financial sector. 
Many of the countries had linked their currencies 
primarily to the dollar, which appreciated signifi-
cantly during this period against other major cur-
rencies. The current account deficits widened 
sharply in some cases, and were substantially 
funded by short-term financial flows. Over time, 
these inflows caused banking assets to expand 
rapidly, with a large concentration of loans in the 
property sector. Oversupply in that sector and fall 
in property values started a chain reaction that 
involved the accumulation of non-performing loans 
in financial institutions, falling stock markets, a loss 
of confidence in the financial system and the debt- 
repayment abilities of countries, withdrawal of for-
eign funds and depreciation of currencies.

The currencies of these countries came under 
serious pressure, against which their semi-fixed links 
with the dollar were no longer defensible, and were 
floated during the second half of 1997, starting with 
the Thai baht in July. Since then the currencies 
have fallen precipitously, generating a full-scale 
economic crisis requiring some of the countries to 
negotiate packages of financial assistance from IMF. 
Prospects for growth over the next two to three 
years will crucially depend on the length of the 
present crisis.

In East Asia, the economies of China, 
Hong Kong, China and Taiwan Province of China 
have been the least affected by the financial 
turmoil in the Asian and Pacific region, although 
the last two have suffered bouts of instability from 
time to time and Taiwan Province of China had to 
devalue its currency by 15 per cent against the 
dollar in October 1997. The Chinese yuan and 
Hong Kong, China dollar have remained stable 
throughout. By far the worst affected economy in 
the East Asian region was that of the Republic 
of Korea which, in November 1997, was compelled 
to apply to IMF for assistance in the face of

increasingly severe pressure on its currency, finan-
cial sector and stock market. In response, in 
December 1997, IMF organized one of the largest 
financial rescue packages ever, amounting to a 
total of $57 billion, with $21 billion in standby 
credits from IMF itself and the rest from other
donors.

For China, the principal concern in recent 
years has been the need to moderate inflation 
without overly restraining the momentum of growth, 
that is, achieving a “soft landing” for its economy 
after more than three years of double-digit growth. 
This was successfully achieved in 1996, with infla-
tion moderating significantly and growth slowing only 
slightly. In the Republic of Korea, however, the
slowdown brought into sharp relief the widespread 
weaknesses in the corporate sector and attendant 
fragility of the financial system.

Of the three developed economies of the 
region, the economic performance of Australia
remained strong, with GDP growth rates estimated 
to exceed 3 per cent in 1997. The budget and the 
balance-of-payments deficits were reduced and the 
inflation rate was running low. The economies of 
Japan and New Zealand, on the other hand,
relapsed into slower growth or stagnation in 1997. 
In Japan, the economy almost stagnated in 1997 
after a recovery in 1996 (with 3.6 per cent growth) 
from a prolonged recession. The economy of New 
Zealand also slowed to a growth rate of 1.5 per 
cent in 1997 from above 2 per cent in the previous 
two years. A demand slump in both countries was 
a common cause for the slowdown, but the 
Japanese economy also had deeper problems 
rooted in some its structural features.

Available data on expected, planned and 
forecast economic growth and inflation for the years 
1997 to 2000, with actuals for 1996, for selected 
economies in the region are given in table II.1. As 
noted earlier, it should be borne in mind that 
considerable uncertainty attaches to these forecasts 
as the nature, depth and spread of the current 
turmoil are still unfolding.
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Table II.1. Selected economies of the ESCAP region. Rates of economic growth and inflation, 
1996-2000

(Percentage)

Real gross domestic product |

|

Inflationa

1996 1997b 1998c 1999c 2000c
I
I 1996 1997b 1998c 1999c 2000c

Developing economies of 
the ESCAP regiond

7.2 6.2 4.3 5.9 6.7 |
|

6.7 6.8 8.8 7.6 6.7

South and South-West Asiae 6.2 6.3 6.3 6.5 6.7 | 13.0 11.4 9.2 8.7 6.7
Bangladesh 5.3 5.7 5.6 5.8 6.0 | 4.0 3.9 5.0 5.0 5.0
Bhutan 6.4 5.7 5.3 7.3 8.1 | 9.0 8.0 7.8 7.6 7.4
India 6.8 6.9 7.0 7.1 7.2 | 10.0 8.0 6.0 5.0 5.0
Iran (Islamic Republic of) 5.2 5.7 2.6 3.0 3.1 | 23.2 18.5 20.0 25.0
Nepal 6.1 4.9 6.0 6.0 6.0 | 8.1 8.0
Pakistan 4.6 3.1 6.0 7.0 7.0 | 10.8 11.8 9.0 8.0 7.0
Sri Lanka 3.8 6.2 6.5 7.0 7.5 | 15.9 10.0 10.0 9.0 8.0
Turkey 7.0 6.3 5.1 4.1 5.8 |

|

75.9 80.6 59.4 53.0 43.7

South-East Asia 7.2 4.2 1.0 4.1 5.1
|

|

6.0 8.4 12.6 10.5 9.1
Indonesia 8.0 4.7 -1.5 3.5 4.0 | 6.5 11.1 22.5 21.5 22.0
Malaysia 8.6 8.0 4.5 4.8 7.0 | 3.5 2.7 3.5 3.0 2.0
Myanmar 5.8 5.0 6.5 6.6 | 16.3 29.4 25.7 24.0
Philippines 5.5 5.2 4.0 5.5 6.9 | 8.4 7.2 8.4 7.3 7.0
Singapore 7.0 7.0 4.5 6.3 7.0 | 1.3 1.8 2.5 2.5 2.5
Thailand 6.7 -0.4 -3.0 1.8 3.4 | 5.9 7.4 11.6 6.0 5.0
Viet Nam 9.3 9.0 8.7 8.8 9.0 | 4.5 3.5 5.0 7.0 7.0

East and North-East Asia 8.1 7.3 5.1 6.8 7.5 | 5.6 5.2 7.9 6.7 6.5
China 9.7 8.9 8.0 8.7 9.4 | 6.1 5.5 7.8 8.5 8.5
Hong Kong, China 4.9 5.4 4.0 4.4 4.4 | 6.0 6.1 4.6 4.2 4.1
Republic of Korea 7.1 5.9 2.0 5.2 6.2 | 4.9 4.5 9.0 5.3 4.8
Taiwan Province of China 5.7 6.4 5.5 5.8 6.7 | 3.1 2.8 3.5 3.3 3.2

Pacific island economies 2.2 0.5 3.8 2.0 3.2
|

8.7 5.6 4.3 4.3
Cook Islands -2.5 0.5 3.0 6.0 6.0

|
- 0.6 - 2.0

Fiji 3.1 1.0 3.8 4.0 3.1 | 3.1 3.0 3.0 3.0 3.0
Papua New Guinea 1.9 0.3 3.8 0.9 | 11.6 7.0 5.0 5.0

Developed economies of 
the ESCAP region

3.6 1.0 1.3 1.6 1.9 | 0.4 1.3 1.3 0.7 0.8

Australia 3.6 3.1 3.6 3.5 2.6 | 2.6 0.6 3.1 2.8 3.4
Japan 3.6 0.8 1.1 1.5 1.9 | 0.2 1.3 1.2 0.6 0.6
New Zealand 2.1 1.5 3.5 2.6 2.1 | 2.3 1.7 1.1 1.5 1.0

Sources: ESCAP, based on International Monetary Fund, International Financial Statistics, vol. L, No. 9 (September 
1997) and World Economic Outlook (Washington DC, October 1997); Asian Development Bank, Key Indicators o f Developing 
Asian and Pacific Countries 1997 (Oxford University Press, 1997) and Asian Development Outlook 1997 and 1998 (Oxford 
University Press, 1997); United Nations, Project LINK World Outlook, 5 November 1997 and The World Econom y at the 
Beginning o f 1998 (December 1997); The Economist Intelligence Unit, Country Report: Myanmar (Burma), 4th quarter 1997 
and Country Report: Iran, 4th quarter 1997; and national sources.

a Refers to changes in the consumer price index. 
b Estimates. 
c Forecast.
d Based on data for 22 developing economies representing about 95 per cent of the population of the region (excluding 

the Central Asian republics); GDP at market prices in United States dollars in 1995 has been used as weights to 
calculate the regional and subregional growth rates. 

e The estimates and forecasts for countries relate to fiscal years defined as follows: fiscal year 1997/98 = 1997 for 
India; fiscal year 1996/97 = 1997 for Bangladesh, Pakistan and Nepal.

18



II

THE DEVELOPING ECONOMIES 
OF THE ESCAP REGION 

Least developed countries

Output growth

Bangladesh posted a GDP growth rate of 5.7 
per cent in fiscal year 1997, with the help of a good 
agricultural harvest. Agriculture recorded a 6.0 per 
cent growth, compared with 3.7 per cent in 1996. 
Production of rice, the main cereal crop, stood at 
18.75 million tons against 17.69 million tons in 1996. 
Production of jute increased from 4.07 to 4.87 million 
bales. Growth in industry slowed to 3.6 per cent, 
compared with 5.3 per cent in the previous year. 
Production of fertilizer, textiles, garments, jute goods 
and sugar declined in 1997. A major reason for the 
industrial slowdown was power shortages. Frequent 
work stoppages owing to industrial action and strikes 
on various grounds exacerbated the situation. The 
lower availability of bank credit for construction in the 
private sector and cutbacks in public construction 
works resulted in a slowdown of the construction 
sector. The service sector also grew at a marginally 
lower rate of 6.2 per cent, compared with 6.5 per 
cent in the previous year.

Since 1993, the economy of Bhutan has 
achieved an annual GDP growth rate of over 6 per 
cent. In 1996, growth was estimated at 6.4 per 
cent, lower than the 7.5 per cent recorded in 1995. 
Estimates for 1997 indicate a further softening. 
Traditionally, subsistence agriculture, livestock-rearing, 
and cottage industries based on traditional handi-
crafts have been the mainstay of economic activities. 
The growth of secondary and tertiary sectors over a 
decade or more has changed the composition of 
GDP with a reduction in the share of agriculture, 
including forestry, from 50 per cent in 1985 to less 
than 36 per cent in 1995. The expansion of trans-
port and communication networks and services as 
well as of social services has also contributed to 
the change. The export opportunities arising for 
electricity and other power-using products, such as 
cement and calcium carbide, to India resulted in 
increased production, and the share of the second-
ary sector rose from about 20 per cent of GDP in 
the mid-1980s to the present share of about 30 per 
cent.

The estimate for the GDP growth of Cambodia 
for 1997 has been revised downwards to 3 per cent, 
reflecting the impact of political events on the 
economy during the year. This is in sharp contrast 
to the 6-7 per cent growth rate achieved in 1995-
1996. Recovery was contingent on the resumption 
of aid and improved confidence on the part of 
foreign business, both of which were highly sensitive 
to the political climate. The manufacturing sector 
was affected by disruptions in retail and external 
trade. Private demand was restrained by higher infla-
tion and by job losses in the bigger cities resulting 
from a virtual collapse of the service sector. The 
tourism industry was feeling the effects of recent 
events. Recovery was unlikely before the end of
1998. The outlook for GDP growth depended on the 
agricultural sector, which accounts for 43 per cent of 
GDP and employs around 75 per cent of the 
workforce.

The medium and long-term economic outlook 
for the Lao People’s Democratic Republic was 
favourable. In the short term, however, events in the 
agricultural sector and the regional slowdown were 
affecting GDP growth adversely. GDP growth was 
initially expected to rise to 7-7.5 per cent in 1997, 
from 6.8 per cent in 1996. However, heavy flooding 
in the middle of the year may have caused serious 
damage to the rice crop. Agriculture, which 
contributes 56 per cent of GDP, grew by only 2.3 per 
cent in 1996, compared with 8.3 per cent in 1994. 
Evidence suggests that the poor agricultural 
performance in 1996 depressed rural incomes and 
consumer demand. The combination of a poor 
harvest and a slowdown in trade with and investment 
from Thailand led to the reduced estimate of real 
GDP growth of 6 per cent in 1997. If the economic 
situation in Thailand did not improve, the economy of 
the Lao People’s Democratic Republic would be 
most likely to perform below its targeted 8.0-8.5 per 
cent annual growth rate for the period 1996-2000. 
Energy exports to Thailand, and to a lesser extent 
Viet Nam, however, have the potential to become an 
important revenue source. Hydroelectric energy 
production would receive a boost from at least two 
projects to be implemented by 2000.

In spite of the many constraints, including 
limited natural resources, a dispersed land area 
scattered over more than 1,000 islands, and a very 
fragile ecosystem, Maldives was able to achieve a 
GDP growth rate of over 6 per cent in the 1990s.
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Table II.2. Selected least developed countries of the ESCAP region. Growth rates, 1992-1997

(Percentage)

Rates of growth

Gross domestic 
product

Agriculture Industry Services

Bangladesh 1992 4.2 2.2 7.0 4.8
1993 4.5 1.8 8.1 5.3
1994 4.2 0.3 7.7 5.8
1995 4.4 - 1.0 8.4 6.9
1996 5.3 3.7 5.3 6.5
1997 5.7 6.0 3.6 6.2

Bhutan 1992 4.5 - 2.0 15.1 5.9
1993 6.1 3.6 7.3 8.3
1994 6.4 3.9 13.9 3.6
1995 7.5 2.5 22.4 1.1
1996 6.4 2.6 10.1 7.2
1997 5.7

Cambodia 1992 7.0 1.9 15.5 11.2
1993 4.1 - 1.0 13.0 7.2
1994 4.0 0.0 7.7 7.4
1995 7.6 6.5 9.8 7.9
1996 6.0 1.5 13.5 7.7
1997 3.0

Lao People’s Democratic 1992 7.0 8.3 7.5 3.9
Republic 1993 5.9 2.7 10.3 10.2

1994 8.1 8.3 10.7 6.1
1995 7.0 3.1 13.4 11.2
1996 6.8 2.3 16.7 9.0
1997 6.0

Maldives 1992 6.3 -1.5 9.0 8.6
1993 6.2 -0.4 8.4 7.9
1994 6.6 2.4 6.1 8.1
1995 7.2 1.3 8.3 8.7
1996 6.5

Myanmara 1992 9.7 10.5 12.7 7.6
1993 6.0 4.6 11.0 6.1
1994 7.5 5.9 10.3 8.3
1995 6.9 4.8 12.5 7.2
1996 5.8 4.6 10.7 5.3
1997 5.0 2.0

Nepal 1992 4.6 - 1.1 16.8 6.5
1993 3.3 - 0.6 4.8 7.3
1994 7.9 7.6 9.0 7.7
1995 2.9 -0.3 3.2 6.4
1996 6.1 5.4 5.3 7.3
1997 4.9 3.3 7.4 5.5

Sources:  ESCAP, b a s e d  on Asian Developm ent Bank, Key Indicators of Developing Asian and Pacific Countries 1997 
(Oxford University P re ss ,  1997) an d  Asian Development Outlook 1997 and 1998 (Oxford University P re s s ,  1997); T he  
E conom ist  Intelligence Unit, Country Reports: Cambodia, Laos and Myanmar (Burma), 4th q u a r te r  1997; a n d  national 
so u rces .

Notes:  D ata  for 1997 a re  e s t im a te s .  Industry c o m p r ise s  mining and  quarrying; m anufactur ing; electricity, g a s  and  
power; a n d  construction.

a GD P a t  1985/86 p ro d u c e rs ’ prices.
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GDP growth in 1996 was estimated at 6.5 per cent. 
The composition of GDP clearly indicated the 
unbalanced dependence on a limited number of 
economic activities. Fisheries, tourism and distribu-
tional activities accounted for nearly 50 per cent of 
GDP. Distribution assumes special importance 
arising from an inherent structural feature of 
Maldives: most of the commodities used for con-
sumption and investment are imported and carried to 
distant islands, and thus become a large source of 
value added. Tourism and fisheries have been the 
largest foreign exchange earners and have usually 
provided the basis for strong economic growth.

Myanmar, which went through a period of 
economic expansion in the early 1990s, showed 
signs of slowing growth. Officially, GDP was pro-
jected to grow by 6.4 per cent in 1997/98. In 1996/ 
97, at 5.8 per cent, the GDP growth rate did not 
reach its target of 6.1 per cent. Mining is seen as a 
sector with the potential for growth, as exploration for
oil and gas, copper and gold, jade and gems conti-
nued. Following very strong growth in the con-
struction sector of 27.2 per cent in 1995/96 and 24.5 
per cent in 1996/97, growth in the sector was ex-
pected to slow in 1997/98. The growth target for 
agriculture, the largest contributor to GDP, was 6.3 
per cent, but this was unlikely to be reached in view 
of the recent flood damage.

The Government’s “four-pillars” policy focused 
on the production of rice, rubber, sugar cane and 
pulses. The output of sugar cane and pulses rose 
strongly in 1996/97. Traditional crops, including rice 
and rubber, fared less well. In July and August
1997, Myanmar experienced the worst flooding for at 
least 30 years, which caused substantial damage to 
the main rice-growing areas in the Irrawaddy and 
Pegu divisions. At least 20 per cent of the planted 
area may have been lost. Regular data on industrial 
output are available only for state-owned enterprises 
Output of the state sector rose by 44.6 per cent in 
the first half of 1997/98 compared with the first half 
of 1996/97.

In Nepal, real GDP growth in fiscal year 1997 
was estimated at 4.9 per cent, a substantial 
decrease from 6.1 per cent in the previous year. 
Sectors other than manufacturing, electricity, gas and 
water recorded slower growth. Value added from 
agriculture increased by 3.3 per cent, compared with
5.4 per cent in 1996. Paddy production increased 
owing to favourable weather conditions, but maize

production declined. Slower growth in tourism also 
reduced growth in the trade, restaurant and hotel 
services. Growth in the service sector thus fell to
5.5 per cent in 1997 from 7.3 per cent in 1996.

Data on the growth performance of the least 
developed countries (other than the five in the 
Pacific discussed in the next section) are given in 
table II.2.

Monetary-fiscal developments 
and inflation

In Bangladesh, the relatively low 8.2 per cent 
increase in money supply (M2) in 1996 was due to a 
substantial decline in net foreign exchange assets to 
finance a higher balance-of-payments deficit. Growth 
in 1997 was also estimated at a moderate 9.4 per 
cent. The depletion of reserves slowed in 1997 as 
the balance-of-payments situation improved. Domes-
tic credit to the private and public sectors also 
showed some increase. The structural adjustment 
programme initiated in the mid-1980s with the objec-
tive of achieving macroeconomic stability continued. 
The reduction in the budget deficit through the 
generation of more revenue and reduction of current 
expenditure was an important component of the 
programme. The value added tax (VAT), introduced 
in 1991, was being expanded gradually to increase 
revenue collection. The tax-to-GDP ratio increased 
from 9.4 per cent in 1996 to 10 per cent in 1997, 
and was expected to reach 13 per cent in 1998. 
Current expenditure as a proportion of GDP fell 
over the years. The fiscal deficit as a percentage 
of GDP was thus reduced from 6.2 per cent in 1996 
to 5.7 per cent in 1997, and was projected at 5.2 
per cent in 1998. After two successive years of 
less than 2 per cent inflation, it went up to 5.2 
per cent in 1995. It came down again in 1996 and
1997 to about 4 per cent. Low food prices, owing 
to bumper harvests, helped to keep inflation rates 
low. The Government was committed to maintaining 
its anti-inflationary growth strategy in the future 
through both demand and supply management.

In Bhutan, a continued flow of foreign as-
sistance and aid over the years boosted foreign 
currency reserves. As a result, despite low budget 
deficits, growth rates of money supply remained high 
during the period 1993-1995. Substantially lower 
growth was recorded in 1996 relative to 1995 as the 
Central Bank’s claims on the government stabilized 
owing to a surplus in the budget. Revenues from
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various recently commissioned projects, adjustments 
of tariffs on electricity export, and improved tax 
administration, generated sufficient revenues to cover 
domestic expenditure. Recent budgets have shown 
either a surplus or a marginal deficit. The inflation 
rate has remained moderate.

In July 1997, year-on-year inflation in Cambo-
dia surged to 16.5 per cent, compared with 7.3 per 
cent in June. For the first 11 months of 1997, the 
consumer price index rose by 10 per cent, compared 
with 10.7 per cent during the same period in 1996. 
Inflation would not moderate much, if at all, in 1998. 
The Government’s weak budgetary position following 
the loss of aid, and the economic slowdown may 
lead to monetization of the budget deficit, fuelling 
inflation in 1999. A depreciation of the riel further 
exacerbated inflationary pressure. Since July 1997, 
the riel has fallen against the dollar, and further 
weakness is likely. The currency turmoil which 
spread through much of South-East Asia has also 
had an impact. There were concerns that the riel 
would have to drop further if Cambodia’s exports 
were to remain competitive.

There was an increase in inflation in the Lao 
People’s Democratic Republic in 1997. Despite the 
fall in the Thai baht, the weakness of the Lao kip 
has led to higher prices of imports. Prices have 
also been affected by an increase in VAT in Thailand 
from 7 to 10 per cent in mid-August. Prices of 
equipment and machinery, refined petroleum 
products, as well as consumer goods imported from 
Thailand have risen, following earlier signs of a 
build-up of inflationary pressure. The inflation rate is 
estimated to rise to 17 per cent in 1997, compared 
with 14 per cent in 1996, although a better agri-
cultural performance could ease price pressure in 
1998-1999. Heavy reliance on the baht in the Lao 
People’s Democratic Republic complicates the efforts 
of the Central Bank to manage the exchange rate 
effectively. Before the financial crisis in Thailand, the 
kip was depreciating against both the dollar and the 
baht, prompting the authorities to introduce new 
restrictions on the use of foreign currency. The 
conventional response to the fall in the baht would 
be to allow the kip to depreciate in order to ensure 
that exports remain competitive. However, since the 
baht is used in cross-border trade with Thailand, a 
depreciation of the kip was unlikely to have the 
desired effect but would fuel inflationary pressure 
and damage investor confidence in the kip.

In Maldives, increase in foreign exchange 
reserves and relatively high budget deficits resulted 
in high growth of M2 in the 1990s. In 1996, M2 
grew by 26 per cent. Inflation, however, remained at 
about 6 per cent. The lowering of budget deficits 
contributed to reductions in the rate of inflation. 
In 1994 and 1995, the contraction of government 
spending reduced the budget deficit to 8.8 per 
cent of GDP in 1995, compared with above 16 
per cent in 1992 and 1993. Firm figures for 1996 
and 1997 were lacking, but available information 
indicated a sharply reduced deficit in 1997.

In Myanmar, money supply growth moderated 
in each of the first five months of 1997. M1 grew by
25.7 per cent year-on-year in May. M2 grew by 30 
per cent during the same months. Consumer price 
inflation, measured by the Yangon consumer price 
index, averaged 16.3 per cent in calendar year 1996. 
A surge in food prices in late 1996 continued 
through to the first half of 1997, and average annual 
inflation reached 25.9 per cent in January-June. The 
rise was driven by high food prices, which have the 
heaviest weight in the consumer price index. The 
recent flooding could keep food prices high and 
the depreciation of the kyat increased imported 
inflationary pressure. An annual average inflation 
rate of 29.4 per cent for 1997 has been estimated.

In Nepal, the high rates of growth in money 
supply (M2) in the early 1990s, mainly owing to high 
budget deficits, were checked in later years. In 
1996, money supply grew by 14.7 per cent, lower 
than in the previous year. During the first nine 
months of 1997, growth in money supply was limited 
to 7.9 per cent, compared with 10.7 per cent in the 
same period in 1996. Slower growth of domestic 
commercial credit was a main factor for the slow 
growth of money supply.

In fiscal year 1997, government revenues grew 
faster than expenditure and a reduction in budget 
deficits was achieved. Total government expenditure 
increased by 6.8 per cent, compared with a 14.6 per 
cent increase in revenues. The budget deficit in 
mid-July 1997 was 19 per cent less than the deficit 
at the same time in 1996. However, despite this 
optimistic fiscal situation, there remained cause for 
concern: first, regular government expenditure in-
creased substantially; second, the increased re-
sources came largely from non-budgetary and other 
receipts. The new budget for fiscal year 1998
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announced in July 1997 addressed some of these 
issues. The inflation rate has been hovering around 
8 per cent in recent times. In 1996, provisional 
estimates showed that the National Urban Con-
sumers Price Index had increased by 8.1 per cent, 
higher than in 1996, despite the slowing of money

supply growth. In 1997, money supply growth and 
the inflation rate were estimated to be of the same 
order of magnitude as in 1996.

Data concerning discussion in this section are 
presented in table II.3.

Table II.3. Selected least developed countries of the ESCAP region. Summary of 
macroeconomic indicators, 1992-1997

(Percentage)

1992 1993 1994 1995 1996 1997

Bangladesh Budget balance/GDPa - 6.2 - 6.1 -6 .4 - 6.6 - 6.2 -5 .7
Money supply growth (M2) 12.2 10.5 19.3 12.2 8.2 9.4
Inflation rateb 5.1 1.3 1.8 5.2 4.0 3.9

Bhutan Budget balance/GDP -3 .9 4.3 -4 .7 - 1.6 0.5 0.7
Money supply growth (M2) 13.5 22.4 23.3 35.6 9.0
Inflation rateb 15.9 11.2 7.0 8.2 9.0 8.0

Cambodia Budget balance/GDP
Money supply growth (M2) 214.0 34.4 34.9 44.3 40.4
Inflation rateb 75.0 114.3 -0 .5 7.8 10.0

Lao People’s Budget balance/GDP -5 .2 -2 .9
Democratic Money supply growth (M2) 49.0 64.6 31.9 16.4 26.7 14.5
Republic Inflation rateb 9.8 6.3 6.7 19.4 14.0 17.0

Maldives Budget balance/GDP -16.8 -16 .7 - 6.8 - 8.8
Money supply growth (M2) 13.0 36.3 24.2 15.6 26.0
Inflation rateb 16.7 20.1 16.5 5.3 6.2

Myanmar Budget balance/GDPa - 2.1 -1 .4 -2 .5 -3 .3 - 1.6
Money supply growth (M2) 35.6 26.8 33.9 40.5 39.5
Inflation rateb 21.9 31.8 24.1 25.2 16.3 29.4

Nepal Budget balance/GDP -6 .7 - 6.0 -4 .9 -3 .6 -4 .3
Money supply growth (M2) 21.1 27.7 19.6 16.1 14.7 14.8
Inflation rateb 17.1 7.5 8.4 7.6 8.1 8.0

Sources: ESCAP, based on Asian Development Bank, Key Indicators of Developing Asian and Pacific Countries 1997 
(Oxford University Press, 1997) and Asian Development Outlook 1997 and 1998 (Oxford University Press, 1997); International 
Monetary Fund, International Financial Statistics, vol. L, No. 9 (September 1997); and national sources.

Note: Data for 1997 are estimates. 

a Excluding grants.
b Refers to changes in the consumer price index.

Savings-investment and related 
developments

In Bangladesh, a perceptible improvement in 
both savings and investment rates has taken place 
in recent years. Domestic savings as a percentage 
of GDP recorded 8.2 in 1995 but declined slightly to

7.5 in 1996. The investment rate increased from
13.8 per cent of GDP in 1994 to 16.9 per cent in
1996, and further to 17.4 per cent in 1997. The 
rising share of private investment is one noticeable 
feature of the current situation. Private investment 
increased from 9.4 per cent of GDP in 1995 to 10.9 
per cent in 1997. Domestic savings, however, still 
fell far short of investment.
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The balance of payments deteriorated in 1996 
but improved marginally in 1997. The trade deficits 
declined. Higher export earnings from garments, 
hosiery products, frozen food, tea and raw jute led to 
a 13.8 per cent increase in total export earnings. 
Imports of food grains declined by 69.3 per cent, 
owing to higher domestic production. Total imports 
increased by a small 3.5 per cent. Remittances 
increased by 21.2 per cent and helped limit the 
current account deficits to 2.8 per cent of GDP, 
compared with 5.1 per cent in 1996.

The commissioning of several large projects in 
such areas as telecommunications, hydropower pro-
duction, airport-building, and cement-manufacturing 
during the second five-year plan period (1992-1997) 
kept the investment rate very high in Bhutan, averag-
ing over 45 per cent of GDP. The savings rate rose 
significantly, from 21.4 per cent in 1992 to 36.8 per 
cent in 1995. The buoyancy of savings pointed 
towards success in the domestic resource mobiliza-
tion efforts of the Government. Yet the savings- 
investment gap has remained wide. Donors have 
responded well to the country’s development needs 
and provided the necessary grants and concessional 
aid to finance the gap.

The exports-to-GDP ratio increased sharply to
41.0 per cent in 1995, compared with 23 per cent in 
the previous year. The imports-to-GDP ratio also 
rose, to 46 per cent from 32 per cent. The sharp 
rise in foreign trade levels reflected high levels of 
investment and economic activities generally. 
Electricity, calcium carbide, cement and, to a small 
extent, alcoholic beverages, fruits and fruit products 
and wood products, constituted the bulk of exports, 
mainly to India. Major imports consisted of vehicles, 
textiles, cereals, fuels and manufactured goods. In
1996, an increase in exports and a flattening of 
import growth reduced the current account deficit. 
Net external flows from abroad exceeded the deficits 
and led to an increase in foreign exchange reserves 
to $145 million (equivalent to more than 16 months 
of imports) at the end of 1996.

Cambodia has proved attractive to foreign 
manufacturers, consumer-goods companies and 
service providers. During the period January-April
1997, private investment had more than doubled 
over that of the same period of 1996. Net foreign 
investment had reached $209.19 million for 1996. 
The granting of MFN trade status to Cambodia by

the United States attracted an influx of garment 
manufacturers lured by the lower duties on Cambo-
dian exports. Grants and aid flows, together with 
private investment flows, had doubled the investment 
rates in the economy by 1995 from those of the 
early 1990s, despite low domestic saving rates. 
Recent political events, however, are likely to have 
dampened these positive developments.

Though no firm figures are available, there is 
evidence that both public and private investments 
increased in the Lao People’s Democratic Republic 
in the 1990s. Although hydroelectricity is likely to 
remain an important revenue generator in the 
medium term, the country has been seeking to boost 
sectors such as light manufacturing and agri-
business. Financial assistance and concessional 
loans coming from multilateral and bilateral donors 
have financed the bulk of the investment. The 
country has also received increasing inflows of FDI.

ODA underpins the economy of the Lao 
People’s Democratic Republic, although its proportion 
in state expenditure declined from 76.5 per cent of 
the total in 1993 to 53.3 per cent in 1996. ODA 
accounted for 13.7 per cent of GDP in 1993; it 
declined to 12.3 per cent in 1994, and further to
11.4 per cent in 1996.

The inflow of FDI in Maldives showed a slow 
but continuous increase, from $6 million in 1990 to 
$9 million in 1995, to provide much-needed invest-
ment resources. These are largely invested in island 
tourist resorts, mostly foreign-owned and operated. 
Investment in tourism could strengthen further if 
transport and communication networks improved. 
The import content in the Maldivian economy has 
always been very high, as almost all consumer and 
capital goods have to be imported. In 1996, mer-
chandise exports were estimated to have grown by
7.8 per cent and imports by 10.3 per cent. Earnings 
from services, including tourism, however, helped to 
keep the current account balance in surplus in 1996. 
Marine products (fish) accounted for 74 per cent of 
merchandise exports.

Savings-investment rates in Myanmar continue 
to be relatively low. The country’s need for external 
capital is high, and FDI will remain a major source 
of finance since no major external aid has been 
forthcoming. The Government’s privatization pro-
grammes have, however, made slow progress and so 
far have not attracted sufficient private investment.
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The gross national investment rate in Nepal 

has remained of the order of 22-24 per cent in 
recent years. Economic reforms, which encouraged 
private sector activities, have raised the share of the 
non-governmental sector in total capital formation to 
two thirds. The savings-to-GDP ratio fell to about
11.0 per cent in 1996 and 1997 from a peak of 14.7 
per cent in 1994. The savings-investment gap has 
been above 10 per cent of GDP. This highlighted 
the country’s dependence on foreign savings to 
finance its development. Vigorous efforts are 
needed to mobilize domestic resources and attract

foreign commercial investments, as the prospects for 
aid inflows remain unfavourable. Trade deficits have 
been on the rise. In 1997, exports increased by
13.9 per cent, while imports went up by 25 per cent. 
The deficit on merchandise trade increased by 29.0 
per cent. Finished goods constituted the bulk of 
exports. An increase in net service exports and net 
transfers from abroad helped to reduce the deficit in 
the balance of payments.

Data on savings and investment for the least 
developed countries are given in figure II.1.

Figure II.1. Savings and investment as a percentage of GDP in selected least developed 
countries of the ESCAP region, 1992-1997

Sources: ESCAP, based on Asian Development Bank, Key Indicators o f Developing Asian and Pacific Countries 1997 
(Oxford University Press, 1997) and Asian Development Outlook 1997 and 1998 (Oxford University Press, 1997); and 
national sources.

Notes: Data for 1997 are estimates. I indicates gross domestic investment; S indicates gross domestic savings.
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Policy developments

In Bangladesh, successful structural adjustment 
programmes kept both money supply and inflation in 
check. That was important for creating conditions for 
both growth and poverty alleviation. In line with the 
Government’s commitment to reduce tariff barriers 
and liberalize trade, the highest rate of customs duty 
was reduced from 45 to 42.5 per cent. The rate of 
corporate tax payable by banks, insurance compa-
nies, other financial institutions and non-resident 
companies was reduced from 45 to 40 per cent to 
attract foreign investment. To compensate for these 
rate reductions, the scope of VAT, payable at 15 per 
cent, was extended to the retail stage, mainly to 
include more luxury items. A new infrastructure 
development surcharge of 2.5 per cent and the 
introduction of customs duty of 7.5 per cent on the 
import of cotton and textile machinery were also 
announced in the budget. Special emphasis has 
been placed on poverty alleviation in the 1997/98 
budget: a quarter of total spending has been
allocated for the purpose. A limited pension scheme 
of $2.3 per month for a population of up to 450,000 
of the poorest elderly, at a cost of $11.6 million a 
year, was also announced.

The fifth five-year plan (1997-2002), announced 
in August 1997, envisaged a 6 per cent yearly 
increase in the per capita income to reduce overall 
poverty from its current level of about 45 per cent of 
the total population to 30 per cent by 2002. The 
average annual GDP growth for the plan period was 
targeted to be 7.3 per cent, rising from 6.1 per cent 
in 1997/98 to over 8.5 per cent in 2001/02. This 
represents considerable acceleration over the growth 
rates actually achieved in recent years. Total 
spending of $46 billion has been planned. In the 
plan, the Government has renewed its commitment 
to private sector-led growth and it is expected that 
58 per cent of the expenditure will be provided by 
the private sector. Plan targets assumed a domestic 
savings rate of around 19 per cent in 2002, which is 
much higher than the current rate.

The soundness of the financial institutions 
remains an important policy issue in Bangladesh. In 
order to ensure the safety and security of financial 
institutions, the Government has issued bonds (worth
55.9 billion taka) for bad and doubtful debts of the 
nationalized banks. Supervision by the Central Bank 
has been strengthened to enable the commercial

banks to realize loans from defaulters, and three 
laws have been enacted to facilitate the realization 
of bad loans: the Loan Court Act of 1991, amended 
so that the same court can enforce its decree, the 
Bankruptcy Act of 1997, promulgated to facilitate 
loan recovery, and the Banking Company Act of 
1991, amended to disqualify any director who 
defaults on loans from either his own or any other 
bank. The Securities and Exchange Commission, 
which was entrusted with the responsibility of 
maintaining discipline in the stock market and 
prosecuting market manipulators, has been 
reorganized. The establishment of merchant banks 
was allowed. These measures are expected to 
stabilize and strengthen the financial sector.

In Bhutan, there remains a major policy focus 
on fiscal consolidation. Revenue measures would 
include the strengthening of general tax administra-
tion, the broadening of the tax base to ensure wider 
coverage, and rationalization of the import duty 
structure, replacing the current system of quantitative 
restrictions by a comprehensive but simplified tariff 
system. Furthermore, non-tax revenues such as 
user charges and licensing fees will be reviewed. 
Fiscal institutions will be strengthened through 
capacity-building and the provision of appropriate 
training programmes in the Division of Revenue and 
Customs.

On the expenditure side, the main measures to 
be pursued would include the maintenance of a 
reasonable balance between domestic revenue and 
current expenditure; improvement of public services 
through privatization and the introduction of user 
charges; provision of adequate resources for 
operation and maintenance to ensure that completed 
capital projects are well maintained; and prudent 
selection of capital projects based on well-laid-out 
socio-economic criteria, including environmental 
sustainability.

In Cambodia, the Government was pressing 
ahead with plans to meet the tariff reductions 
required by the ASEAN Free Trade Area (AFTA), on 
the assumption that Cambodia would eventually be 
admitted to the group. The Government was also in 
the process of drafting laws to reform the banking 
sector and foreign exchange trading. It expected 
measures such as the establishment of a 1,000- 
hectare tourism development zone and privatization 
(power generation and the railways have been
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mentioned as possible candidates) to boost foreign 
investment inflows, making up for the lost aid and 
investment. In addition to the preoccupation with 
domestic and international political issues, adminis-
trative weaknesses imposed major constraints on 
development.

One of the main attractions of the Lao Peo-
ple’s Democratic Republic to business is its political 
stability. The MFN status granted by the United 
States and others was likely to increase the coun-
try’s attractiveness as a manufacturing base for 
companies wishing to export to other ASEAN 
countries or to the United States. The failure to win 
generalized system of preferences status from the 
United States in 1996 was a dampener for light 
industry. Although there were still obstacles to the 
reforms needed in many areas, including customs 
procedures and land-use rights, there was a firm 
consensus that change was necessary and a 
recognition that, as a poor, landlocked country, it had 
to do more to make itself attractive to foreign 
investors.

In Maldives, both monetary and fiscal policies 
were used to stabilize the economy. Since late
1995, the national currency (rufiyaa) exchange rate 
had been held at Rf 11.77 to the dollar. Interest 
rates on foreign currency-denominated deposits and 
lending were completely liberalized, but rates de-
nominated in the national currency were liberalized 
to a lesser extent. Management of the budget, 
however, posed many difficulties. Expenditure on 
the delivery of social services, especially to the 
population on distant islands, was high, and was one 
of the main reasons for the large budget deficits. In
1994 and 1995, government spending was reduced, 
wages were controlled and non-essential construc-
tion projects were cancelled. All these contributed to 
an improvement in the fiscal situation. The main 
fiscal challenge for the Government has been to 
keep inflation low through reductions in public 
spending and, at the same time, to ensure adequate 
financial provision for infrastructure and social 
services. The challenge grew stronger as aid fi-
nance tended to fall.

Rising food prices emerged as a major 
challenge for Myanmar in 1997. In November, the 
State Law and Order Restoration Council (SLORC) 
was replaced by the State Peace and Development 
Council (SPDC). The new body, which has been

charged with improving the country’s economic situa-
tion, announced a Cabinet reshuffle in December in 
an attempt to strengthen its economic management 
team.

The ninth plan of Nepal (1997-2002) aimed at 
tackling the high incidence of absolute poverty in the 
country. In the coming year, the Government aimed 
to lift 2.5 per cent of the population out of poverty. 
It also aimed to generate employment for 260,000 
persons, particularly in rural areas. The develop-
ment of drinking water facilities and water resources, 
the expansion of the telephone networks, and the 
elimination of illiteracy (by mid way through the tenth 
plan, which will run from 2003 to 2007) were pro-
posed. The target of the plan was to reduce the 
reliance of Nepal on foreign development assistance, 
which contributed 65 per cent of total development 
expenditure in the eighth five-year plan, to 58 per 
cent by the end of the ninth plan.

Nepal’s broad economic policy has been 
guided by the principles of market-friendliness. 
Policies in this direction have been supported by an 
Enhanced Structural Adjustment Facility with IMF. 
This policy framework included reform of tariffs, 
taxation, including the introduction of VAT, and public 
resource management through prioritization of 
projects and reduction in subsidies. Under the 
financial sector reform programme, a study was un-
der way to strengthen the capital market. Under 
fiscal policy management, the tariff rates have been 
rationalized, and customs and income tax proce-
dures simplified. The Government was to introduce 
VAT by the end of 1997. Institutional measures 
were being taken to increase revenue by means of 
plugging leakages and bringing more people under 
the tax net. Monetary policy was framed under the 
same principle; the determination of interest rates 
was left to the commercial banks under the free 
market mechanism. The privatization of public 
enterprises was pursued. The recent award of a 
management contract to an industrial enterprise and 
divestiture of shares of a bank raised the total 
number of privatized enterprises to 16.

In order to attract foreign investors, the Foreign 
Investment and Technology Act was amended. 
Under the amended Act, the Department of Indus-
tries could approve the setting up of industries with 
fixed capital up to Rs 500 million, and the Depart-
ment was obliged to inform the investors of its
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decision within 30 days of receipt of the application. 
Income tax levied on the interest earnings on foreign 
loans received by the foreign investors has been 
waived and taxes on earnings through royalties and 
technical as well as managerial services have been 
reduced to 15 per cent.

Pacific island economies

Output growth

In 1996-1997, the Pacific island economies 
achieved mixed results in their macroeconomic 
performance. Other than Samoa and Solomon 
Islands, which showed 7 and 4 per cent, these
economies generally achieved less than 3 per cent 
growth in 1996. Improved international prices of 
several commodities, such as cocoa, copra and
copra oil, and gold, helped several of them to 

-ocE .5991 ni naht htworg fo setar rehgih eveihca
nomic growth rates remained low in 1997 also,
reflecting in part the softening of the prices of 
agricultural commodities and primary materials. 
Prices of copra, coconut oil and palm oil weakened 
in 1997, but cocoa prices strengthened owing to a 
shortfall in supply. An individual country’s per-
formance depends on what commodities it produces 
and exports. The negative impact of the financial 
crisis in Asia on the growth performance of Pacific 
island countries may also be felt in 1998 as some of 
their exports will be adversely affected. The short-
term growth prospects thus remained generally 
unpromising, although long-term improvements were 
possible because of the structural reforms that many 
of them have committed themselves to implement.

The economy of Cook Islands had averaged
3.8 per cent GDP growth in 1992-1994 but 
contracted by 6.9 per cent in 1995. The economic 
difficulties experienced in 1995 were initially caused 
by excessive growth of government expenditure, 
which was funded by the issue of Cook Islands 
dollar-denominated bank notes. The New Zealand 
dollar also circulates as legal tender in Cook Islands. 
The excessive issue of Cook Islands dollars led to a 
loss of confidence in the currency and to capital 
flight. The commercial banks responded by severely 
curtailing credit. The end result was a sharp con-
traction in the level of economic activity. The 
economy contracted further in 1996, by 2.5 per cent,

but stabilized in 1997 with an estimated 0.5 per cent 
growth rate.

The economy of Fiji performed better in 1996. 
GDP growth was 3.1 per cent, compared with 2.0 
per cent in 1995 (table II.4). The pick-up in 
economic activity in 1996 was the result of increased 
output in all sectors other than services. The agri-
cultural sector recovered after declining in 1995. 
The output of sugar was lower, but the production of 
copra, ginger and taro rose. Sugar and cane pro-
duction is critically important for the economy; sugar 
production fell marginally by 0.3 per cent, even 
though the tonnage of cane delivered to the mills 
rose by 7 per cent over the comparable 1995 
season. Log production during the year declined by 
0.7 per cent, which was partly attributed to the wet 
weather during the second half of the year. On the 
other hand, cocoa and taro production increased by 
25 and 11 per cent respectively.

Mining and quarrying output increased by 31 
per cent, led by gold production, and manufacturing 
by 3.4 per cent, led by clothing and footwear. The 
construction sector grew by only 2 per cent, as in 
the previous year, reflecting a downturn in the 
residential market and the postponement of work on 
some large projects. Within the service sector, 
transport and communication and financial services 
recorded smaller increases. A significant turnaround 
took place in tourism, the most important service 
industry. Visitor arrivals increased by 6 per cent to 
reach a record 340,000 persons, against a decline of
1 per cent in 1995.

During the first half of 1997, the economy was 
sluggish, largely as a result of the effects of 
cyclones Gavin and June, which struck early in the 
year causing extensive damage to the agricultural 
sector. With the exception of a rise in copra output, 
activity in that sector remained generally depressed. 
Investment and domestic demand indicators were 
weak. However, tourism activity continued to 
increase. The promotion activities of the tourism 
authority and the inauguration of new flight routes in 
the second half of 1996 have given a boost to 
tourism in Fiji. The Reserve Bank of Fiji reported 
that the economy was showing further improvement 
in the second half of 1997 as well, based on 
increased activities in tourism, gold-mining and 
garment-manufacturing. Despite the positive signs, 
growth was estimated at only 1.0 per cent in 1997.
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Table II.4. Selected Pacific island economies. Growth rates, 1992-1997

(Percentage)

Rates of growth

Gross domestic 
product

Agriculture Industry Services

Cook Islands 1992 3.7 -11.8 3.8
1993 3.4 11.5 -9.8 2.9
1994 4.4 2.0 12.4 4.3
1995 -6 .9 -0 .7 -8.9 -8.1
1996 -2 .5
1997 0.5

Fijia 1992 6.2 3.7 7.7 6.0
1993 1.6 0.4 5.9 0.2
1994 4.0 10.2 5.1 2.3
1995 2.0 -3 .3 1.7 5.1
1996 3.1 0.8 3.7 2.6
1997 1.0 -5 .4 -1.1 2.8

Kiribati 1992 2.5 1.6 -10.8 7.6
1993 -2 .8 2.2 2.1 1.6
1994 1.7
1995 2.6

Papua New Guinea 1992 11.8 6.1 28.5 2.9
1993 16.6 9.5 35.8 3.0
1994 3.0 5.8 -0 .8 4.9
1995 -2 .9 2.1 -8 .0 -0 .9
1996 1.9 3.0 -1 .5 -0.1
1997 0.3

Samoa 1992 -0 .9 -10.5 0.8
1993 6.3 17.4 20.2 -2 .6
1994 -7 .8 -20 .4 -5 .6 5.4
1995 9.6
1996 7.0
1997 6.0

Solomon Islands 1992 9.5 12.1 5.2 7.4
1993 2.0 -0 .8 5.4 4.6
1994 5.2 7.0 8.9 2.6
1995 7.0 9.9 13.2 0.1
1996 4.0

Tongaa 1992 3.5 7.3 0.3 1.6
1993 2.8 2.7 5.8 2.1
1994 5.7 7.1 6.7 4.5
1995 1.8 5.4 -2 .4 0.2
1996 1.6

Tuvalu 1992 2.7 -1 .6 -3 .5

1993 5.2 0.9 -8.1 11.9
1994 6.2 0.6 -10.1
1995 2.0
1996 2.5

(Continued on next page)
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Table II.4 (continued)

(Percentage)

Rates o f growth

Gross domestic 
product

Agriculture Industry Services

Vanuatu 1992 1.0 1.9 -8 .4 3.0
1993 4.0 8.2 2.7 3.0
1994 2.6 2.2 5.5 2.6
1995 3.2 6.4 6.6 1.4
1996 3.0
1997 3.0

Sources: ESCAP, based on Asian Development Bank, Key Indicators o f Developing Asian and Pacific Countries 1997  
(Oxford University Press, 1997) and Asian Development Outlook 1997 and 1998  (Oxford University Press, 1997); and 
national sources.

Notes: Data for 1997 are estimates. Industry comprises mining and quarrying; manufacturing; electricity, gas and 
power; and construction.

a Real GDP at factor cost.

Further prospects for the economy of Fiji 
hinge on a number of factors. The successful 
conclusion of the country’s protracted constitutional 
review process and the country rejoining the 
Commonwealth in 1997 raised hopes of a resur-
gence in business confidence and foreign invest-
ment. However, many potential foreign investors are 
likely to remain cautious. One of the most press-
ing issues is the uncertainty about agricultural land 
leases in the sugar industry, still the country’s big-
gest foreign exchange earner. The uncertainties 
about land lease arrangements could have adverse 
effects on sugar production. The industry must gear 
itself to a future of declining preferential arrange-
ments under the Lome Convention. Added to this 
is the fact that current investment rates are very low 
and need to be increased substantially if the 
Government’s projected average growth rates of 
around 3.6 per cent for the remaining years of this 
decade are to be realized. The Government has 
projected a 3.8 per cent growth rate in 1998, with 
the major impetus expected to come from higher 
levels of tourist arrivals, mining and agricultural 
production.

The economy of Papua New Guinea also 
rebounded in 1996, with a 1.9 per cent GDP growth 
rate, following a decline of 2.9 per cent in 1995.

The turnaround was attributed to increased activity in 
the petroleum, agriculture, forestry, fishing and 
construction sectors, which more than offset a 
decline in the mining sector. However, the growth in
1996 was far below the average of 10.4 per cent 
recorded in the period 1991-1994. That boom was 
fuelled by mining sector activity, with support from 
agriculture and forestry. The country suffered a 
major financial crisis in 1994, which was largely the 
culmination of several years of budgetary im-
balances. A drop in mining output had aggravated 
the situation and reduced the growth rate to 3.0 per 
cent in 1994. A 2.9 per cent contraction in 1995 
saw the bottom of the crisis.

In its 1997 budget, the Government projected a 
real GDP growth of 0.3 per cent for the year. 
Indicators released by the Bank of Papua New 
Guinea for the first half of 1997 revealed signs of a 
pick-up in economic activity. A 10.5 per cent 
increase in general imports over the first six months, 
a budget surplus, and increased credit advances to 
the private sector were positive indicators. However, 
a severe drought caused havoc in the country’s 
agriculture during the second half of the year. In the 
mining sector, production at Ok Tedi and Pogera 
mines stopped, resulting in a substantial decline in 
gold output.
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The economy of Samoa recorded a strong
GDP growth rate of 7.0 per cent in 1996 but lower
than the 9.6 per cent recorded in 1995. These 
rates, however, followed a contraction of 7.8 per cent 
in 1994 caused by the destruction of the country’s
main export crop, taro, by leaf blight disease.
Agriculture and tourism were the main growth points 
in 1995-1996. Coconut production in agriculture, 
and tourism provided the stimulus. Tourist arrivals 
increased by 8 per cent in 1996, after a 35 per cent 
increase in 1995. In the industry sector, the 
processing of agricultural products and the produc-
tion of automotive wirings for export were the main 
activities. Higher agricultural output and the conti-
nued expansion of tourism should combine to ensure 
that economic growth in 1997 remains strong at 
about 6 per cent.

The economy of Solomon Islands also grew 
strongly in 1995. A 7 per cent GDP growth rate 
during the year, however, slowed to an estimated 4 
per cent in 1996. The agricultural sector, especially 
log and timber production, recorded an increase of 
around 8 per cent and was the principal contributor 
to growth in 1996, as in 1995. On the other hand, 
fishery output was only about two thirds of the 1995 
level and was largely responsible for the lower 
overall rate of growth in 1996. The production of 
palm oil and kernels increased in 1996, but that of 
copra and coconut oil was well below the previous 
year’s level. There has been continuing concern 
about the overexploitation of the country’s forestry 
resources as a means of achieving economic growth, 
at the risk of longer-term adverse environmental 
consequences and unsustainability of growth.

The economies of Tonga and Tuvalu are also 
estimated to have recorded positive growth in 1996. 
In the case of Tonga, a reduced growth rate of 1.6 
per cent was recorded, as compared with 1.8 per 
cent in 1995. The main reason for the deceleration 
was the decline in the value of agricultural output 
with the sharp fall in the price of squash, a valuable 
export crop, and the shift by farmers to more tradi-
tional crops. The volume of squash production 
dropped to only about half of what it had been in
1995. Slower growth of tourism was also a factor in 
the reduced GDP growth rate in Tonga in 1996.

Tuvalu, one of the least developed countries in 
the Pacific, also recorded a positive GDP growth rate 
in 1996 with an estimated rate of 2.5 per cent,

compared with 2.0 per cent in 1995. Increased 
government activity provided the main boost to the 
growth of Tuvalu’s economy in 1996.

Vanuatu’s economy registered a GDP growth 
rate averaging 3 per cent during the period 1991-
1995. That slow pace of economic growth was 
maintained, with an estimated 3.0 per cent growth 
rate also in 1996, compared with a slightly higher 
rate of 3.2 per cent in 1995. Improvements in 
agricultural output, along with increased activity in 
tourism and construction, largely contributed to 
growth in 1995 and 1996. Growth was estimated to 
be 3 per cent in 1997. There is, however, concern 
about a slackening of tourism, a major contributor to 
the economy.

Monetary-fiscal developments 
and inflation

With the exception of Papua New Guinea, 
Samoa and Solomon Islands, other Pacific island 
countries have recorded inflation rates of below 6 
per cent since 1993. The inflation rate of Solomon 
Islands has traditionally been high, ranging from 9 to 
15 per cent since 1991: government budget deficits 
have been the principal cause. The double-digit 
inflation rate in Papua New Guinea in 1995-1996 
was largely caused by the devaluation and flotation 
of the local currency as a result of an economic 
crisis late in 1994. The inflation rate in Samoa has 
ranged from 1.0 to 18.4 per cent during the 1990s, 
reflecting the country’s vulnerability to natural disas-
ters and shortage of staple crops. In general, the 
low inflation levels prevailing in Australia, New Zea-
land and the United States, the main sources of 
imports of Pacific island countries, helped them to 
maintain low domestic inflation rates.

Only a few Pacific island countries have central 
banks, and hence their ability to use monetary policy 
as an instrument of economic policy is almost non-
existent. Monetary operations are very often closely 
linked to governments’ borrowing needs. In cases 
where a central bank exists, the main instruments 
of monetary control are a minimum liquid asset ratio, 
discount windows and open market operations in 
treasury bills. Of these, open market operations are 
the least effective, owing to the underdevelopment of 
the secondary market in government papers. Yet 
these countries have endeavoured to use monetary 
policy to attain and maintain financial stability.
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In Cook Islands, the inflation rate declined 
steadily, from 7.3 per cent in 1993 to about one per 
cent in 1995. In 1996, prices actually fell to nega-
tive 0.6 per cent, attributed to lower food and 
transport costs. In 1997, prices were estimated to 
register a further fall to negative 2 per cent. In the 
medium term, price movements in Cook Islands are 
expected to be affected by price changes in New 
Zealand, as the country uses the New Zealand 
dollar as its currency and depends mainly on 
supplies from that country.

After averaging 5.5 per cent during the period
1991-1993, Fiji recorded reduced inflation rates of 
0.6, 2.2 and 3.1 per cent respectively in 1994, 1995 
and 1996. The rise in the inflation rate in 1996 was 
caused by higher costs for alcoholic drinks, tobacco 
and transport services following the introduction of 
VAT. Increases in private house rental and a rise in 
domestic food prices also contributed to the higher 
inflation rate. Inflation was expected to stay at 3 per 
cent in 1997 also, based on the price trends 
observed during the first three quarters of the year.

The monetary policy of Fiji in 1996 was 
pursued with the aim of achieving a comfortable 
level of external reserves and ensuring that credit 
expansion did not impose undue pressure on 
inflation. Both objectives were achieved, with a low 
inflation rate and a higher level of foreign exchange 
reserves at the end of 1996. During the year, broad 
money supply (M2) expanded at a slower rate of 1.0 
per cent from a growth rate of 4.3 per cent in 1995 
and about 3.0 per cent in 1994. Of the M2 
components, narrow money supply (M1) increased 
by 16.8 per cent, compared with a rise of 12.3 per 
cent in 1995. The increase was mainly attributed to 
substantial growth in the demand deposits of the 
statutory bodies and the private sector. Currency in 
circulation expanded at a more rapid rate than that 
recorded in 1995, mainly as a result of the pay rise 
awarded to civil servants at the end of 1996.

The Government’s fiscal deficit was substan-
tially higher in 1996, mainly reflecting an increase in 
expenditure despite some buoyancy in revenue. The 
deficit-to-GDP ratio rose from 0.5 per cent in 1995 to
5.2 per cent in 1996. Revenue and grants showed 
an increase of 3.9 per cent over those of 1995, with 
the collection from inland revenue increasing by 5.8 
per cent and from VAT by 7.4 per cent. Total 
expenditure for 1996 increased by 18.5 per cent over

1995. The expansion was mainly attributed to a rise 
in capital outlays resulting from a 151.0 per cent 
rise in capital grants and transfers under the 
National Bank of Fiji’s restructuring programme. The 
fiscal operations continued to be expansionary 
through the quarter ending June of 1997, resulting in 
a substantial deficit, equivalent to over 15 per cent 
of GDP. Even though revenue and grants increased 
by 8 per cent, largely attributed to improved receipts 
from VAT, the Government’s total expenditure 
increased by 52 per cent. Much of the increase in 
expenditure reflected substantial capital transfers, but 
also the rise in operating expenses for wages and 
salaries. With increased spending, the estimate of 
the budget deficit for 1997 exceeded the original 
estimate of 8 per cent.

The inflation rate in Papua New Guinea shot 
up to 17.3 per cent in 1995 after averaging 4 per 
cent between 1992 and 1994. The price escalation 
in 1995 was due largely to the 12 per cent deva-
luation in September 1994 and the subsequent float 
of the local currency. Following the successful 
implementation of the World Bank/IMF-assisted eco-
nomic recovery programme, the country’s annual 
average inflation rate was lowered to 11.6 per cent 
in 1996 as the exchange rate attained stability. The 
declining trend continued into 1997. The rate was 
estimated at 7 per cent in the 1997 budget and 
stood at 8 per cent as of March 1997.

During the period up to May 1996, the Bank of 
Papua New Guinea continued to maintain a tight 
monetary policy stance in response to the high level 
of domestic liquidity. On 5 June 1996, the Bank 
announced an easing of monetary policy and 
undertook the following measures: a 5.0 percentage 
point reduction in the minimum liquid asset ratio to 
27 per cent, and a 1.0 percentage point reduction in 
the weighted average treasury bill rates across all 
maturities. These rates were further reduced later in 
the year.

The expansionary fiscal policy pursued by 
Papua New Guinea in the 1990s was based on an 
overly optimistic forecast that mineral rents would 
continue to grow. As a percentage of GDP, gross 
budget deficits exceeded 4 per cent in each of the 
five years 1991 to 1995, peaking at 5.7 per cent in
1993. Much of the deficit was financed domestically. 
Private institutions were more realistic in their 
expectations of the performance of the mineral
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sector and reacted swiftly when the deficit threshold 
exceeded their perception of sustainability. Huge 
capital flight took place, leading to the crisis in 1994. 
In response to the liquidity crises, the Government 
introduced controls on non-contractual expenditure to 
reduce the budget deficit sharply from around 11 per 
cent (in mid-1994) to 4.6 per cent of GDP by the 
end of December 1994. Among the major objectives 
of the economic reform programme agreed with IMF 
and the World Bank was a substantial improvement 
in public services delivery and a budget deficit of no 
more than 1 per cent of GDP. Preliminary estimates 
indicated that an overall budget surplus for the first 
six months of 1997 was recorded. This was brought 
about by both increased revenue and reduced 
expenditure.

As in Papua New Guinea, Cook Islands, faced 
with severe fiscal crises in 1995, embarked upon 
restructuring its economy by initiating an economic 
reform programme. The first phase of the reform 
commenced in 1996 when significant reductions 
were made in government expenditure through a 
variety of measures, including forcing a large number 
of public servants to retire, adopting an across-the- 
board pay reduction of 15 per cent, and closing 
most diplomatic missions overseas. In the second 
phase, the reduced public service was restructured 
to restore fiscal discipline and responsibility, and to 
provide for greater transparency and accountability in 
the government budget process.

An important development in Samoa in 1996 in 
the area of monetary policy was the Government’s 
decision to bring all financial institutions within the 
ambit of the Central Bank’s monetary control. 
Money supply (M2) in Samoa fell by 10 per cent 
during the first half of 1996, compared with an 
increase of 22 per cent in 1995. Domestic credit 
also contracted during the first half of the year as a 
result of imposition of credit growth ceilings on 
banks as well as the Government’s increased net 
credit position with the financial system owing to the 
improved fiscal position. Growth in credit and money 
supply resumed in the second half of 1996, with a 
rise of about 5 per cent during the year.

Samoa introduced VAT, lowered income tax by
10 per cent and reduced or eliminated duties on 
about 35 items as early as 1994, as part of its 
economic reform measures. The Government intro-
duced a performance budget system which imposes

greater responsibility on departments to manage 
their finances in the context of clearly defined out-
puts. Nevertheless, the overall deficit in the budget 
persisted.

Among the Pacific island countries, Solomon 
Islands has traditionally recorded high inflation, with 
rates ranging from 9.2 to 13.2 per cent during the 
period 1992-1996. At 11.8 per cent in 1996, the 
rate was higher than the 9.7 per cent recorded in
1995. Samoa and Tonga also showed higher infla-
tion rates in 1996, rising in Samoa from 1.0 per cent 
in 1995 to 7.5 per cent in 1996. The increase in the 
inflation rate in Tonga to 3.0 per cent, up from 1.4 
per cent in 1995, was attributed to expansion in 
domestic credit, increased public sector wages and 
higher prices of imported consumer goods.

Solomon Islands, with mounting arrears of debt 
and insufficient cash to meet current commitments, 
was facing a critical financial situation in 1997. The 
Finance Minister announced in Parliament on 13 
May 1997 that the total government debt had 
reached Sl$ 703 million, about half of which was 
domestic. The Government owed a total of Sl$ 20 
million to the National Provident Fund and over Sl$
8 million unpaid interest on securities in three com-
mercial banks dating back to early 1995. The crisis 
was carried over from 1996, when little progress had 
been made towards the stated objective of fiscal 
stabilization. According to the Central Bank of 
Solomon Islands, the main cause of the country’s 
financial problem is an “unbridled government ex-
penditure policy” . Even though revenues have been 
on target and the current tax-to-GDP ratio of 24 per 
cent is outstanding in the context of developing 
countries, excessive government expenditure and 
deficits had led to debt accumulation and the 
resultant financial difficulties.

Pacific island countries have traditionally re-
corded budget deficits but, with the exception of 
Somoa and Solomon Islands, these have been low, 
averaging less than 5 per cent of GDP. External aid 
which, in most cases, has been used for develop-
ment expenditure, has ensured that the overall 
budget deficits remained low. But with a reduced 
level of aid, they would be forced either to curtail 
expenditure or to raise sufficient domestic resources 
to fill the gap. Some of the northern Pacific island 
economies are particularly vulnerable in this respect 
(see box II.1).
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Box II.1. Difficulties of economic management in northern 
Pacific island economies

The five northern Pacific island economies, Guam, 
the Marshall Islands, the Federated States of Micronesia, 
the Northern Mariana Islands and Palau, are scattered 
and sparsely populated. They are located east of the 
Philippines and north of Papua New Guinea. They range 
from Palau, which consists of a string of islands with a 
total land area of about 500 sq km and a population of 
only 18,000, to the Federated States of Micronesia, which 
consists of four main islands in a vast area of 3 million 
sq km, of which 700 sq km is land, and has a population 
of 112,000. Guam is a single island of 550 sq km with a 
population of 145,000, the largest population among 
these economies. Marshall Islands has a population of 
60,000. It has one of the fastest population growth rates 
in the world, estimated at 4 per cent a year.

All of these economies have a long association 
with the United States and remain exceptionally depen-
dent on aid from that country. The Marshall Islands, the 
Federated States of Micronesia and Palau signed 
Compacts of Free Association with the United States that 
gave them political independence, the first two in 1986 
and Palau in 1993. By contrast, Guam is an un-
incorporated United States territory under the general 
supervision of the Department of the Interior, which gives 
it less autonomy. The Northern Mariana Islands became 
a Commonwealth of the United States in 1975, and more 
than half of its budget is funded by the United States.

Under their Compacts of Free Association, the 
Marshall Islands and the Federated States of Micronesia 
are receiving substantial budgetary aid, which will last 
for 15 years from the date of the Compact through 
2001 at progressively declining levels. Under its 
Compact, Palau will also receive about $450 million as 
aid over a 15-year period. Palau as the third Compact 
State, has not yet experienced any major decline in 
Compact funding.

These economies have very high GDP per capita, 
ranging from $1,450 in the Marshall Islands to $10,830 
in Guam, much of which reflects arrangements under 
Compact funding. Their economic growth, however, has 
been unfavourable, with the Marshall Islands and the 
Federated States of Micronesia recording negative 
average growth during the period 1990-1994. The 
percentage of the urban population to the total popu-
lation in these economies ranges from 28 per cent in the 
Federated States of Micronesia to 70 per cent in Palau 
in 1995. These figures are expected to increase to a 
range of 46 per cent in the Federated States of Micro-
nesia to 80 per cent in the Marshall Islands and Palau in 
2020.

These economies have very large public sectors, 
which generate the most economic activity. In the 
Marshall Islands and the Federated States of Micronesia, 
government salaries and wages account for over a 
quarter of GDP. The public sector also dominates the 
employment structure, with more than half of the 
workforce in the Marshall Islands, the Federated States 
of Micronesia and Palau, and high proportions in the 
other two economies also being in government employ-
ment. Other than in the tourism sector, the private 
sector remains underdeveloped. Where there is a 
notable private sector (outside tourism), it has been 
limited to commercial services, or in product areas with 
preferential access to the United States market.

The range of exports is extremely narrow, 
consisting, except for the Northern Mariana Islands, 
primarily of marine products, handicrafts and some 
agricultural produce. Fishing licence fees are a primary 
source of foreign exchange, but the indigenous industry 
is undeveloped. Guam exports very little. The main 
exports of the Marshall Islands are fish and copra. Fish 
exports have increased since the early 1990s with the 
reopening of a fish trans-shipment facility in Majuro, and 
in 1994 fish exports were valued at $15 million, some 
75 per cent of the value of all merchandise exports. 
Exports from the Federated States of Micronesia have 
grown steadily in the early 1990s, because of the rise in 
fisheries exports, which were valued at $73.6 million in
1994, or about 88 per cent of all exports. The value of 
exports from the Northern Mariana Islands grew rapidly 
because of the dynamic growth of the clothing industry. 
The declared value of garments exported from the 
Northern Mariana Islands was $419 million in 1995, 
equal to the total exports of the country. Exports from 
Palau mainly constitute fishing products, especially tuna.

Almost all the trade of these economies is with 
Asian countries or the United States. In the case of the 
Northern Mariana Islands, some 50 per cent of imports 
are from Asia and 40 per cent from the United States. 
About 60 per cent of the export earnings of Guam are 
from trans-shipments from the United States to the
Northern Mariana Islands and the Federated States of 
Micronesia; there is very little independent trade between 
these economies. In all these economies, imports are 
substantially greater than exports, and trade balances 
are overwhelmingly negative. The current account deficit 
of the Marshall Islands is at around 50 per cent of GDP. 
The Federated States of Micronesia has a current
account deficit of about 60 per cent of GDP. It is most 
likely that the current account deficit of Palau relative to
GDP is greater than either of these, whereas those of
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Guam and the Northern Mariana Islands are smaller. 
Aid receipts in the Compact States, and tourism receipts 
elsewhere, help cover the merchandise trade deficit.

The potential for economic growth of these 
economies lies primarily in fishing, tourism and, to a 
lesser extent, manufacturing and agriculture. Opportu-
nities are limited because of the narrow resource base, 
small domestic market, limited domestic capital and skilled 
human resources, distance from main markets, rapid 
population growth rates and the dominant public sector.

Tourism has been the major source of economic 
growth for both Guam and the Northern Mariana Islands 
for the past two decades. Palau has also been relatively 
successful in encouraging tourism, but the Marshall 
Islands and the Federated States of Micronesia have had 
little success. Guam remains the primary tourist desti-
nation, with 1.4 million visitors in 1995 and an estimated 
1.5 million in 1996. The increase in visitor arrivals in 
1995/96 was one of the key elements in stimulating 
growth in the economy, after a downturn in 1993/94. 
Tourism generates about 40 per cent of private sector 
employment in Guam. The economy of the Northern 
Mariana Islands is also largely based on tourism, which 
has experienced steady growth since the 1980s. In 
1996, the number of tourists reached a record 722,000. 
More than half the tourists were from Japan, but the 
biggest increase was from the Republic of Korea. 
Tourism generated an income of $558 million in 1996, 
which was also a record. National projections anticipate 
more than 800,000 tourists by the end of the decade. 
Tourism in Palau grew steadily in 1995, after Japan 
Airlines made an inaugural flight to the country during 
the year. Tourist numbers have grown steadily in the 
1990s, from 32,700 in 1991 to 53,200 in 1995, and have 
continued to increase at a similar rate since then. Japan 
accounts for 40 per cent of all tourists. It was estimated 
that in 1995, tourism contributed approximately $22.3 
million to the local economy. Tourism in the other two 
northern Pacific economies has been much less impor-
tant. However, in the case of the Marshall Islands, the 
Parliament, early in 1997, approved legislation creating 
the Marshall Islands Visitor Authority, with a board 
dominated by representatives of the private sector. The 
new Authority hopes to promote the national tourism 
industry. The country aims at increasing visitor numbers 
to round 15,000 by the end of the century, and is 
embarking on a 10-year tourism development plan. 
Thus, tourism remains the most likely source of 
economic growth in these economies, and is the key 
source of income to replace declining Compact funds.

None of these economies has developed fisheries 
to the extent that might have been expected given the 
substantial size of their economic exclusive zones. 
Domestic commercial fisheries remain poorly developed; 
major markets are remote; labour costs are high and

transport difficulties increase costs. The local fishing 
industry remains primarily dependent on the activities of 
overseas fishing companies, with limited gains to the 
national economies. The most important fisheries 
resource in this area is tuna. Subsistence fisheries 
remain important, especially on outer islands, but there 
is little indication of any increased supply of fish to local 
markets. Nevertheless, there are prospects for develop-
ing the fishing industry of these economies, especially 
the Marshall Islands, the Federated States of Micronesia 
and Palau.

The economic situation has been particularly diffi-
cult recently in the Marshall Islands and the Federated 
States of Micronesia, where Compact funding is declining 
sharply and both governments have had to downsize and 
restructure their public sectors. In 1996, the Marshall 
Islands began implementing a public sector reform 
programme, cutting subsidies to public enterprises, 
reducing capital outlays and retrenching a significant 
proportion of the public sector workforce. Consequently, it 
achieved a balanced budget in 1996 after showing deficits 
which had averaged 17 per cent of GDP annually from 
1991 to 1995. The public sector reforms in the Federated 
States of Micronesia have been made more complicated 
by the existence of four quite different and almost inde-
pendent states. Public sector reforms have included 
significant cuts in wages and numbers of government 
employees and in subsidies to utilities, increased cost 
recovery, and attempts to privatize utilities. In Guam, the 
Government was forced to end new hiring for the public 
service after incurring a debt of $600 million in 1995.

Palau is in a stronger financial position than the 
other two economies, because of its more recent signing 
of the Compact of Free Association, and hence no major 
decline in funding from the United States, and because 
of its smaller size, less fragmented structure, and a well- 
managed trust fund. Palau also has a stronger private 
sector, with an expanding tourism sector and some 
opportunities for both agricultural and fisheries growth. 
The private sector is almost as large as the government 
sector. Nevertheless, Palau is small and potentially 
fragile, as was evident when economic development was 
severely disrupted by the collapse of one bridge which 
connected the two major islands.

Given the very limited opportunities for export 
development and the declining aid under Compact agree-
ments, these economies will continue to face major 
difficulties in economic management. It is important for 
these economies to develop and promote their tourism 
industry as well as to explore new initiatives. Such 
initiatives could include the development of high-value 
niche products, such as ecotourism and the establish-
ment of trust funds. Trust funds have proved to be very 
useful for managing aid and other inflows over longer 
periods of time in countries such as Kiribati, Tuvalu, and 
recently, Palau.
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Tuvalu is another Pacific island country whose 
inflation rate declined, from 5.0 per cent in 1995 to
3.4 per cent in 1996. Much of the decline could be 
attributed to low inflation rates in Australia, Fiji and 
New Zealand, the main sources of Tuvalu’s imports.

The inflation rate in Vanuatu had also declined 
steadily from about 4 per cent in 1992 to nearly 1 
per cent in 1996. The trend reflected falling inflation 
rates in its major trading partners, such as Australia, 
Fiji, France, Japan and New Zealand, and the 
absence of any natural calamities during the period. 
In 1997, a rate of inflation of around 2.5 per cent 
was estimated.

The Government of Vanuatu has adopted a 
policy of maintaining balance in the recurrent 
budget for some time. This was done by ensuring 
that approved expenditure programmes were deter-
mined according to available finance from bilateral 
donors and the soft windows of multilateral financial

institutions. As a result, small annual surpluses in 
the recurrent budgets were in fact achieved for most 
of the years from 1987 to 1995, enabling annual 
transfers for financing development expenditure. 
Unlike other Pacific island countries, the Government 
of Vanuatu has up to now been a net lender to the 
banking system, including the Reserve Bank.

The preliminary figures for 1996, however, 
revealed that the total recurrent budget (excluding 
grants) was in deficit by some VT 645 million, com-
pared with a surplus of VT 16 million in 1995. 
Recurrent expenditure increased by 9 per cent, while 
revenue declined by 1 per cent. There are no direct 
taxes in Vanuatu. Reliance upon indirect trade taxes 
is therefore very heavy, with import taxes accounting 
for the major part of total revenue.

Table II.5 contains the relevant data on 
monetary-fiscal developments and inflation in the 
Pacific island economies.

Table II.5. Selected Pacific island economies. Summary of macroeconomic indicators, 1992-1997

(Percentage)

1992 1993 1994 1995 1996 1997

Fiji Budget balance/GDP -3 .2 -3 .7 - 1.6 -0 .5 -5 .2 -9 .2
Money supply growth (M2) 14.3 6.7 2.7 4.3 0.9
Inflation ratea 4.9 5.2 0.6 2.2 3.1 3.0

Papua New Guinea Budget balance/GDP -5 .2 -5 .7 -4 .6 -4 .2 -3 .6
Money supply growth (M2) 12.6 13.6 2.4 13.8 30.7
Inflation ratea 4.3 4.9 2.9 17.3 11.6 7.0

Samoa Budget balance/GDPb -29 .4 -37 .2 - 21.1 -27 .9 -18 .8
Money supply growth (M2) 0.7 1.4 13.9 21.8 4.9
Inflation ratea 9.0 1.8 18.4 1.0 7.5

Solomon Islands Budget balance/GDPb -19 .6 -16 .2 -13 .3 - 12.6 - 10.6
Money supply growth (M2) 24.5 15.6 25.1 9.2 15.3
Inflation ratea 10.7 9.2 13.2 9.7 11.8

Tonga Budget balance/GDP
Money supply growth (M2) 22.6 -5 .3 8.8 17.1 2.8
Inflation ratea 8.0 0.9 1.1 1.4 3.0 5.4

Vanuatu Budget balance/GDP -4 .3 -5 .0 -2 .9
Money supply growth (M2) - 2.6 5.0 2.9 13.3 10.1
Inflation ratea 4.0 3.5 2.4 2.2 0.9 2.5

Sources: ESCAP, based on Asian Development Bank, Key Indicators o f Developing Asian and Pacific Countries 1997 
(Oxford University Press, 1997) and Asian Development Outlook 1997 and 1998 (Oxford University Press, 1997); Interna-
tional Monetary Fund, International Financial Statistics, vol. L, No. 9 (September 1997); and national sources.

Note: Data for 1997 are estimates.

a  Refers to changes in the consumer price index. 
b Excluding grants.
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Policy reforms

Apart from fiscal consolidation and monetary 
stabilization measures, several of the Pacific island 
countries initiated and carried out structural reforms 
which, inter alia, sought to reduce the role of 
government in the economy, and to promote that of 
the private sector, including through the privatization 
of government enterprises and assets. Some of 
these countries, such as Papua New Guinea, also 
entered into agreements with IMF and the World 
Bank to implement stabilization and structural adjust-
ments with funding support from those institutions.

Papua New Guinea entered into negotiations 
with the World Bank and IMF late in 1994. 
Programmes were agreed with IMF in July 1995 and 
with the World Bank in August 1995 on the 
economic recovery programme loans. The objectives 
of the IMF 1995-1996 Standby Arrangement were to 
restore economic and financial stability and to 
encourage strong, broadly based and sustainable 
economic growth. The Arrangement allowed Papua 
New Guinea access to 71.84 million special drawing 
rights from IMF in several tranches over the period 
to the end of 1996, subject to meeting the re-
quirements of specific performance criteria. Those 
criteria included restoring financial stability and 
restraining the inflation rate to 14 per cent in 1995 
and 5 per cent in 1996, achieving an increase in 
gross international reserves of $176 million in 1995 
and $300 million in 1996, and limiting, to the extent 
possible, the negative impacts of the adjustment 
process on economic activity.

To achieve its objectives, the programme re-
quired a reduction in the fiscal deficit to no more 
than 1 per cent of GDP, including a substantial shift 
from current to capital expenditure, supported by 
tight monetary and wage policies to contain inflation 
and help maintain exchange rate convertibility. Over 
1995 and 1996, both the IMF Standby Arrangement 
and the World Bank’s economic recovery programme 
loan experienced substantial problems in relation to 
the implementation of policy reforms and meeting 
specific performance criteria.

Despite the problems experienced with the 
programmes, successful negotiations on both the 
programmes were completed at the eleventh hour: 
in December 1996, the Executive Board of IMF 
agreed to extend its Standby Arrangement to

December 1997 and the World Bank agreed to 
release the second tranche of funding under the 
economic recovery programme loan in January 1997 
and entered into discussions with the Government 
on a possible second loan. The programme has 
been largely successful in achieving its short-term 
macroeconomic stabilization objectives, with improve-
ments in financial stability and a decline in the 
inflation rate from a peak of around 17 per cent in 
1995 to 7 per cent in 1997.

As in Papua New Guinea, Cook Islands, faced 
with a fiscal crisis in 1995, embarked upon restruc-
turing its economy by initiating economic reform 
programmes. The most immediate and far-reaching 
change has been in the role and size of the govern-
ment, changing its role from interventionist to mainly 
catalytic to encourage and support growth of the 
private sector. To assist in this process, the Finance 
and Economic Management Act was adopted in July
1996, incorporating several basic principles for the 
conduct of fiscal policy. In September 1996, a five- 
point strategy was launched to promote economic 
growth led by the private sector. This involved asset 
sales, an improved policy environment for business, 
retirement of debt, promotion of private sector growth 
in the agriculture, tourism and marine resource 
sectors, and the progressive build-up of a reserve 
fund for investment in the social sectors.

These reforms are ongoing but they seem to 
have had a positive impact on the economy, as seen 
from the economic recovery in early 1997, with 
strong GDP growth expected in 1998. A consultative 
meeting of donors to Cook Islands was organized by 
ADB in July 1996. The meeting commended the 
Government on the “substantive and credible 
progress” made in implementing the agreed eco-
nomic reform.

Vanuatu has also accepted the need for much 
greater reform, both to restore stability and confi-
dence and to achieve higher growth led by the 
private sector. This would require reforms to remove 
distortions and uncertainty in government policies 
that discourage private initiatives, especially in the 
tax structure and the financial sector. Public sector 
reforms are a key, both to confine the government to 
core activities and to improve the efficiency of the 
jobs that are performed. Government needs to 
strengthen financial and economic management to 
ensure fiscal responsibility, accountability and trans-
parency.
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Vanuatu has demonstrated its commitment to 
these issues. A comprehensive reform programme 
was endorsed at the national summit on 27 June
1997. A subsequent consultative meeting was 
convened in Noumea on 28 July. The consultative 
meeting was chaired by ADB and attended by other 
major donors, such as Australia, China, France, 
Japan, New Zealand, the United Kingdom of Great 
Britain and Northern Ireland and the Euro-
pean Union. The donors commended Vanuatu on 
having embarked upon the economic reform pro-
gramme.

Two aspects of the comprehensive reform 
programme of Vanuatu are worth noting. First, the 
programme was formulated in the atmosphere of a 
bi-partisan political approach to alleviate the un-
certainty emanating from the political instability 
faced by the country. Second, adjustments and 
reform are normally adopted by governments fol-
lowing gross financial or economic shocks, and 
under programmes designed by IMF and World 
Bank. In the case of Vanuatu, the Government 
embarked upon the economic reform on its own as 
soon as worrying signs of fiscal mismanagement 
emerged.

The Government’s ability to introduce the 
necessary measures to correct the situation has 
been affected by the frequent changes, not only in 
governments but also in policies. The national 
Parliament had passed a bill in December 1995 on 
a controversial debit tax which, if implemented, 
would impose a 2 per cent levy on every withdrawal 
from bank savings. The measure was not im-
plemented owing to widespread public opposition. 
Fiscal reform remains an important pressing 
problem, together with the longer-term issues of 
public sector reforms, private sector development, 
and adjustment to lower levels of log exports. The 
country relies heavily on trade taxes, which distort 
the allocation of domestic resources and offer 
high protection to inefficient domestic production. A 
number of studies have recommended reform of the 
Vanuatu taxation system, including the possibility of 
introducing VAT, and setting business and personal 
taxes at relatively low levels. Objections from 
various sources, including the corporate sector, 
especially the offshore banking sector, have pre-
vented such reforms to date.

North and Central Asia

Output growth

As noted earlier, by 1996-1997, most of the 
economies of North and Central Asia had suc-
ceeded in reversing the economic decline they had 
been experiencing since the beginning of the 1990s 
and had set themselves on the path to positive 
growth. Following positive GDP growth in Armenia, 
Azerbaijan, Kazakhstan, Kyrgyzstan and Uzbekistan 
in 1996, the Russian Federation also recorded 
positive growth in 1997. The achievements reflected 
the progress in reforming the organizational, institu-
tional and policy frameworks of formerly planned 
economies to suit the needs of modern market 
economies. The Turkmenistan and Tajikistan 
economies, however, continued to contract through
1997.

Real GDP is estimated to have grown in 1997 
by 6.0 per cent in Armenia, 5.5 per cent in 
Azerbaijan, 2.0 per cent in Kazakhstan, 3.0 per cent 
in Kyrgyzstan and 3.2 per cent in Uzbekistan. Their 
annual growth rates in 1996 were 5.8, 1.1, 0.5, 5.6 
and 1.6 per cent respectively (table II.6). The 
Russian Federation recorded a positive growth rate 
in 1997, for the first time in the past six years, while 
the economies of Tajikistan and Turkmenistan 
continued their downward slide. Azerbaijan, Kazakh-
stan and Uzbekistan achieved higher growth rates in
1997 than in 1996. Armenia had the best record of 
economic growth in the subregion, with an average 
of 6 per cent during the period 1994-1997. 
However, the economy continues to suffer from 
sizeable imbalances in the external sector and in the 
fiscal situation.

Turkmenistan had experienced further con-
traction in its GDP in 1997 since the slide had 
begun in 1993, by an estimated 4 per cent. 
Industrial output contracted by 14.7 per cent in the 
first six months of 1997, largely due to a dramatic 
drop in the production of gas and processed cotton. 
Gas production, which accounted for up to two thirds 
of GDP, dropped by 46 per cent, and cotton-process-
ing was down by 79.3 per cent over the correspond-
ing period of 1996.
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Table II.6. North and Central Asia. Growth rates, 1992-1997

(Percentage)

Rates of growth

Gross domestic 
product

Gross agricultural 
output

Gross industrial 
output

Armenia

Azerbaijan

Kazakhstan

Kyrgyzstan

Tajikistan

Turkmenistan

Uzbekistan

1992 -41.7 -13.0 -48.2
1993 -8.8 24.0 -10.3
1994 5.4 3.0 6.9
1995 6.9 5.0 2.4
1996 5.8 7.0 1.0
1997 6.0 0.1a

1992 -22.6 -25.0 -23.7
1993 -23.1 -15.0 -7.0
1994 -19.7 -13.0 -22.7
1995 -11.7 -7.0 -17.2
1996 1.1 5.0 -6.7
1997 5.5 0.2a

1992 -5.3 1.0 -13.8
1993 -9.1 -5.0 -14.8
1994 -12.7 -20.0 -28.1
1995 -8.2 -23.8 -8.2
1996 0.5 4.8 0.3
1997 2.0 3.6a

1992 -13.9 -5.0 -26.4
1993 -15.5 -10.0 -25.3
1994 -20.1 -18.0 -28.0
1995 -5.3 -9.0 -17.8
1996 5.6 3.0 10.8
1997 3.0 45.9a

1992 -31.0 -27.0 -24.2
1993 -17.4 -4.0 -7.8
1994 -12.6 -25.0 -30.8
1995 -12.5 -28.0 -5.1
1996 -16.8 -15.0 -19.8
1997 -4.0 -8 .0a

1992 35.7 -9.0 -14.9
1993 1.4 8.0 4.0
1994 -17.1 -11.0 -25.0
1995 -10.0 -18.0 -6.4
1996 0.1 -2.0 17.9
1997 -4.0 -14.7b

1992 -11.0 -6.0 -6.7
1993 -2.3 1.0 3.6
1994 -5.1 -8.0 1.6
1995 -1.2 -3.0 0.1
1996 1.6 -7.0 6.0
1997 3.2 22.8b 5.4b

(Continued on next page)
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Table II.6 (continued)

(Percentage)

Gross domestic 
product

Rates of growth

Gross agricultural 
output

Gross industrial 
output

Russian Federation 1992 -14.5 -9.0 -18.0
1993 - 8.6 -4.0 -14.1
1994 - 12.8 - 12.0 -20.9
1995 -4.1 - 8.0 -3.3
1996 -5.5 -7 .0 -5 .0
1997 0.5 1.5a

Sources: ESCAP, based on Economic Commission for Europe, Economic Survey of Europe in 1996-1997 (United 
Nations publication, Sales No. E.97.II.E.1), pp. 60 and 91, and Economic Survey of Europe in 1995-1996 (United Nations 
publication, Sales No. E.96.II.E.1), pp. 54 and 66; Intra-State Statistical Committee of the Commonwealth of Independent 
States, Economy of the Commonwealth of Independent States in January-September 1997: Express-Review (Moscow,
October 1997), p. 1; and United Nations, Department of Economic and Social Affairs, The World Economy at the Beginning 
of 1998 (December 1997).

Note: Data for 1997 are estimates.

a Nine months of 1997.
b Six months of 1997.

Agriculture remained the largest sector in 
terms of both GDP and the employment share in 
most of the economies of Central Asia. Uzbekistan, 
with a 22.8 per cent growth, showed the best agri-
cultural performance during the first half of 1997. 
Cotton is of crucial importance to the Uzbekistan 
economy, accounting for about half of its exports in
1996. Self-sufficiency in grain production, with a 
target of a 4 million tons of grain harvest, was 
expected to be reached by 1998. In other countries, 
the agricultural sector continued to suffer from lack 
of sufficient reform, chronic under-investment, low 
product prices and fuel shortages.

With a rise of 45.9 per cent in industrial 
production during the first nine months of 1997, 
Kyrgyzstan showed by far the best industrial perfor-
mance. Increase in industrial production remained 
rather modest in other countries, with a 3.6 per cent 
increase in Kazakhstan, 1.5 per cent in the Russian 
Federation and 0.2 per cent in Azerbaijan during the 
nine-month period. In Uzbekistan, industrial output 
rose by 5.4 per cent in the first half of 1997, driven 
mainly by the machinery, metallurgy, chemicals and 
light industrial sectors.

The increase in industrial production in most of 
the countries resulted from structural changes and 
the growth of small private firms. The private sector, 
for example, accounted for 52 per cent of industrial 
output in Uzbekistan and about 50 per cent of GDP 
in Armenia in 1996. The share of private firms in 
GDP of the Russian Federation increased from 25 
per cent in 1994 to 38 per cent in 1996.

An important change that has been taking 
place in these economies since their opening up to 
the market process is the growing importance of the 
service sector. The share of services in GDP has 
been rising rapidly in most of the countries, reflecting 
both the relatively easy and quick entry of the 
private sector into the production of the services and 
a relative lag in agricultural and industrial product 
growth. For example, the share of the services in 
GDP of the Russian Federation increased from 35 
per cent in 1990 to 53 per cent in 1996. Services 
generated 38.3 per cent of GDP of Uzbekistan in
1996, compared with 36.7 per cent in 1990. A 12.7 
per cent growth rate in the sector in the early 
months of 1997 showed its increasing role in the 
economy of Uzbekistan.
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Most of the countries expect to further con-
solidate and strengthen their growth performances in
1998 and beyond. The Russian Federation, for 
example, was expected to achieve 2 per cent GDP 
growth and a 3 per cent increase in industrial 
production in 1998. A 3 per cent real GDP growth 
was expected in Kazakhstan also, with 4 per cent 
growth in industrial production and 9.7 per cent in 
exports. In accordance with the new “1,000-day pro-
gramme” of Turkmenistan, an annual average rate of 
GDP growth at 10 per cent is targeted for the period
1997-1999. The critical sectors for development of 
the country remained fuel, energy and agriculture.

Monetary-fiscal developments 
and inflation

The countries of North and Central Asia have 
achieved significant success in pushing annual 
inflation rates down. The rates of inflation started 
falling in 1995 from their levels exceeding 1,000 per 
cent in most of the countries, and continued to fall in 
1996-1997 (figure II.2). In 1996, the rate of inflation 
came down to around 20 per cent in Armenia and 
Azerbaijan. The next best results were achieved by 
Kyrgyzstan and Kazakhstan, where inflation rates of

Figure II.2. Budget balance as a percentage of GDP and inflation rates in selected North and 
Central Asian economies, 1992-1997

(a) Budget balance (b) Inflation rates

Sources: ESCAP, Economic and Social Survey o f Asia and the Pacific 1996 (United Nations publication, Sales No. 
E.96.II.F.18); Economic Commission for Europe, Economic Survey o f Europe in 1996-1997  (United Nations publication, Sales 
No. E.97.II.E.1) and previous issues; and Intra-State Statistical Committee of the Commonwealth of Independent States, 
Economy o f the Commonwealth o f Independent States in January-September 1997: Express-Review  (Moscow, October
1997); The Economist Intelligence Unit, Country report: Azerbaijan, 2nd quarter 1997, and Country Report: Kyrgyz
Republic, Tajikistan and Turkmenistan, 2nd quarter 1997.

Notes: Data for 1997 are estimates. Inflation rates refer to changes in the consumer price index. Inflation rates for
1997 of Azerbaijan and Tajikistan refer to nine months. The vertical axis of the inflation figure is a logarithmic scale.
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30.3 and 39.1 per cent respectively were recorded. 
With the rates running at about 50 per cent, 
inflation, though considerably reduced, remained 
relatively high in the Russian Federation and 
Uzbekistan. The worst records of inflation in 1996 
were 500 per cent in Turkmenistan, and 422 per 
cent in Tajikistan.

Estimates for 1997 indicated a vastly improved 
record of inflation in Azerbaijan (estimated at a mere
4 per cent) Kazakhstan, Kyrgyzstan (14.0 per cent 
estimated for both countries) and the Russian Fed-
eration (estimated at 13 per cent), while the inflation 
rate of Armenia was to remain static at around 18 
per cent as in 1996. The estimated rates of inflation 
in Tajikistan and Turkmenistan of 48 and 180 per 
cent respectively in 1997 remained high. But the 
estimated rates, if actually realized, would show a 
vast improvement over the 1996 rates.

Records for the early months of 1997 indicate 
that the estimated low inflation rates in most coun-
tries would in fact be realized. For example, in 
Azerbaijan, consumer prices increased by only 4.7 
per cent in the eight months of 1997. In the 
Russian Federation, prices increased by 9.6 per cent 
during the first seven months of the year, which was 
well below the annual estimates of 13 per cent for 
the year. Most of the countries are aiming to bring 
down inflation further in 1998. For example, Arme-
nia expects to bring down the inflation rate to 8-10 
per cent from the currently prevailing 18 per cent, 
and the Russian Federation expects to reduce it to 
5-7 per cent. Turkmenistan also aims to bring down 
the inflation rate to 25-27 per cent in 1998 from an 
estimated 180 per cent in 1997.

A strict control on money supply and consider-
able reduction in budgetary deficits have contributed 
to the success in reducing the inflation rates in most 
of these countries. Some of the countries are, 
however, adopting additional measures to fight 
inflation. Kyrgyzstan, for example, adopted meas-
ures to tighten regulation on monopolies and to 
reduce the rate of VAT charged on utilities in order 
to soften the impact on consumer prices. In 
Kazakhstan, however, while the impact of monetary 
growth on prices was held in check through strict 
control, higher prices of utilities, transport and 
communications, and recreation and education, 
contributed to the rise in consumer prices.

The stabilization of prices and the associated 
monetary and fiscal variables had a positive impact 
on investment activities in these countries. A key 
factor contributing to the economic recovery in 1997 
was higher investment activity. The proportion of 
gross domestic investment in GDP increased from 
21 to 27 per cent in Kyrgyzstan and from 22 to 29 
per cent in Uzbekistan between 1990 and 1994. 
The investment-to-GDP ratio reached a high of 29.7 
per cent in Uzbekistan. In the first quarter of 1997, 
investment in Uzbekistan was 10 per cent higher 
than during the corresponding period of 1996. 
Azerbaijan recorded the highest rate of investment 
growth in the first half of 1997. Total investment 
during the period was up by 54 per cent compared 
with the same period of 1996.

Investment in the economy of the Russian 
Federation, however, continued to decline. In 1996, 
gross fixed investment contracted by 18 per cent. 
The decline was considerable in the sectors serving 
consumer demand, such as light industry and build-
ing materials, as well as in agriculture, where invest-
ment fell by 31 per cent. Investment in energy and 
industrial infrastructure was stable, however. Fixed 
investment fell further by 7.1 per cent in the first 
nine months of 1997, compared with the same 
period of 1996. However, foreign investment re-
mained a significant and growing part of overall 
investment. In the first half of 1997, the Russian 
Federation attracted $6.7 billion in foreign invest-
ment, more than triple the level for the same period 
in 1996. Accumulated foreign investment in the 
economy amounted to $20.2 billion by 1997. The 
Government was expecting to attract up to $20 
billion a year in foreign investment by 2000 through 
the reduction in customs duty and other tax 
concessions for foreign investors.

One of the main goals of the Governments of 
North and Central Asian countries in 1997 was to 
keep the fiscal deficit under control. In Kazakhstan, 
the consolidated government fiscal deficit was 
expected to amount to between 3.5 and 3.7 per cent 
of GDP in 1997, which was close to the target of 3.16 
per cent set by the Parliament. In the first half of
1997, revenue was 9 per cent below target, forcing 
the Government to cut its spending on capital invest-
ment, enterprise rehabilitation and agricultural sub-
sidies. The revenue crisis had aggravated the problem 
of unpaid wages and pensions, which accounted for
6.4 and 4.9 per cent of GDP respectively.

42



I I

The Government of Turkmenistan was also 
forced to introduce spending cuts in both current and 
capital programmes and increase the price of bread 
by 100 per cent, in order to keep the general 
government fiscal deficit within 1 per cent of GDP. 
In Kyrgyzstan, the budget deficit was 1.6 per cent of 
GDP in the first quarter of 1997. Revenue was 20 
per cent higher than it was in the fourth quarter of
1996.

In the Russian Federation, the federal deficit 
fell to 3.6 per cent of GDP at the end of the first six 
months of 1997 compared with 4.7 per cent in the 
same months of 1996. The 1997 budget provided for 
a deficit of 3.5 per cent. A new draft budget for
1998, however, projected the deficit at 4.8 per cent, 
assuming that a new tax code would go into effect 
in January 1998. Seventy-seven per cent of the 
deficit would be financed domestically and the rest 
would be borrowed abroad. The government pro-
gramme envisaged cutting the budget deficit to 3.5 
per cent of GDP by 2000.

Most of the economies of North and Central 
Asia have been trying to raise budgetary revenue 
through privatization. This brought more than $2 
billion to the federal budget of the Russian Federa-
tion during the first 10 months of 1997. Countries 
are adopting different approaches to this end. A 
mass voucher scheme of privatization launched in 
Azerbaijan in 1997 was aimed at finding extra 
revenue to fill the gap left by earlier tax shortfalls in 
the government budget. Auctions for cash were the 
principal means of privatizing state property in 
Armenia. Turkmenistan was also expected to hold 
auctions for 50 state-owned enterprises in 1998. By 
2000, the country hoped to auction off a total of 350 
enterprises in such sectors as textiles, energy and 
construction, and the food and fruits industries.

Recent policy changes

The economic programmes for 1997 of the 
countries of North and Central Asia focused on 
tightening fiscal and monetary policies and eliminat-
ing the remaining institutional, administrative and 
regulatory obstacles to the revitalization of their 
economic growth. Fiscal reform was a key economic 
task for many countries. The reform was aimed at 
modernizing the existing taxation systems by adopt-
ing the principle of equality of tax treatment across 
all sectors of the economy and abolishing the large 
number of exemptions.

The Government of Azerbaijan improved its 
system of taxation in 1997 through expanding VAT 
to all sectors of the economy, removing the corpo-
rate tax on wages, and reducing the top level of 
income tax from 55 to 40 per cent. In Armenia, the 
government efforts to strengthen tax collection 
resulted in increasing tax revenue without the 
imposition of additional taxes. Tax revenue also 
improved significantly in the Russian Federation as 
a result of a better collection drive. In the first half 
of 1997, 85 per cent of the taxes due were 
collected.

The monetary policy in most of the countries 
was broadly on track to keep the inflation rate down 
and the national currencies stable. In Kazakhstan, 
for example, tough monetary policies brought 
inflation down to around 1 per cent a month by the 
autumn of 1997, and the budget deficit was kept 
under 3 per cent of GDP. The national currency, 
the tenge, had remained stable since February
1997.

In the Russian Federation, new measures 
and improved economic management had enabled 
the economy to grow modestly in 1997. Interest 
rates were reduced from 42 to 21 per cent in the 
first half of 1997 but were raised again to 28 per 
cent in November in order to protect the rouble, 
which came under pressure owing to uncertainties 
in the world financial markets. The depreciation of 
the rouble by 4.3 per cent against the dollar in 
the first seven months of 1997 kept the exchange 
rate of the rouble in the lower half of the “sloping- 
corridor” .1 To strengthen confidence in the rouble, 
the Government initiated currency reform in 1997. 
The new currency policy included the redeno-
mination of the national currency by making one 
new rouble equivalent to a thousand old ones. 
The “new” rouble was launched in January 1998 
with the introduction of a so-called “pivot exchange” 
rate for the new rouble.2 The measures aimed at

1 An exchange rate corridor was introduced in July
1995 to stabilize the rouble within the band of Rb 4,300- 
4,900 to the dollar. However, with increased inflationary 
pressures, the band was revised upwards to the range of 
Rb 5,500-6,100 against the dollar in 1996.

2 Under the new currency policy, the “rouble corridor” 
was abandoned, allowing the currency to fluctuate by 15 
per cent in either direction of a pivot rate set at 6.1 
roubles to the dollar.
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furthering the credibility of the macroeconomic 
policies currently being pursued by the Govern-
ment.

Reforms have continued in the banking sectors 
of the countries of North and Central Asia, and 
included the introduction of new policies and 
procedures for prudential supervision and regulation 
of bank activities in conformity with international 
standards of banking supervision. In Uzbekistan, the 
Government adopted new legislation on private 
banks which extended the opportunity for setting up 
and operating private commercial banks. There were 
only two privately owned banks out of 28 banks in 
Uzbekistan in 1997. State-owned banks controlled 
about 90 per cent of commercial bank assets. 
Private banks were expected to benefit from a three- 
year tax holiday and were to be encouraged to 
invest in infrastructure. The banking reform pro-
grammes in Kazakhstan and the Russian Federation 
led to banks’ recapitalization through the liquidation 
of small banks and their affiliation to larger ones. 
The number of banks operating in Kazakhstan and 
the Russian Federation were reduced from 160 to 96 
and from 2,500 to 1,881 respectively during the 
period 1995-1997. About half of the banks in the 
Russian Federation currently have assets of less 
then 1 million ECUs. As the combined assets of 
those banks totalled just 1.7 per cent of all the 
assets in the banking system of the country in 1997, 
they were expected to be liquidated or reorganized 
by 1999.

The Governments of North and Central Asia 
continued a wide range of institutional reforms and 
reorganization in addition to fiscal consolidation. 
In a number of instances, reorganization and conso-
lidation of government departments were effected. 
In Armenia, the Ministry of the Economy and the 
Ministry of Finance have been merged into a new 
Ministry of Finance and Economy, and the Ministry 
of Trade and the Ministry of Industry have been 
merged into a single Ministry of Industry and Trade. 
The number of ministries in Kazakhstan was re-
duced from 27 to 18 in 1997. The Government of 
the Russian Federation took the first steps in 
restructuring the state monopolies in the infrastruc-
ture sector and in applying market principles to 
public utilities.

South and South-West Asia

Output growth

Among the five South and South-West Asian 
economies (excluding the least developed countries 
discussed earlier), growth has remained relatively 
strong and steady during the past few years in India, 
the Islamic Republic of Iran and Turkey. The growth 
rates in India and Turkey in 1996 and 1997 slowed 
slightly, but at 6-7 per cent they were still relatively 
high, while in the Islamic Republic of Iran the rate 
had advanced to above 5 per cent. Economic 
growth in Pakistan slipped further from the rather 
moderate rates of growth of recent years; that of Sri 
Lanka was estimated to have improved considerably 
in 1997 compared with 1996. The setback in the 
growth performance of Pakistan and Sri Lanka 
during most of the 1990s owed much to slow 
growth in agriculture, which still plays a very impor-
tant role in these economies. The overall high 
growth in agriculture over the past several years, on 
the other hand, has provided a very welcome boost 
to the GDP growth rate of India as well as assisting 
in stabilizing the economy at a crucial period of 
policy changes and structural adjustments. The in-
dustrial sector in India also responded well to the 
incentives offered and the liberal policies pursued 
since 1991.

The growth rate of the Indian economy has 
risen to 6-7 per cent since 1993 following the 
stabilization programme and structural reforms 
implemented since 1991. In 1996, the terminal year 
of the eighth five-year plan (1992-1997), India 
achieved a real GDP growth rate of 6.8 per cent, 
marginally lower than the 7.1 per cent recorded in
1995. The 1996 growth rate was composed of 5.7 
per cent growth in the agriculture and allied sectors,
6.9 per cent in industry and 7.4 per cent in the 
services. Real GDP growth was estimated at 6.9 
per cent in 1997, supported by a 2.6 per cent 
growth rate in the agriculture and allied sectors, 9.1 
per cent in industry and 8.0 per cent in services. 
Thus, India’s eighth plan ended with an average 
growth rate of 6.5 per cent a year, almost 1 per cent 
higher than the target rate of 5.6 per cent.

The growth in some key sectors in industry 
had, however, slowed considerably in 1996. The
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growth rate in industrial value added slowed sharply, 
from 11.6 per cent in 1995 to 6.9 per cent in 1996. 
The deceleration was attributable to factors such as 
slack in export demand, adjustment lags in the 
restructuring process, and a slowdown in public in-
vestment leading to reduced demand for domestic 
capital goods. Lower inventory demand owing to 
liberal imports, high interest rates, infrastructural 
constraints and slow implementation of reforms at 
state and local levels were other factors behind the 
observed slowdown. The infrastructure sectors 
experienced a significant slowdown in 1996. Seven 
infrastructural and core industries, i.e. electricity, 
coal, steel, cement, fertilizers, crude oil and petro-
leum products, achieved a combined average growth 
rate of only 2.9 per cent.

The industrial slowdown was, however, offset 
by impressive growth in agricultural value added by
5.7 per cent. A bumper production of food grains of
198.2 million tons was achieved. Normal monsoons 
for the ninth successive year, favourable terms of 
trade for agriculture, and an adequate supply of key 
farm inputs contributed to the impressive growth. 
An increase in expenditure on public administration, 
social services, rural extension services and defence 
had an impact on the growth of the service sector. 
A slowdown in industry and exports, however, 
caused commercial services to lag, and the annual 
growth rate of the service sector declined from 8.8 
per cent in 1995 to 7.4 per cent in 1996.

Estimated agricultural production in 1997 ex-
ceeded that of 1996 by almost 3 per cent, as a 
result of a favourable monsoon for the tenth succes-
sive year. Industrial production was also estimated 
to improve significantly with pick-ups in the 
infrastructural and core industrial sectors. An 8 per 
cent growth rate in the service sector was estimated 
owing to substantial agricultural procurement opera-
tions by the Government, increase in trade-related 
activities, revival of industrial growth, and an in-
crease in investment in infrastructure.

The economic performance of the Islamic 
Republic of Iran had improved significantly in 1997 
with an annual GDP growth rate of 5.7 per cent, 
compared with the 4.5 per cent recorded in 1995. 
One important feature of the country’s growth pattern 
in recent years has been a significant rise in the 
contribution of the non-oil sector to GDP and

reduced dependence on the oil sector. The Govern-
ment’s effort to diversify the economic base thus 
achieved considerable success. During the period
1994-1996, the average rate of growth of the oil 
sector was 1.2 per cent. The growth of non-oil 
sectors, on the other hand, averaged 5.7 per cent. 
The GDP growth rate for 1997 was the result of 6.1 
per cent growth in agriculture, 5.5 per cent in indus-
tries (excluding oil) and 8.1 per cent in services. 
The oil sector was expected to contract by 0.6 per 
cent.

The GDP growth rate in Pakistan in fiscal year
1997 declined to 3.1 per cent from the 4.6 per cent 
recorded in 1996. Both the agricultural and large- 
scale manufacturing sectors performed poorly, with 
the agricultural sector growing only by 0.7 per cent. 
This was attributed to a weather-induced decline 
in production of all major crops such as cotton 
(declined by 11.5 per cent), sugar cane (7.1 per cent 
decline) wheat (3.1 per cent decline), millet and 
maize (9.9 and 1.3 per cent declines respectively). 
The growth rate of the manufacturing sector fell to
1.8 per cent, compared with the 4.4 per cent 
achieved in the previous year. Large-scale manufac-
tures actually recorded a small decline of 1.4 per 
cent. Electricity and gas production, however, re-
corded a high growth rate of 11.6 per cent, which 
had eased an important supply constraint in the 
economy. Small-scale manufactures grew by 8.4 per 
cent. Overall growth in the service sector (with a 
value-added share of 50 per cent of GDP) slowed to
4.1 per cent. A slackening in agricultural and indus-
trial production and lower imports also had adverse 
effects on the growth of services.

The Sri Lankan economy registered a modest 
GDP growth rate of 3.8 per cent in 1996. A 
prolonged drought since late 1995 had adversely 
affected agricultural production. The potential of the 
industrial sector remained less than fully realized 
owing to power cuts resulting from a lack of 
sufficient hydropower generation due to the drought. 
Civil disturbances in various parts of the country 
deterred tourism.

In agriculture, the effect of the drought was 
severely felt in rice and coconut production, which 
declined significantly (by 27 and 7.6 per cent respec-
tively). On the other hand, owing to favourable 
prices on the international market, tea and rubber
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Table II.7. Selected South and South-West Asian economies of the ESCAP region. 
Growth rates, 1992-1997

(Percentage)

Rates of growth

Gross domestic 
product

Agriculture Industry Services

India 1992 5.3 6.1 4.2 5.5
1993 6.0 3.6 6.8 7.3
1994 7.2 4.6 9.4 7.5
1995 7.1 -0.1 11.6 8.8
1996 6.8 5.7 6.9 7.4
1997 6.9 2.6 9.1 8.0

Iran (Islamic Republic of)a b 1992 5.5 7.4 4.6 8.0
1993 4.7 5.5 1.3 7.5
1994 1.6 2.0 4.9 2.5
1995 4.5 3.7 5.7 1.2
1996 5.2 3.5 6.3 4.9
1997 5.7 6.1 5.5 8.1

Pakistana 1992 7.7 9.5 7.7 6.8
1993 2.3 -5.3 5.5 4.6
1994 4.5 5.2 4.5 4.2
1995 5.3 6.6 4.9 4.8
1996 4.6 5.3 3.6 4.7
1997 3.1 0.7 3.3 4.1

Sri Lanka 1992 4.4 -1.8 7.5 5.4
1993 6.9 6.8 9.7 5.4
1994 5.6 3.3 8.6 5.0
1995 5.5 3.4 6.9 4.8
1996 3.8 -4.1 6.2 6.2
1997 6.2 6.4 7.0 5.6

Turkey 1992 6.0 4.3 6.0 6.6
1993 8.0 -1.3 8.1 11.0
1994 -5.5 -0.7 -5.0 -7.2
1995 7.2 2.6 8.7 7.9
1996 7.0 5.2 7.1 7.5
1997 6.3

Sources: ESCAP, based on Asian Development Bank, Key Indicators of Developing Asian and Pacific Countries 1997 
(Oxford University Press, 1997) and Asian Development Outlook 1997 and 1998 (Oxford University Press, 1997); and 
national sources.

Notes: Data for 1997 are estimates. Industry comprises mining and quarrying; manufacturing; electricity, gas and 
power; and construction.

a Real GDP at factor cost.
b GDP includes oil and terms of trade change; and industry excludes oil.
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production increased significantly. Overall, value 
added in agriculture declined by 4.1 per cent during 
the year. On the other hand, the output of manufac-
turing industries grew by 6.5 per cent. This was due 
mainly to a 10 per cent increase in output in the 
export processing zones which were, to a great 
extent, insulated from the power cuts.

Agricultural output increased owing to more 
favourable weather conditions in the first half of 
1997. Seasonal paddy production grew by 9.5 per 
cent, while the production of tea continued to in-
crease as world prices remained favourable. The 
service sector has shown growth as a result of the 
expansion of trans-shipment cargo handling and port 
services. Tourist arrivals increased by more than 
20 per cent. A 6.2 per cent GDP growth rate was 
estimated in 1997.

Turkey posted another year of impressive 
growth in 1996, when real GDP grew by 7.0 per 
cent after 7.2 per cent growth in 1995. Sectoral 
growth rates in 1996 were 5.2 per cent in agricul-
ture, 7.1 per cent in industry, 4.8 per cent in 
construction and 8.7 per cent in trade. Information 
available for 1997 indicated that industrial production 
had grown by 7.6 per cent in the first quarter, which 
was somewhat lower than the 9.2 per cent recorded 
in the same period in the previous year. Real GDP 
growth has been estimated at 6.3 per cent for the 
year.

Data on growth performance of South and 
South-West Asian countries are given in table II.7.

Monetary-fiscal developments 
and inflation

In 1996 and 1997, double-digit inflation 
prevailed in all the countries (excluding the least 
developed countries) of the South and South-West 
Asian region, with the exception of India. Although 
high growth of money supply as a result of large 
budget deficits has been traditionally considered a 
primary cause for fuelling inflation in South Asian 
countries, supply factors including power shortages 
and increases in administered prices, played a role 
as a cost-push element.

Despite price hikes of items such as coal, fuel 
oil and electricity, and an upward revision in the 
controlled delivery prices of rice and wheat, inflation

in India was contained at 10 per cent in 1996. The 
year 1997 started with a gradual fall in the rate of 
inflation, reaching 3.7 per cent as of September 
1997, the lowest rate recorded in 11 years. 
However, the rate was estimated to have accelerated 
to 8 per cent by the and of the year, partly due to 
further upward revisions of certain administered 
prices.

The main thrust of the budgets of the central 
Government since 1991 was to reduce the fiscal 
deficit. This has been substantially achieved, as 
reflected in the reduction of the deficit from 8.3 per 
cent of GDP in 1990 to 5 per cent in 1996, through 
expenditure control and additional resource mobiliza-
tion. The 1997 budget, formulated against the back-
ground of an improved macroeconomic situation, 
continued the ongoing fiscal adjustment. It targeted 
the fiscal deficit at 4.5 per cent of GDP and, at the 
same time, sought to provide stimulus to industrial, 
infrastructural and agricultural growth by providing 
several fiscal concessions, including a reduction in 
the maximum tariff rate to 40 per cent on general 
goods and 0-20 per cent on capital goods.

There has been a steady decline in the total 
expenditure of the central Government as a propor-
tion of GDP since the beginning of the economic 
reform in 1990. In 1997, this stood at 16.1 per cent. 
This reduction is due to a decline in both capital and 
revenue expenditure. The Government’s revenue 
expenditure showed a decline of a percentage point 
in terms of share in GDP. There has, however, been 
a disturbing rise in the share of interest payments in 
revenue expenditure to as high as 36.8 per cent in 
1997. This has been the result of a high level of 
outstanding liabilities. Most of the debts are internal, 
and a rise in domestic interest rates may impose 
additional burdens on this score, making it more 
difficult to reduce budgetary deficits. Revenue 
receipts, estimated at 10.6 per cent of GDP in 1997, 
were still relatively low.

In the Islamic Republic of Iran, money supply 
growth of 37 per cent in 1996, followed similar 
growth in the previous year. Faced with continuing 
high inflationary pressure caused by the growth of 
liquidity, the Government adopted a number of price 
controls. With these measures, the inflation as 
measured by the rate of increase in the consumer 
price index was reduced from 49.4 per cent in 1995 
to 23.2 per cent in 1996. A further reduction is 
estimated for 1997.
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Government efforts to improve budgetary disci-
pline have succeeded to a large extent. In 1996, 
about 99.5 per cent of the expected revenue receipt 
was realized. Revenues recorded a sharp increase 
of 37 per cent, with a 22.8 per cent growth in oil 
revenues. Government expenditure, however, also 
grew by 37.9 per cent, and a small budget deficit 
equivalent to 0.2 per cent of GDP resulted. The 
approved budget for 1997 envisaged a 31.4 per cent 
increase in the total expenditure and a 30.5 per cent 
increase in revenue.

In fiscal year 1997, total money supply (M2) in 
Pakistan increased by 13 per cent. The budget 
deficit was recorded at 6.2 per cent of GDP, higher 
than the targeted 4 per cent. The central Govern-
ment’s revenue fell short of the target, while 
expenditure exceeded the target. Slowdown of the 
economy, especially revenue-generating large-scale 
manufacturing, was the primary cause for a shortfall 
in revenue collection.

Domestic prices, measured by the consumer 
price index, rose 11.8 per cent, compared with 10.8 
per cent in 1995/96. A number of supply-side 
factors have been mainly responsible for the high 
inflation, despite moderate monetary expansion. 
Raising tariffs on utilities and taxes (sales tax and 
excise duties) on domestic production and sales 
under the ongoing structural reform programmes 
were cost factors pushing inflation. Creeping 
depreciations of the rupee constituted yet another 
factor adding to inflationary pressures. Shortages of 
supply owing to weather-induced damage to 
agricultural production aggravated the problem 
further.

In Sri Lanka, M2 in 1996 increased by 10.5 
per cent. Domestic credit increased by 12.7 per 
cent. The average prime lending rate remained high 
at 18.4 per cent, reduced from 19.9 per cent in the 
previous year. The rate reduction signalled the lower 
importance given to controlling inflation through 
monetary policy in preference to cheaper credit to 
encourage production. This resulted in money 
supply growth of over 14 per cent in 1997.

A sluggish economy and sharp escalation of 
defense expenditure took their toll on budget deficits 
in 1996, when an increase was registered over the 
already high deficit of 8.3 per cent in 1995. More-
over, interest payment on public debt (currently 6 per 
cent of GDP) continued to create problems for

budget management. The budget deficit, however, 
was estimated to be lower in 1997, with higher 
proceeds coming from privatization of enterprises 
and reduced expenditure on pension schemes.

The general price level, measured by the 
Colombo consumer price index increased sharply by
15.9 per cent in 1996. Supply shortages of domes-
tic food items owing to the drought, upward adjust-
ments of administered prices, increase in import 
prices, higher wages in some sectors, and higher 
energy costs, pushed the prices up. The rise in food 
prices alone accounted for more than 80 per cent of 
the increase in the consumer price index. Most of 
these factors were still putting pressure on prices in 
1997, although an improvement in the domestic 
supply of food was easing the pressure. The 
estimated increase in the consumer price index in 
1997 was 10 per cent.

In Turkey, both Central Bank direct credit and 
other bank credits grew rapidly in 1996 over the 
previous year at 60 per cent and over 120 per cent 
respectively. The percentage change in the monthly 
average of M2 over the previous year stood at 98.5 
per cent. By the end of 1996, the rate of increase 
in M2 was estimated to be about 120 per cent. 
Large budget deficits have been one of the causes 
of macroeconomic instability in Turkey over the past 
decade. In 1996, a deficit of 6.0 per cent of GDP 
was a steep increase from 4.0 per cent in 1995. 
The major reason for the higher deficit was the 
strong growth of interest payments on domestic debt, 
which has been traditionally used as the major 
source for financing the deficit. Debt-service 
payments increased from 27.6 per cent of total 
spending in 1995 to 33.6 per cent in 1996. The 
1997 budget was intended to be balanced but was 
already showing a deficit in the first quarter. 
Moreover, the hefty pay increase granted to public 
sector employees and pensioners strained the 
budget further.

The rapid growth of liquidity fuelled demand 
increases and inflation. The consumer price index 
increased by 75.9 per cent in 1996 compared with
86.0 per cent in 1995. In 1997, a 80.6 per cent 
increase was estimated.

Table II.8 contains data relevant to the above 
discussion on monetary-fiscal developments and 
inflation in the South and South-West Asian econo-
mies.
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Table II.8. Selected South and South-West Asian economies. Summary of macroeconomic 
indicators, 1992-1997

(Percentage)

1992 1993 1994 1995 1996 1997

India Budget balance/GDP -5 .7 -7 .5 -6 .5 -5 .3 -5 .0 -4 .5
Money supply growth (M2) 16.9 17.0 20.3 11.0 15.9 16.0
Inflation ratea b 9.6 7.5 10.2 8.9 10.0 8.0

Iran (Islamic Budget balance/GDPc -1 .5 -0 .5 - 0.2 - 0.1 - 0.2
Republic of) Money supply growth (M2) 24.4 30.3 33.3 37.6 37.0

Inflation ratea 25.7 21.2 31.5 49.4 23.2 18.5

Pakistan Budget balance/GDP -7 .4 - 8.0 -5 .9 -5 .5 - 6.2 - 6.2
Money supply growth (M2) 35.2 11.2 15.5 13.8 20.0 13.0
Inflation ratea 10.6 9.8 11.3 13.0 10.8 11.8

Sri Lanka Budget balance/GDP -5 .4 - 6.8 -8 .5 -8 .3 -8 .9 -7 .3
Money supply growth (M2) 16.4 23.1 19.2 19.4 10.5 14.3
Inflation ratea 11.4 11.7 8.5 7.7 15.9 10.0

Turkey Budget balance/GDP -4 .2 -6 .5 -3 .8 -4 .0 - 6.0 -1 .7 d
Money supply growth (M2) 78.7 64.4 145.3 103.6 117.3 115.0e
Inflation ratea 82.1 58.4 120.7 86.0 75.9 80.6

Sources: ESCAP, based on Asian Development Bank, Key Indicators o f Developing Asian and Pacific Countries 1997 
(Oxford University Press, 1997) and Asian Development Outlook 1997 and 1998 (Oxford University Press, 1997); Interna-
tional Monetary Fund, International Financial Statistics, vol. L, No. 10 (October 1997); The Economist Intelligence Unit, 
Country Report: Turkey, 4th quarter 1997; and national sources.

Note: Data for 1997 are estimates.

a Refers to changes in consumer price index. 
b For industrial workers. 
c Excluding grants. 
d Refers to budget balance/GNP. 
e First half of 1997.

Savings-investment and related 
developments

In the 1990s, investment rates in the South 
and South-West Asian countries have shown slight 
increase except in Pakistan. India, with a rate of 
28 per cent in 1997, reached the highest rate 
among the countries. Domestic savings rates in 
most of the countries are low and have acted as a 
constraint on accelerating investment rates. Low 
public-sector savings owing to persistent budget 
deficits remains a factor behind low domestic sav-
ing rates.

Rates of investment and savings in India have 
always been relatively high given the low level of 
per capita income. Gross domestic savings as a 
percentage of GDP reached 26 per cent in 1996 
and an estimated 26.5 per cent in 1997. Gross 
domestic investment, which was at a level of 27.1 
per cent of GDP in 1996, was estimated to reach
28.1 per cent in 1997. The average investment 
rate during the eighth plan was 25.6 per cent of 
GDP, which was financed mostly by domestic 
savings (24.3 per cent of GDP). Foreign savings 
accounted for a low 1.3 per cent of GDP, leaving 
potential for further increasing investment by attract-
ing larger foreign savings (capital inflows).
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Improvements in the balance of payments and 
rising capital flows eased the constraint on invest-
ments considerably. In 1996, trade was sluggish, 
but a significant improvement in net inflows on 
invisibles led to a reduction in the current account 
deficit from 1.9 per cent of GDP in 1995 to 1.2 per 
cent in 1996. Large capital inflows at $10 billion, 
equivalent to 2.8 per cent of GDP, had also taken 
place during the year as a result of higher deposits 
by the non-resident Indians, inflow of FDI, and 
higher transactions by the banks and financial 
institutions. A reserve build-up of $5.8 billion took 
reserve holdings to a new peak of $22.9 billion, 
equivalent to six months of imports, at the end of 
March 1997.

In the Islamic Republic of Iran, gross domestic 
fixed capital formation increased at a rate of 7.4 per 
cent in 1996, which resulted in a marginal increase 
in the investment-to-GDP ratio from 16.7 per cent in
1995 to 16.9 per cent in 1996. The savings rate 
responded to economic growth and increased from
17.4 per cent in 1995 to 19.1 per cent in 1996.

In 1996, the current foreign exchange receipts 
from the export of goods increased by 22.5 per 
cent compared with the preceding year as a result 
of a sharp increase in the price of crude oil in the 
international markets. The Government is, however, 
committed to building a viable non-oil sector to 
reduce the country’s dependence on oil revenues. 
Improvements in the quality and packaging of ex-
port products and promotion of traditional exports 
such as carpets, caviar and pistachios have helped 
to open new markets abroad. However, non-oil 
exports showed a marginal decline during the year 
owing to lower exports of handmade carpets. On 
the other hand, the value of exports of agricultural 
and industrial products showed impressive in-
creases. During the year, payments of foreign ex-
change for the import of goods increased by 17.2 
per cent. Owing to the relatively slow growth of 
imports, a surplus of $7.5 billion was posted, larger 
than the $5.6 billion surplus in the previous year. 
The trade surplus was in line with the positive 
savings-investment gap.

In Pakistan, the share of total investment in 
GDP during fiscal year 1997 was at a moderate

18.2 per cent compared with the slightly higher 
figure of 19.6 per cent the year before. National 
savings were estimated to have financed 61.8 
per cent of total investment. The national sav-
ings rate in 1997 marginally declined to 11.2 per 
cent of GDP, from 11.9 per cent in the previous 
year.

Both exports and imports fell short of the 
projected targets during the year and declined by 
about 3 and 5 per cent respectively over their 
levels in 1996. While the decline in agricultural 
production and output of large-scale manufacturing 
can be cited as reasons for the fall in exports, the 
general slowdown of the economy and stagnant 
investment were responsible for the decline in 
imports. As a result, the deficit in the trade balance 
was lower than in the previous year. The deficit on 
the services account, however, widened owing to a 
decline in workers’ remittances. Foreign exchange 
reserves fell sharply, from $2,065.3 million on 30 
June 1996 to $1,209.4 million on 30 June 1997.

The gross domestic savings rate in Sri Lanka 
averaged about 15.0 per cent of GDP during the 
period 1994-1996, and recorded 15.6 per cent in 
1997. Gross savings in the private sector have 
been in the range of 20-22 per cent of GDP during 
the past four years. However, public savings have 
been negative owing to the persistent budget defi-
cits. Negative public savings constitute one major 
factor behind the low domestic savings rate in Sri 
Lanka.

Investment rates in Sri Lanka have been 
around 25 per cent of GDP in the 1990s. In 1996, 
the rate was 24.2 per cent. The economic reforms 
implemented in the country since the 1980s created 
a private entrepreneur class, and private sector in-
vestment (20.6 per cent of GDP) has contributed the 
largest share of domestic investment. In 1996, FDI 
amounted to 0.9 per cent of GDP and accounted for
3.7 per cent of total investment. With droughts and 
the resulting power cuts coming to an end in 1997, 
private sector investment was expected to maintain 
its buoyancy. The overall investment rate was 
estimated at 25.1 per cent, a little higher than in the 
previous year.
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In 1996, exports grew by 13 per cent. This was 
mainly accounted for by tea and rubber exports in 
response to favourable international prices. Imports 
also grew partly because of defence needs, and the 
trade balance showed a deficit of 9.5 per cent of 
GDP. In 1997, a further widening of the trade deficit 
was estimated, with imports outpacing exports.

Real gross fixed investment in Turkey has been 
buoyant in recent times; it grew by 6.0 per cent in
1996 compared with 8.3 per cent in 1995, and the 
ratio of fixed investment to GDP reached 25.0 per 
cent in 1996. The domestic savings rate (savings-to- 
GDP ratio), on the other hand, was 20.0 per cent,

leaving a resource gap to be filled by foreign sav-
ings. The investment-to-GDP ratio may have fallen 
in 1997 owing to a slowdown in private investment. 
The domestic savings rate was not likely to show 
any increase and the importance of foreign savings 
in financing investment activities remained un-
diminished. Real private consumption growth was, 
however, estimated to be slower in 1997 and proved 
helpful in increasing the exportable surplus of the 
economy.

Data on savings and investment in the 
economies of this subregion are presented in figure
II.3.

Figure II.3. Savings and investment as a percentage of GDP in selected South and South-West 
Asian economies, 1992-1997

Sources: ESCAP, based on Asian Development Bank, Key Indicators o f Developing Asian and Pacific Countries 1997 
(Oxford University Press, 1997); World Bank, World Development Report (Oxford University Press), various issues; and 
national sources.

Notes: Data for 1997 are estimates. I indicates gross domestic investment; S indicates gross domestic savings.
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Policy developments

Governments of countries in the subregion 
have shown their commitment to reforms and have 
implemented many measures. The pace and 
sequence of economic reform, however, varied 
considerably, and depended on the specificity and 
intensity of the constraints faced and the short-to- 
medium run objectives of each of the economies. 
The macroeconomic and sectoral policies of the 
countries in 1996/97 have remained geared to 
reform.

The Government of India continued the thrust 
on consolidating economic reform with special em-
phasis on the agriculture sector. The policy recog-
nized the role of that sector in the alleviation of 
poverty and unemployment in the rural areas. The 
Government liberalized both the domestic and 
external trade of agricultural products, removing the 
ban on exports of agricultural products. Units in the 
export processing zones and the 100 per cent 
export-oriented units have been allowed to sell 50 
per cent of their outputs of agro-based products in 
the domestic tariff areas. The Government also 
announced several monetary and fiscal incentives in 
1997 to boost industrial production. These included 
further reduction and rationalization of customs and 
excise duties, reduction of income and corporate tax 
rates, and a reduction in the prime lending rates of 
the commercial banks and financial institutions.

In both the domestic and external sectors, the 
Government abolished licensing and control, except 
in a few sectors for national security, safety and 
environmental reasons. With the delicensing of six 
more industries in 1997, industrial licensing is now 
required for only nine industries which contribute 
less than 10 per cent of output in manufacturing. 
The Export-lmport Policy 1997-2002, corresponding 
to the ninth five-year plan, was released in March 
1997. The policy envisages significant reductions in 
quantitative restrictions on imports and simplification 
in rules and procedures for external trade, and offers 
additional incentives to spur exports of agricultural 
products, software and gems and jewellery. In 
November 1997, India committed itself to lifting its 
decades-old import ban on 2,700 types of consumer 
goods and announced bilateral trade deals with EU 
and Australia to that effect. The deals will lead to a 
phased removal of all restrictions on consumer 
goods imports by 2003.

In order to encourage foreign investment, a 
number of steps were taken in 1996, including the 
establishment of the Foreign Investment Promotion 
Council, streamlining the Foreign Investment Pro-
motion Board, expanding the list of industries 
eligible for automatic approval of foreign equity up to 
51 per cent, and raising the limit of foreign institu-
tional investment up to 30 per cent of total paid-up 
capital in both listed and unlisted companies. 
Special attention was given to encouraging foreign 
investment in infrastructure with automatic approval 
of foreign equity up to 74 per cent of total equity in 
key infrastructural industries, including power 
generation and distribution, and most areas of trans-
port.

The macroeconomic policy of the Islamic 
Republic of Iran in recent times has been geared 
mainly to broadening the base of non-oil production 
and exports through appropriate industrial and in-
vestment policies. Recognizing the danger of the 
country’s dependence on oil revenue resources, the 
Government aims to build a self-sustaining, non-oil 
economic base. In line with this, measures have 
been taken to remove the obstacles to the 
development of industry and promote new invest-
ment. The measures include decentralization of 
the industrial base, streamlining and elimination of 
red tape in issuing industrial permits, reduction of 
government interventions, streamlining of econo-
mic policy-making, and privatization of public enter-
prises.

Responding to the sharp depreciation of the 
national currency in the wake of a series of moves 
towards a freer exchange rate regime starting in 
1993, the Government fixed the exchange rate and 
barred all foreign exchange transactions outside the 
banking system in mid-1995, requiring all export 
earnings to be surrendered to the Central Bank at 
the fixed rate. The regulations succeeded in stabiliz-
ing the national currency, but have had adverse 
effects on exports and foreign investments. In order 
to correct the situation, Parliament passed a new law 
in 1996 to ease foreign exchange restrictions in the 
country’s free trade zones in an attempt to attract 
foreign investment in those areas. Under the new 
law, the fixed exchange rate would be abolished in 
the zones and exchange dealings would be allowed 
at a free (parallel) market rate. Hard currencies 
could be transferred from the zones into the rest of 
the country or abroad.
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Macroeconomic stabilization efforts also conti-
nued in the face of steep rises in money supply. 
Attempts were made to curb liquidity growth through 
restrictions on commercial bank credit. The banks 
were obliged to allocate their facilities to public and 
non-public sectors in such a way that outstanding 
credits at the end of the year would not exceed the 
previous year’s level by a targeted amount. Besides, 
in order to control inflation, the Government has 
been resorting to price control of a number of basic 
and luxury items since 1994. Controls currently 
apply to 349 industrial products, including cars, 
household appliances, medicines, cigarettes, food-
stuff, construction materials and beverages.

The Government of Pakistan, as a renewed 
commitment towards the agricultural sector on which 
a large section of the population depends, has 
announced a comprehensive package of incentives 
to spur growth in the sector. The package includes 
enhancement of support prices of various crops, 
larger agricultural credit, improvement in irrigation 
and drainage as well as special wheat and oil seed 
promotion programmes. The year 1998 has been 
declared Wheat Year, with the goal of achieving self- 
sufficiency in wheat, the most important cereal crop 
of the country.

To subdue inflationary pressure, the Govern-
ment took measures to curtail government expen-
diture, strengthen supplies through augmented 
imports, and smooth out the distribution network for 
essential commodities. Throughout the year, the 
Economic Coordination Committee of the Cabinet 
and a Committee of Officials on “Kitchen Items” kept 
a constant surveillance over prices and supplies of 
essential commodities in their fortnightly and weekly 
meetings, so as to make appropriate policy changes 
quickly in order to alleviate people’s distress.

In the course of 1997, two textile policy 
packages were announced to boost the ailing 
textile sector. The Economic Revival Programme, 
announced in March 1997, contained a number of 
incentives for boosting production in the manufactur-
ing sector.

Economic stabilization programmes were 
strengthened in 1997 with emphasis on fiscal 
reforms to bring down the fiscal deficit. These 
included broadening of the domestic tax base 
and reducing the number of tax slabs. Agricultural

income was brought into the income tax net for the 
first time. Downsizing of the public sector was also 
started. Under tariff reform programmes, the maxi-
mum tariff rate on imports was reduced from 65 to 
45 per cent. The number of tariff slabs were also 
reduced. Several other measures were taken to 
strengthen the liberal trade policy, with the accent on 
export promotion. The trade policy announced for 
the year was aligned to this strategy. Two succes-
sive devaluations of the Pakistan rupee against the 
dollar were made, on 10 September and 22 October
1996, to encourage exports. Special packages of 
duty reductions and tax concessions were an-
nounced.

To rehabilitate the ailing financial sector, 
saddled with bad debts, the laws on recovery of bank 
loans have been strengthened. These related to 
foreclosure of property, a new process of attach-
ments and auctioning of property to recover loans, 
and the setting up of specialized courts to make 
quick decisions.

In Sri Lanka, a comprehensive package of 
policies was used to enhance economic performance 
and stabilize the economy. On the monetary front, 
the Central Bank has used a combination of direct 
and indirect policy instruments to influence the 
growth of monetary aggregates. These have in-
cluded statutory reserve requirements, open market 
operations, and moral suasion. Taking into consid-
eration the need to buttress the recovery of the 
economy after the setback in 1996 and the tight 
liquidity at the end of the year, two major changes 
were made in monetary policy in the first three 
months of 1997 to help business. The scope of 
foreign currency loans was widened. The statutory 
reserve requirement was reduced in mid-January by 
1 per cent, and that requirement on foreign currency 
deposits placed abroad was removed. In late March
1997, the statutory reserve requirement on all 
deposits was reduced by a further 2 per cent. 
These changes were intended to provide additional 
liquidity to the market so as to reduce the cost of 
funds to commercial banks, and thus their lending 
rates.

On the fiscal side, the Government has taken 
a number of long-term measures to bring down the 
budget deficit to below 5 per cent by 2000. Efforts 
have been made to consolidate expenditure: five
existing welfare programmes have been streamlined
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to one welfare scheme centred around the Samurdhi 
(Poverty Alleviation) Programme. Reform of emolu-
ments in the public sector, in particular the pensions 
scheme, was being considered. Under reform, the 
pension fund would be made self-sustaining and 
taken out of the budget. Privatization of the remain-
ing plantation companies and the national airline (Air 
Lanka) was to be completed in 1997 and the 
realized receipts ploughed into the budget. The 
Government proposed to introduce a goods and 
services tax to streamline tax collection and enhance 
revenue in the long term.

In 1995, Sri Lanka moved to a three-band tariff 
structure with the maximum tariff rate of 35 per cent, 
and below it, two tariff layers at 20 and 10 per cent. 
In order to rationalize the tariff regime further the 
Government was considering implementation of a 
two-band tariff structure late in 1998 or early in 
1999. Before July 1996, a licensing system existed 
for the private import of potato, chillies and onions. 
A seasonal tariff was also in operation for these 
items. Licensing was removed in July 1996 and the 
import duty was reduced for all these items from 35 
to 20 per cent in November 1996. The seasonal 
tariff was abolished.

In the 1996 budget, a number of policies for 
boosting investment and exports were announced, 
and these came into operation early in 1997. Duty 
and turnover taxes on machinery and equipment for 
export projects, which were exporting over 50 per 
cent of production, were waived. In addition, 50 per 
cent duty and turnover tax exemption was granted 
for export projects exporting between 25 and 50 per 
cent of production. For new or existing projects 
utilizing advanced technology, a duty and turnover 
tax waiver was granted for imported machinery and 
equipment. The depreciation allowance on capital 
and intermediate goods was increased from 33 to 50 
per cent so that these costs could be written off in 
two years instead of three. Incentives for small 
industries and self-employment schemes were in-
creased. Rs 350 million were allocated in the 
budget for low-interest loans from Rs 25,000 to Rs
250,000 to be made available to those engaged in 
small-scale industrial and agricultural activities. 
These policies were intended to help promote equity 
in income distribution.

The Government of Turkey was committed to 
implementing structural reform programmes centred

around increasing the tax base, minimizing tax
evasion, reforming the social security system and 
continuing an aggressive privatization programme. 
The Government intended to widen the tax base by 
bringing more people into the system at a lower rate. 
At present, only about 16 per cent of the Turkish 
voters made up the country’s tax base, compared 
with 70 per cent in most industrial countries. A 
blueprint of the tax reform programme is being 
drafted within the framework of a World Bank
financial aid and cooperation project. Efforts have 
also been undertaken to collect taxes from small 
businesses, especially restaurants, textile producers 
and private schools, which are traditional tax
evaders.

The Government’s privatization plan includes 
privatization of national telecommunications, state- 
owned banks, a petroleum station chain, and a 
chemical-producing company. By May 1997, the
privatization authority announced the 30-year transfer 
of operating rights for seven ports as a first step in 
privatizing this infrastructure sector. In 1997, the 
privatization revenue goal was set at $46 million.

The Government of Turkey took an important 
first step in reforming its pension system, chronically 
in deficit, under which the workers’ pensionable 
retirement age used to be 43 for men and 38 for 
women. These low retirement ages were instrumen-
tal in producing the huge deficits in the pension 
fund. Retirement ages have been increased to 55 
for men and 50 for women, so as to reduce the 
deficit.

South-East Asia

Output growth

The South-East Asian economies recorded 
rapid economic growth in the 1990s, with the 
possible exception of Brunei Darussalam and the 
Philippines. Brunei Darussalam has been, and re-
mains, preponderantly dependent on oil and gas, 
with over 36 per cent of GDP originating in this 
sector. The state sector, which provides infrastruc-
ture and social services such as housing, education 
and health, is also dependent on resources gener-
ated by oil or gas. After the 1991 Persian Gulf 
crisis, oil prices had remained largely flat, but in
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1996 they rose by nearly 21 per cent. This enabled 
Brunei Darussalam to increase production and re-
venues, which translated themselves into a GDP 
growth rate of 2.8 per cent during the year, com-
pared with an average of 1.5 per cent between 1991 
and 1995. In 1997, oil prices remained relatively 
soft; yet GDP growth picked up to an estimated 3.5 
per cent, partly attributable to the lagged positive 
impact of the oil price increase in 1996.

The Philippine economy has likewise improved 
its performance considerably over the past three 
years; this is the result of an ongoing programme of 
fiscal stabilization, deregulation and liberalization. 
Investment levels, both domestic and foreign, and 
exports picked up. Aided by a recovery of 
agricultural output after the prolonged drought of the 
previous year, GDP growth in 1996 registered an
increase over the preceding year. Other sectors
have contributed to the improving trend, with 
services, particularly financial services, playing a 
strong role in 1996. Industry slowed somewhat. 
The Philippines also derives considerable income 
from the large number of its citizens working abroad, 
contributing the equivalent of 2-3 per cent of GDP in 
the early 1990s. Its GNP growth, at 6.8 per cent in
1996, exceeded GDP growth. Contrary to earlier 
expectations that in 1997 GDP growth would exceed 
the rate achieved in 1996, growth slowed in 1997 as 
a whole owing to devaluation, which increased the
costs of imported inputs, and higher interest rates
that caused a decline in both domestic demand and 
private investment in the second half of the year. 
However, export growth remained high.

Thailand, Malaysia and Indonesia had achieved 
robust and sustained GDP growth during the first 
half of the 1990s on the basis of rapid export growth 
and high levels of investment, especially in manu-
facturing. In all three, however, growth eased in 1996 
and again in 1997 (table II.9). This was caused 
partly by the slower growth of exports, particularly 
evident in Thailand, and partly by domestic policy 
measures aimed at countering the build-up of infla-
tionary pressures. In Indonesia and Thailand, 
infrastructural constraints also restrained growth.

The export slowdown in Thailand persisted into
1997 and this in turn dampened domestic con-
sumption and investment. As the current account 
deficit widened and confidence in the financial

institutions waned, pressure built up on the baht. 
With a significant proportion of the external deficit 
financed by short-term funds, financial instability 
intensified, with severe effects on the real economy 
and little or no GDP growth during the year. In 
August 1997, the Thai authorities reached agreement 
with IMF on a financial package involving major 
financial sector reforms, and reduction in the current 
account deficit.

In Malaysia, problems emanated mainly from 
tight domestic labour markets and significant capac-
ity constraints. In 1996, the rate of GDP growth 
came down to 8.6 per cent from 9.5 per cent in
1995. Manufacturing continued to be the main 
contributor to growth, at 12.8 per cent, despite a 
deceleration in the growth of the electrical and 
electronics sectors. However, growth in agriculture 
and services moderated. Investment in export- 
oriented manufacturing has been the main force in 
the growth of Malaysia. Its well-developed infrastruc-
ture has attracted large-scale FDI to propel its 
export-oriented industrialization. However, exports 
contained a high import content and shortages of 
appropriate labour skills are causing growth in 
domestic value added to slow down. The FDI-based 
growth process was thus likely to run into problems 
through rising balance-of-payments deficits and an 
emerging shortage of skills.

The Malaysian economy underwent a drastic 
transformation in 1997. In the first half of the year, 
while exports stagnated, buoyant domestic demand 
in both consumption and investment kept GDP 
growth at a high level. In the second half of 1997, 
while external demand recovered, domestic demand 
slumped in the wake of significant depreciation in 
the ringgit exchange rate. As a result, the GDP 
growth rate slowed.

In Indonesia, the slowdown in exports was 
gentler, and offset by domestic demand. GDP 
growth eased to 8.0 per cent in 1996 from 8.2 per 
cent in 1995. Its industrial growth was faster in
1996 than in 1995. The acceleration was, however, 
accounted for by the expansion in utilities rather than 
in the manufacturing and export industries. Agricul-
ture was adversely affected as commodity prices 
weakened. A possible longer-term problem in 
agriculture in Indonesia could lie in the flattening 
trend of yields in rice production.
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Table II.9. Selected South-East Asian economies. Growth rates, 1992-1997

(Percentage)

Rates o f growth

Gross domestic 
product

Agriculture Industry Services

Brunei Darussalam 1992 -1.1 1.6 -5 .3 6.0
1993 0.5 1.7 -1 .9 4.3
1994 1.8 0.7 0.4 3.7
1995 2.0 2.2 -0 .9 6.0
1996 2.8
1997 3.5

Indonesia 1992 7.2 6.3 7.3 6.8
1993 7.3 1.7 9.0 7.5
1994 7.5 0.6 10.5 7.0
1995 8.2 4.2 9.9 7.6
1996 8.0 1.9 10.1 7.4
1997 4.7

Malaysia 1992 7.8 4.3 8.8 8.2
1993 8.1 5.0 10.0 7.3
1994 9.2 -1 .0 12.4 9.9
1995 9.5 1.1 13.8 7.6
1996 8.6 2.2 11.2 7.7
1997 8.0 3.5 10.5 6.4

Philippines 1992 0.3 0.4 -0 .6 1.0
1993 2.1 2.1 1.7 2.5
1994 4.4 2.6 5.8 4.2
1995 4.8 0.8 7.0 5.0
1996 5.5 3.1 6.2 6.0
1997 5.2 1.5 5.6 6.5

Singapore 1992 6.2 1.1 5.7 6.6
1993 10.4 -2 .4 9.4 11.0
1994 10.2 5.6 13.4 8.4
1995 8.9 7.7 9.8 8.4
1996 7.0 7.0 6.4 7.2
1997 7.0 -5 .5 a 5.0a 9.0a

Thailand 1992 8.1 6.0 9.9 7.2
1993 8.3 -1 .9 10.6 9.2
1994 8.7 5.5 9.9 9.0
1995 8.6 2.0 12.5 6.7
1996 6.7 3.1 8.2 6.1
1997 -0 .4

Viet Nam 1992 8.6 7.1 14.0 7.0
1993 8.1 3.8 13.1 9.2
1994 8.8 3.9 14.0 10.1
1995 9.5 5.1 13.9 10.8
1996 9.3 4.4 14.4 10.0
1997 9.0 4.2 13.0 10.0

S ources: ESCAP, b a s e d  on  Asian  D evelopm ent Bank, Key Indicators o f Developing Asian and Pacific Countries 1997  
(Oxford University P re ss ,  1997) a n d  Asian Development Outlook 1997 and 1998 (Oxford University P re s s , 1997); and  

  .secruos lanoitan

N otes: D ata  for 1997 a r e  e s t im a te s .  Industry c o m p r ise s  mining and  quarrying; manufacturing; electricity g a s  and  
power; a n d  construction .

a First th ree  quar te rs .
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The Indonesian economy, too, was buffeted by 
the financial turmoil in 1997. After beginning the 
year on a buoyant note, with domestic demand 
providing the main stimulus to continuing GDP 
growth, the economy succumbed to a currency crisis 
in the second half of the year. The currency crisis 
brought higher interest rates, higher import prices 
and a sharp decline in investor confidence, with a 
severe negative impact on the economy as a whole. 
Consumption and investment were both adversely 
affected and conditions were aggravated by the
drought and haze which enveloped large areas of 
the country in September and October 1997.

In the Singapore economy, overall GDP 
growth declined in 1996 to 7 per cent from 8.9 per 
cent in 1995. The slowdown was evident in both
industry and services; industry suffered on account
of the sharp deceleration in the growth rate of
exports, especially electronics (mainly semiconduc-
tors, personal computers and peripherals). Services 
constitutes the single largest sector in the Singapore 
economy; it was adversely affected by the knock-on 
effects of the general slowdown in trade in the 
region. This caused re-export and associated 
business activities to decline. There was also a 
slowdown in tourist arrivals. Construction activities 
were, however, unaffected.

The 1997 currency crisis in the region also 
affected Singapore, though to a much smaller extent. 
Initially, export growth had begun to pick up at the 
beginning of 1997, especially in manufacturing, as 
demand for electronics recovered both in the region 
and outside after the slowdown in 1996. The overall 
growth rate for 1997 is estimated to be the same as 
that of 1996.

Viet Nam was exceptional in the subregion, 
with GDP growth continuing at above 9.0 per cent in
1995 and 1996. Although growth in agriculture 
slowed slightly on account of poor weather condi-
tions, both industry and services continued to 
expand rapidly. Services again expanded rapidly in
1996 as foreign capital flowed into real estate and 
finance. Viet Nam, however, remains a predomi-
nantly agricultural economy. In addition to rice, tea 
and coffee, rubber and a variety of other cash crops 
have been added to the country’s exports. In indus-
try, energy production was the most buoyant sector, 
but textiles remains the single largest manufacturing 
activity in the economy.

Viet Nam was relatively unaffected by the 
currency crisis in South-East Asia. However, other 
problems came to the fore in 1997. There was a 
perception of a growing lack of competitiveness in 
industry, which was compounded by significant 
problems in the financial sector. The former was 
further aggravated by the currency depreciations in 
Indonesia and Thailand. The inflow of FDI also 
slowed appreciably during the year. GDP growth 
moderated as a result.

Forecasts for the period 1998-2000 in the 
South-East Asian region are intimately bound up with 
how soon the current financial turmoil comes to an 
end and what long-term repercussions it produces 
for the real economy. The full effects of the turmoil 
are expected to have a significant impact on the 
level of economic activity over much of 1998. There 
remains uncertainty about the depth and length of 
the turmoil, which has lasted longer than had been 
expected, and its precise effects on the real 
economy in the medium term. The question of how 
soon growth will resume and how robust it might be 
remains difficult to answer.

It is very likely that GDP growth will decline 
significantly in Thailand, Malaysia, Indonesia and the 
Philippines. While effects on the Singapore and 
Vietnamese economies are likely to be less severe, 
growth is expected to decline in these economies 
too. Indonesia, and Malaysia to a smaller extent, are 
additionally expected to suffer on account of the 
adverse effects of the El Nino phenomenon on 
agricultural production. The only exception to the 
downward trend is likely to be Brunei Darussalam, 
which should remain largely immune to the growth- 
dampening effects of financial instability. However,
oil and gas demand is expected to flatten during the 
period 1997-1998 and prices to soften substantially 
from their 1996 levels.

Overall, even the most optimistic forecasts do 
not see South-East Asian economies regaining the 
dynamism achieved in the first half of the 1990s until 
after 1999. This is expected as foreign capital flows 
dwindle in the short term, investment levels flatten or 
decline, the financial sector is restructured and 
domestic demand sags. In addition, growth will be 
affected by the need to maintain high rates of 
interest in order to stabilize exchange rates. The 
most pervasive and unpredictable negative factor, 
however, will be lower business confidence, which 
could take a considerable time to recover.
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Monetary-fiscal developments 
and inflation

Generally speaking, moderate rates of inflation 
were maintained in 1996 in all the South-East Asian 
economies. This was partly due to the tightening of 
monetary policy undertaken in 1996 in some of the 
countries as signs of overheating emerged, and 
partly a result of the slowdown in GDP growth itself. 
In countries with exchange rates linked to the dollar, 
the appreciation of the dollar contributed by way of 
moderating prices of non-dollar-denominated imports. 
The most spectacular fall in inflation was in Viet 
Nam, where it declined from an average of 23.5 per 
cent between 1991 and 1995 to 3.5 per cent in
1997 (tab le  II.10). This was achieved as a result of 
a compressed budgetary deficit, along with monetary 
restraints and a succession of good rice harvests.

The very small increase in inflation in 1996 in 
Thailand was partly the effect of an upward wage 
drift set in motion by emerging skill shortages in the 
economy and the consequences of severe flooding 
in both 1995 and 1996. This not only damaged
essential domestic infrastructure but also disrupted
food supplies. Even prior to the financial crisis, the 
Thai authorities had put into effect measures to 
curtail public expenditure to prevent overheating, 
such as delaying the construction of the new Bang-
kok airport. Inflationary pressures were, however, 
also fed by the rapid growth of monetary assets 
reflecting the large inflows of foreign capital into the
economy via the banking system. The exchange
rate depreciation in the second half of 1997 and the 
supply-side problems created by the turmoil in the 
financial sector worsened the inflationary situation in 
the second half of 1997.

Table II.10. Selected South-East Asian economies. Summary of macroeconomic indicators, 
1992-1997

(Percentage)

1992 1993 1994 1995 1996 1997

Indonesia Budget balance/GDPa - 1.1 -0 .5 0.5 0.4 0.8 0.0
Money supply growth (M2) 20.2 22.0 20.2 27.6 29.6 24.0
Inflation rateb 4.9 9.8 9.2 8.6 6.5 11.1

Malaysia Budget balance/GDPa - 0.8 0.2 2.3 0.9 0.7 1.6C
Money supply growth (M2) 19.1 22.1 14.7 24.0 21.4 21.3d
Inflation rateb 4.7 3.6 3.7 3.4 3.5 2.7

Philippines Budget balance/GDP - 1.2 -1 .5 1.1 0.5 0.3 0.5
Money supply growth (M2) 13.6 27.1 24.4 24.2 23.2 20.0
Inflation rateb 8.9 7.6 9.1 8.1 8.4 7.2

Singapore Budget balance/GDP 5.4 4.6 3.4 7.4 5.4 3.4
Money supply growth (M2) 8.9 8.5 14.4 8.5 9.8 10.6
Inflation rateb 2.3 2.3 3.0 1.8 1.3 1.8

Thailand Budget balance/GDP 2.8 2.1 1.9 2.9 2.2 -0 .9
Money supply growth (M2) 15.6 18.4 12.9 17,0 12.6 17.0
Inflation rateb 4.1 3.4 5.1 5.8 5.9 7.4

Viet Nam Budget balance/GDPa -2 .4 -5 .0 -3 .6 -4 .4 -4 .6 -4 .3
Money supply growth (M2) 33.7 19.0 19.0 22.9 22.7 10.7
Inflation rateb 17.6 5.3 14.4 12.7 4.5 3.5

Sources: ESCAP, based on Asian Development Bank, Key Indicators of Developing Asian and Pacific Countries 1997 
(Oxford University Press, 1997) and Asian Development Outlook 1997 and 1998 (Oxford University Press, 1997); Interna-
tional Monetary Fund, International Financial Statistics, vol. L, No. 9 (September 1997); The Economist Intelligence Unit, 
Country Profiles: Malaysia, Brunei and Singapore, 1997-1998; and national sources.

Note: Data for 1997 are estimates. 
a Excluding grants.
b Refers to changes in the consumer price index.
C  Refers to budget balance/GNP. 
d As at September 1997.
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During most of the 1990s, a strong com-
mitment to prudent fiscal management has contri-
buted to price stability in Malaysia. Monetary policy 
objectives were sought to be achieved by raising 
statutory reserve requirements for the banking 
system and ceilings on certain types of advances. 
The resultant upward shift in interest rates slowed 
the growth of credit and moderated the pressure on 
the ringgit. While the monetary sources of inflation 
were kept under control, the depreciation of the 
ringgit in the second half of 1997 has added a new 
element in the situation.

Fiscal consolidation contributed to bringing 
down inflation in Indonesia in 1996. Ample supplies 
of rice and other food items aided the objectives of 
price stability. The Central Bank also attempted to 
control the growth of credit by resort to direct 
appeals to the main banks to limit credit growth, 
especially for real estate development. Prices 
remained stable in the first half of 1997 but began to 
rise as the effects of the depreciation of the rupiah 
and drought made themselves felt.

5.1 fo ticifed tegdub eht ,senippilihP eht nI
per cent of GDP in 1993 has been turned into a
surplus. This turnaround in the fiscal situation was 
made possible by the success of the privatization 
programme, the retirement of debt and the resultant 
decline in interest payments. The improvement in 
public finances was also instrumental in restraining 
monetary growth, and thus inflation. It should be 
remembered, however, that financial services play a 
more limited role in the Philippine economy relative, 
say, to Thailand and Malaysia. The ratio of M2 to 
GNP at 49 per cent was the lowest in South-East
Asia, with the exception of Viet Nam. As elsewhere
in the subregion, inflation remained subdued in the 
first half of 1997, but rose appreciably later as 
higher costs of imports began to feed through in the 
wake of the currency depreciation in the latter part 
of 1997.

In Singapore, inflation declined from its already 
low level of 2.6 per cent in the first half of the 1990s
to 1.3 per cent in 1996, the lowest in the subregion.
The notion of fiscal consolidation in Singapore is 
an increase in the size of the budget surplus, as
Singapore has not run a budget deficit for many
years. The relatively moderate depreciation of the 
Singapore dollar in 1997 helped keep inflation 
subdued.

In 1998, South-East Asian economies will 
have to grapple with the consequences of the 
exchange rate depreciations that have taken place in 
the second half of 1997. This will not only raise the 
cost of imports but generate pressure on both the 
fiscal and monetary fronts. Governments will have to 
find extra resources to finance a given real level of 
investment and/or current expenditure, while 
businesses will be faced with significantly higher 
requirements of working capital, even if capital 
expenditures are deferred for the time being. 
Progress with fiscal consolidation could be adversely 
affected, especially in countries where it was, at 
least partially, based on relatively transient factors 
such as privatization receipts and higher oil prices. 
Meanwhile, the burden of foreign debt servicing will 
increase.

As a result, most countries in the subregion 
are likely to see their inflation rates rise in 1998. 
These economies have a high propensity to save, 
and that characteristic should serve to dampen price 
pressures; higher real interest rates should 
encourage savings and discourage the growth of 
credit, especially for consumption. However, supply 
constraints may appear as access to credit is likely 
to become severely restricted even for legitimate 
business needs.

Savings-investment and related 
developments

Growth in the South-East Asian economies 
has been underpinned by high rates of savings and 
investment over the years. These durable and 
important elements of strength were maintained by 
all countries in 1996 and much of 1997. Singapore 
continued to have one of the highest rates of 
savings in the world, at just over 50 per cent of 
GDP and, with a domestic investment rate of around 
35 per cent, emerged as an important source of 
capital both within and outside the region. Aided by 
a small surplus in the merchandise trade and a 
larger surplus in services, the export of capital 
over several years has provided Singapore with 
sufficient investment income to enjoy a substantial 
surplus in the current account of the balance of 
payments.

59



I I

Malaysia, Thailand and Indonesia also main-
tain high savings and investment rates. The savings 
rate in Malaysia rose from about 37 per cent in 
1992 to nearly 42 per cent in 1996, with a small 
decline in 1997, while those of Thailand and 
Indonesia have fluctuated within a narrow band, 
35-36 per cent in the case of Thailand and 33-34 
per cent in the case of Indonesia. In consequence, 
all three countries have maintained high rates of 
investment (figure II.4).

However, investment rates exceeded savings 
rates by an average of nearly 3 per cent in Malay-
sia and by over 6 per cent in Thailand in the 
1990s. As these countries and Indonesia have run 
a deficit in the current account of the balance of 
payments, they have had to resort to significant

foreign inflows of capital over the last few years to 
bridge the gap.

The Philippines and Viet Nam fall substantially 
behind their other South-East Asian neighbours in 
savings and investment levels. The large differen-
tials between the two rates and accompanying 
current account imbalances have made these two 
economies also substantially dependent on foreign 
capital inflows. But in both the countries, the pre-
ponderant part of such flows has been in the form of 
FDI or longer-term debt, with short-term debt forming 
a much smaller proportion. Nevertheless, as part 
of the crisis of confidence that gripped the South- 
East Asian region in the second half of 1997, both 
countries found exchange rate depreciation unavoid-
able.

Figure II.4. Savings and investment as a percentage of GDP in selected South-East Asian 
economies, 1992-1997

Sources: ESCAP, based on Asian Development Bank, Key Indicators of Developing Asian and Pacific Countries 1997 
(Oxford University Press, 1997) and Asian Development Outlook 1997 and 1998 (Oxford University Press, 1997); and 
national sources.

Notes: Data for 1997 are estimates. I indicates gross domestic investment; S indicates gross domestic savings.
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Policy developments

The recent policy developments in several 
South-East Asian countries have been dictated 
mainly by the need to contain exchange rate and 
financial sector crises, which compelled Thailand and 
Indonesia to seek the help of IMF. The Philippines 
meanwhile was already utilizing an Extended Fund 
Facility negotiated in 1994 with IMF, which also 
agreed in principle in late 1997 to put up a standby 
credit of over $2 billion as a “precautionary 
arrangement” . Against this background, the issues 
that have become particularly urgent are improving 
the external accounts, dealing with short-term debt, 
arresting the slide in the exchange rate, and restor-
ing the soundness of the financial sector. (These 
issues are discussed in greater detail in chapter III).

In chronological order, Thailand was the first 
country to experience financial market turmoil in 
1997; this intensified after the decision of the Thai 
authorities to float the currency in July 1997. In 
August 1997, Thailand concluded an agreement with 
IMF for a $17.2 billion rescue programme to boost 
its reserves, strengthen liquidity in the financial 
system and regain foreign investors’ confidence.

Under the IMF programme, the Thai authorities 
are to reduce the current account deficit from 5 per 
cent of GDP in 1997 to 3 per cent in 1998, and to 
increase taxation and lower public expenditure, in 
order to achieve a budget surplus of 1 per cent of 
GDP in 1998. The Thai authorities will also have to 
maintain reserves of $23 billion, or equal to around 
four months of imports, and carry out wide-ranging 
reforms of the financial sector. That will involve the 
creation of two new institutions: an Asset Manage-
ment Corporation to take over and recover the bad 
and/or doubtful assets of the financial system, and a 
Financial Sector Restructuring Authority, which will 
essentially take over the functions of the Bank of 
Thailand’s Financial Institutions Development Fund. 
The Authority will be able to guarantee customer 
deposits, order firms to boost capital, change 
directors and/or management and compel mergers 
between institutions.

Other steps taken by the Government include 
easing foreign ownership rules, for example, allowing 
foreign investors to take a majority stake in a bank 
or finance company for 10 years, and the closure of 
a large number of non-bank financial institutions.

The Government has also undertaken to carry out a 
fundamental review of the regulatory system for its 
capital markets, to be completed by December 1998.

The most important short-term objective of the 
IMF programme has been to assist the Government 
in restoring public confidence in its economic policies 
and in stabilizing the baht exchange rate. Once the 
short-term goals have been achieved, policies will 
have to be geared to greater investment in 
infrastructure, better quality of investment appraisal, 
greater transparency in the operation and supervi-
sion of the financial sector, more professional 
management of the corporate sector and enhance-
ment of the general level of the skills so as to 
regain competitiveness in international markets.

Indonesia suffered major exchange rate 
weakness beginning in August 1997. This first led 
to the floating of the currency outside its previous 
trading band supported by high interest rates; as 
pressure on the rupiah remained intense, the 
Government decided to seek help from IMF in 
October 1997. A $40 billion programme was 
arranged, with approximately one-fourth to be con-
tributed by IMF and the remainder to be made up of 
commitments basis from various other sources, 
including $5 billion from Indonesia itself in the form 
of contingency reserves. As part of this programme, 
Indonesia agreed to loosen import and export 
controls, relax conditions for foreign investment, 
reduce subsidies, and promote competition and 
deregulation. Sixteen banks, thought to be unsound, 
have been ordered to be closed.

Malaysia also suffered from a combination of 
currency and stock market weakness. The Govern-
ment had to bring in measures to reduce the current 
account deficit, primarily by cutting down on planned 
infrastructure expenditure and deferring other large 
investments. These include the Bakun hydroelectric 
dam, a new international airport in the northern 
State of Kedah, and the Linear City project near 
Kuala Lumpur. In addition, current government ex-
penditure was to be reduced, while privatization, 
stock market listings and rights issues were to be 
frozen for the time being owing to stock market 
weakness. A package of austerity measures an-
nounced in December 1997 included 18 per cent 
reduction in government spending and the postpone-
ment of all mega projects not yet started. Over the 
longer term, Malaysia will need to regain competitive 
advantage in the electronics industry, its largest
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manufacturing activity, which, prior to the devaluation 
of the ringgit, was being steadily eroded by rising 
wages caused by tight labour supplies.

The Philippines did not suffer upheaval on a 
scale comparable with that besetting the economies 
of Thailand, Indonesia and Malaysia. However, the 
country was not immune to it. The initial policy 
response to the attack on the peso was a combina-
tion of intensified dollar sales and several upward 
adjustments in interest rates. This strategy did not 
prove very effective in arresting the slide of the 
peso, but was causing depletion of reserves. It was 
therefore decided in July 1997 to widen the band 
within which the peso could float. Since then, 
several measures have been put in place to restrict 
foreign exchange trading (for example, the maximum 
amount the banks could sell over the counter was 
reduced); decrease liquidity (for example, the banks’ 
liquidity reserve requirement was raised); and 
strengthen the financial system (for example, a 
regulatory limit was placed on bank loans to the 
property sector). Several austerity measures were 
announced in December 1997, among which were 
the shelving of all new capital projects and a 25 per 
cent cut in spending by government agencies, 
corporations and local authorities. The programme 
of macroeconomic reform involving further fiscal 
consolidation and tighter monetary management was 
retained as vital components in the country’s longer- 
term growth strategy. The reform programme will 
need to be pursued with vigour if the advantages of 
currency depreciation and the resulting enhanced 
competitiveness that have come about are to be fully 
exploited.

Singapore and Viet Nam suffered to a lesser 
degree from the financial market turmoil in the re-
gion. The Singapore currency stood just over 11 per 
cent lower against the dollar in November 1997 
compared with its level at the beginning of the year, 
while its stock market had declined by 35 per cent 
(in dollar terms) over the same period. While these 
declines were small compared with those suffered by 
its neighbours, they indicate that Singapore, too, did 
not remain unaffected. The Government of Singa-
pore has formed three committees to study capital 
market reforms as part of efforts to strengthen the 
financial sector. They include a Stock Exchange of 
Singapore review committee, a review team to cover 
corporate financing and another to cover commer-
cial banking standards. The review is expected to

formulate options that will make the Singapore capi-
tal market more international, comprehensive and 
robust. The medium- to long-term policy stance 
remained focused on shifting labour-intensive indus-
try away from Singapore to lower-cost bases, moving 
the manufacturing sector to the higher end of the 
technology spectrum, and exploiting the country’s 
comparative advantage as an international service 
centre.

Viet Nam widened the trading band of its 
currency in February 1997 and again in October 
1997, leading to an effective devaluation. This was 
necessitated by the depreciation of Thailand’s 
currency, as Viet Nam competes with Thailand in a 
number of export categories, such as rice, marine 
products and textiles. In most other respects, 
however, Viet Nam remains qualitatively distinct from 
its neighbours and has been largely insulated from 
the problems that have affected them. Viet Nam also 
experienced large inflows of foreign resources during 
the 1990s, but these were largely in the form of FDI. 
The Vietnamese economy remains basically restric-
tive in terms of inward and outward resource flows, 
but nevertheless has to confront the policy implica-
tions of running substantial trade and current 
account deficits, both of which have risen in 1997. 
Reducing this dependence on external sources to 
fund its investment needs will require a much bigger 
domestic resource mobilization effort and improve-
ments in the efficiency of financial intermediation and 
capital use.

Several initiatives were taken during the year 
towards these ends, including the adoption of a 
law on value added tax, increase in the price of 
electricity, establishment of a commission on a stock 
exchange, and adjustments in interest rates on both 
deposits and loans. Some import control measures 
were adopted and the rice export quota was 
increased in order to contain the widening trade 
deficit.

The state sector continues to dominate the 
economy and major improvements are needed to 
enhance its efficiency. Prior to the financial market 
turmoil of 1997 in the subregion, Viet Nam was 
planning its first international bond issue; however, 
this has had to be delayed, not least because of the 
state of the country’s financial system, especially the 
fragile condition of the 54 private joint stock banks. 
The country has still to develop, on an industry-wide
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basis, standard international banking practices such 
as those relating to bad debt provisioning, credit risk 
evaluation and external audits. Viet Nam, however, 
has made good progress in fiscal reforms and has 
brought macroeconomic policies into effective use on 
the basis of the instruments available. These policies 
have undoubtedly played a role in the relatively high 
growth and reasonable price stability that Viet Nam 
has achieved in the last two to three years.

East and North-East Asia

Output trends

Of the East Asian economies, the Democratic 
People’s Republic of Korea and Mongolia remained 
unaffected by the financial market turmoil in the 
region, for obvious reasons. They continued, 
however, to suffer from their own structural problems, 
aggravated in the case of the Democratic People’s 
Republic of Korea by adverse climatic conditions, 
and continuing difficulties in the implementation of a 
large reform agenda in the case of Mongolia. 
Nevertheless, with growth rates of 2.6 per cent in
1996 and 3 per cent in 1997, Mongolia achieved 
firm positive growth for a continuous period of four 
years, thus emerging from a severe recession in the 
early 1990s.

The GDP growth of China, at 9.7 per cent in
1996 and at a slower rate of 8.9 per cent in 1997 
(ta b le  II.11), though at a more moderate pace than 
in previous years, was the highest in the world. For 
an economy of the size of China, the maintenance 
of growth at an average of over 10 per cent a year 
over the last several years is a remarkable 
achievement. It reflects high levels of savings and 
investment and ongoing technological upgrading of 
both manufacturing and, more recently, services. 
The Chinese Government has been directing 
substantial investment resources to infrastructure 
with a view to removing transport bottlenecks and 
strengthening the basis for continued rapid growth of 
the economy in the future. Thus, while overall invest-
ment grew by 11.0 per cent in 1996, infrastructure 
investment increased by 33.4 per cent. Productivity 
improvements in agriculture, resulting, in part, from 
upward adjustments in procurement prices, have also 
provided a strong fillip to the growth process.

Although all sectors have contributed to the 
fast pace of GDP growth in China over the years, 
industrial growth at an average rate of 18.2 per cent 
between 1991 and 1995 has been a major compo-
nent of this growth. This, however, moderated to
12.3 per cent in 1996 in response to the steps taken 
to slow the overall rate of growth of the economy. A 
measure of China’s achievements in the development 
of its manufacturing sector is evident from the fact 
that, with an output of over 100 million tonnes, it is 
now the largest producer of steel in the world. 
Agriculture, too, has grown at the impressive pace of
4.5 per cent a year during the 1990s, well above the 
population growth rate. Services have grown at 
around 8.5 per cent. At 28 per cent of GDP, 
services play a significantly smaller role in the 
Chinese economy than in other East Asian econo-
mies. The growth of services is critical in absorbing 
surplus labour from industrial redundancies and in 
providing employment to fresh entrants into the 
labour force in such relatively new activities as 
finance, accounts, legal services and distribution. 
Improvements in the services would also have a 
beneficial impact on the overall efficiency of the 
economy. These trends were in evidence in 1997 as 
well, with GDP growth led by strong growth in 
exports.

The economy of Hong Kong, China had been 
slowing during the 1990s as high labour and other 
costs had led to a loss of international compe-
titiveness, especially in manufactures. Most labour- 
intensive manufacturing activities have already been 
shifted into China and other countries. The Hong 
Kong dollar’s link to the United States currency was 
also a factor behind the export slowdown, as well as 
somewhat weaker demand from both China and the 
United States, its two main export destinations. 
Contrary to fears expressed at the beginning of 
1997, any perceived uncertainty arising from the 
transfer of sovereignty to China in 1997 was not a 
major influence on the economy of Hong Kong, 
China; investor confidence remained strong both 
before and after the transfer, as reflected in the 
stock and real estate markets. GDP growth re-
mained strong, especially in the first half of 1997, 
led by domestic demand. However, both the stock 
market and the currency came under pressure as 
part of the general financial instability in the region 
in the latter part of 1997.
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Table II.11. Selected East and North-East Asian economies. Growth rates, 1992-1997

(Percentage)

Rates of growth

Gross domestic 
product

Agriculture Industry Services

China

Hong Kong, China

Mongolia

Republic of Korea

Taiwan Province of China

1992 13.2 4.7 21.7 11.6
1993 13.4 4.7 20.7 9.5
1994 12.6 4.0 17.4 8.2
1995 10.5 4.5 13.6 8.0
1996 9.7 5.1 12.3 8.2
1997 8.9

1992 6.3
1993 6.1
1994 5.4
1995 4.7
1996 4.9
1997 5.4

1992 -9.5 - 2.1 -12.9 -13.2
1993 -3.0 -2.7 -6.9 1.0
1994 2.3 2.7 2.1 2.0
1995 6.3 4.2 14.6 0.2
1996 2.6 3.8 0.8 3.5
1997 3.0

1992 5.1 6.0 3.4 6.4
1993 5.8 -2.9 6.2 6.8
1994 8.6 1.6 9.0 9.3
1995 8.9 3.7 10.0 8.7
1996 7.1 3.5 7.3 7.4
1997 5.9 1.0 6.9 6.5

1992 6.8 -2.9 4.3 9.3
1993 6.3 5.4 4.1 7.9
1994 6.5 -4.3 5.7 7.8
1995 6.0 2.6 5.7 6.4
1996 5.7 -0.3 4.0 7.1
1997 6.4 1.4 3.7 8.0

Sources: ESCAP, based on International Monetary Fund, International Financial Statistics, vol. L, No. 9 (September 
1997); Asian Development Bank, Key Indicators o f Developing Asian and Pacific Countries 1997 (Oxford University Press, 
1997) and Asian Development Outlook 1997 and 1998 (Oxford University Press, 1997); United Nations, Department of 
Economic and Social Affairs, The World Economy at the Beginning o f 1998 (December 1997); International Monetary Fund, 
World Economic Outlook (October 1997); and national sources.

Notes: Data for 1997 are estimates. Industry comprises mining and quarrying; manufacturing; electricity, gas and 
power; and construction.

It needs to be stressed that the economy of 
Hong Kong, China is now essentially financial 
and business services-oriented; it is the largest 
international financial centre in the region and its 
stock market is the second largest after Tokyo. 
A wide range of multinational and Chinese enter-
prises are based in Hong Kong, China, obtaining 
access to highly sophisticated banking, shipping

and commercial services. Growth in these services 
is, however, dependent upon regional and inter-
national demand for them as the domestic economy 
is not large enough to sustain such growth. The 
general slowdown in 1996 in the region resulted in 
the GDP growth of Hong Kong, China moderating to
4.9 per cent in 1996 and a somewhat faster pace in
1997 in accordance with initial estimates.
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In Taiwan Province of China also, overall GDP 
growth slowed in 1996, but picked up in 1997. The 
economy is now in the throes of making the transi-
tion to more capital-intensive and higher technology 
manufacturing activities. Although manufacturing 
value added remains substantial, services have 
provided much of the growth over the 1990s, and 
now account for 59 per cent of GDP.

GDP growth in the Republic of Korea also 
slowed in 1996 and slowed further in 1997. The 
most visible manifestation of this was in industry, 
where growth slowed from 10.0 per cent in 1995 to
7.0 per cent in 1996 as demand for electronics and 
semiconductors tapered off. Growth in agriculture 
and services, however, continued broadly un-
changed. Export growth began to pick up in 1997 
as the Republic of Korea recovered some of its lost 
market in semiconductors, electronics and cars, but 
investment demand declined substantially as corpo-
rate balance sheets weakened owing to the 1996 
slowdown and exchange rate and financial sector 
developments.

The slowdown in manufacturing growth was 
accompanied by a marked reduction in new invest-
ment in the sector, as uncertainty about the longer- 
term competitiveness of the economy, primarily on 
account of rising labour costs, made itself increas-
ingly felt in both 1996 and 1997. This was a major 
factor affecting the health of the electronics and 
semiconductor industries adversely. As the current 
account deficit widened, these factors contributed to 
immense pressure on the exchange rate of the won 
and on the viability of the financial system, as highly 
leveraged corporations with wide international 
exposure found it extremely difficult to meet their 
debt-servicing obligations.

Prospects for growth in the Republic of Korea 
will be determined by the speed of the resolution of 
the financial market crisis and how quickly trade and 
financial flows recover to their pre-crisis levels. The 
overall impact of the crisis is likely to be deflationary 
with policy regimes leading to considerably higher 
rates of interest. Because of financial market 
instability, the volume of financial flows is also likely 
to be substantially diminished, especially short-term 
flows from the banking system, and to result in 
lower levels of investment expenditure and liquidity 
for working capital needs. For these reasons, GDP 
growth is likely to be adversely affected.

Because of the large domestic market in 
China, exports and imports as a percentage of GDP 
stand at 18 and 16 per cent respectively, relatively 
low figures compared with most economies of East 
and South-East Asia. China’s trade dependence 
has, however, risen rapidly over a short time span. 
Moreover, China has been a large recipient of 
foreign resources, albeit in the form of long-term 
FDI, to fund investment expenditure. While other 
Asian currencies have weakened dramatically, China 
has successfully resisted any depreciation. It is 
nevertheless apparent that its access to new capital 
resources via the Hong Kong, China capital market 
is likely to be reduced and investment levels could 
decline in 1998.

Monetary-fiscal developments 
and inflation

Rates of inflation moderated in all economies of 
East and North-East Asia in 1996, the most striking 
decline being in China, where inflation came down 
from an average of 11.6 per cent between 1991 and 
1995 to just over 6 per cent in 1996. Preliminary 
estimates indicate a further decline to 5.5 per cent in 
1997. In Hong Kong, China, inflation declined from an 
average of 9.2 per cent over the previous five years 
to 6 per cent in 1996. In Mongolia, inflation more than 
halved, from the high level of over 127 per cent a 
year in the first half of the 1990s to 53 per cent in
1996, and declined even more steeply to 17.5 per 
cent in 1997 (ta b le  I I .12). Although at this level 
inflation remains very high, it nonetheless represents 
a major improvement in macroeconomic manage-
ment. Progress in cutting the rate of price increases 
in the East Asian economies has been based princi-
pally on relatively small fiscal deficits and lowering 
the rate of monetary expansion.

In China, the official budget deficit stands at 
less than one per cent of GDP. An important facet 
of the evolving situation in China is the substantial 
shift to non-inflationary sources of financing of the 
public sector deficit, from direct funding by the Central 
Bank to commercial bank finance and borrowings 
from the public through the sale of bonds.

Tight monetary policies reflected in slower 
growth in M2 have also contributed to containing 
inflation, although pressure has recently built up for 
an easing of monetary restraint as state-owned 
enterprises are increasingly facing a liquidity
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Table II.12. Selected East and North-East Asian economies. Summary of macroeconomic 
indicators, 1992-1997

(Percentage)

1992 1993 1994 1995 1996 1997

China Budget balance/GDPa - 1.0 - 0.8 - 1.2 - 1.0 - 0.8 -0 .7
Money supply growth (M2) 30.8 42.8 35.1 29.5 25.3 20.0
Inflation rateb 5.4 13.2 21.7 14.8 6.1 5.5

Hong Kong, China Budget balance/GDPa 2.8 2.1 1.1 -0.3 1.3
Money supply growth (M2) 10.8 15.9 12.9 14.0 10.6 11.6
Inflation rateb 9.3 8.5 8.2 8.6 6.0 6.1

Mongolia Budget balance/GDPa - 2.2 -5 .9 -6.5 -3.8 -3.6
Money supply growth (M2) 31.6 227.6 79.5 32.9 25.8 25.0
Inflation rateb 202.9 268.4 87.6 56.8 53.2 17.5

Republic of Korea Budget balance/GDPa -0.5 0.6 0.3 0.3 0.1
Money supply growth (M2) 14.9 16.6 18.7 15.6 15.8 16.5
Inflation rateb 6.2 4.8 6.2 4.5 4.9 4.5

Taiwan Province Budget balance/GDPa -5.4 -3.9 - 1.8 - 1.1 -1 .4
of China Money supply growth (M2) 19.1 15.4 15.1 9.4 9.1 10.0

Inflation rateb 4.5 2.9 4.1 3.7 3.1 2.8

Sources: ESCAP, based on Asian Development Bank, Key Indicators of Developing Asian and Pacific Countries 1997 
(Oxford University Press, 1997) and Asian Development Outlook 1997 and 1998 (Oxford University Press, 1997); Interna-
tional Monetary Fund, International Financial Statistics, vol. L, No. 9 (September 1997); Far Eastern Economic Review, 29 
January 1998; The Economist Intelligence Unit, Country Report: China, Mongolia, 2nd quarter 1997; and national sources.

Note: Data for 1997 are estimates. 

a Excluding grants.
b Refers to changes in the consumer price index.

shortage, making it problematic for them to fulfil 
their production targets. In December 1997, the 
People’s Bank lowered deposit and lending rates by
1.5 and 1.1 per cent respectively. State-owned 
enterprises still account for over 40 per cent of 
industrial output. Although their true financial posi-
tion is rather difficult to assess because of the 
complex nature of inter-enterprise receivables and 
the system of valuation of inputs and outputs, avail-
able evidence suggests that they incur substantial 
operational losses. Any long-term progress in 
achieving lower inflation in the country is thus de-
pendent on evaluating the true operational viability 
of the state-owned enterprises and the degree to 
which any eventual restructuring might involve the 
use of state funds and an increase in the budget 
deficit. For the time being, however, it appears that 
the trend towards lower inflation will be maintained.

In Hong Kong, China, inflation appears to be 
related more to supply bottlenecks, such as housing 
and rentals, and skill shortages which put upward 
pressure on wage costs, than to monetary factors. 
Hong Kong, China has always maintained fiscal 
conservatism and has run a comfortable budget 
surplus despite large infrastructure projects such as 
the new airport. In 1996, lower rates of increase in 
wage costs as well as a lower rate of growth in the 
economy dampened inflation. The link to the United 
States dollar, which strengthened the Hong Kong, 
China dollar in 1995 and 1996, also assisted in 
moderating price increases. Defending the currency 
caused short-term interest rates to rise from about
5.5 per cent at the end of 1996 to nearly 9.5 per 
cent in December 1997. This rise is expected to cool 
the property sector and also cause inflation to 
decline in 1998.
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In Taiwan Province of China, inflation conti-
nued on its moderate course in 1996 based on a 
modest increase in the money supply accompanied 
by lower food and housing costs. The overall fiscal 
deficit remains a little over 1 per cent of GDP. In 
1997, inflation could have been expected to rise 
slightly on account of the 17 per cent depreciation 
of the currency against the dollar, but the substan-
tial increase in short-term interest rates, from 5.6 
per cent at the end of 1996 to 8.8 per cent in 
December 1997, moderated the impact. The esti-
mated inflation rate in 1997 was slightly lower than 
in 1996.

The Republic of Korea experienced a 
slowdown in GDP growth in 1996 as export growth 
flattened. Inflation, though moderate, rose on ac-
count of an increase in utility prices. The authorities 
maintained a relaxed stance with respect to 
monetary policy in 1996 and the early part of 1997 
in the face of slowing exports and moderating over-
all economic activity. Towards the latter part of 
1997, the authorities tightened liquidity as monetary 
growth and inflation began to edge upwards. 
When the financial market turmoil reached the Re-
public of Korea, emerging inflationary pressures had 
actually begun to subside. The sharp depreciation 
of the won against the dollar from 845 at the 
beginning of 1997 briefly to touch 2000 in Decem-
ber 1997 is going to have a large direct impact on 
the cost of fuel, most of which is imported, and 
eventually on a wide range of imported inputs. 
Inflation is currently expected to rise to above 7 per 
cent in 1998.

Savings-investment and related 
developments

Most East Asian economies have high savings 
and investment rates. In China, the rates are now 
around 40 per cent of GDP and are close to that 
rate in the Republic of Korea (figure II.5). Taiwan 
Province of China and Mongolia, however, have 
significantly lower savings and investment rates. In 
Mongolia, saving rates have risen, whereas invest-
ment rates have fallen as a ratio of GDP during the 
1990s, thus bridging the domestic resource gap. 
Hong Kong, China, until 1994, and Taiwan Province 
of China are net savers, that is, their investment

rates are lower than their savings rates; they are 
significant sources of external financial flows to other 
economies, particularly to China. Their potential as 
substantial providers of capital is also manifest in 
their substantial foreign exchange reserves, standing 
at $91.8 billion for Hong Kong, China and $87.8 
billion for Taiwan Province of China in December 
1997. China has improved its position in terms of 
foreign exchange reserves perhaps more strikingly 
than any of the other economies in East Asia, 
building the reserves from $74.7 billion at the 
beginning of 1996 to $132.3 billion by December 
1997. China has been, and remains, the largest 
recipient of FDI in the developing world.

The Republic of Korea, on the other hand, 
invests somewhat more than it saves. As a result, it 
has become dependent on large inflows of foreign 
resources in recent years to meet its resource and 
current account gaps, the overwhelming proportion of 
which has been in the form of debt and portfolio 
flows. In addition, like a number of South-East 
Asian economies, it has acquired a large volume of 
short-term debt from the banks. The Bank for 
International Settlements estimated that the Republic 
of Korea had become the largest debtor (excluding 
the developed countries) in the world, with outstand-
ing loans of well over $100 billion at the end of June
1997, a considerable portion of which was short-term 
in nature. Against this level of indebtedness, its 
foreign exchange reserves stood at around $31 
billion in December 1997. Until 1996, while exports 
were growing rapidly, servicing its external borrow-
ings was not perceived as constituting a significant 
burden on the economy. In 1996, export growth 
decelerated sharply. The deterioration in the exter-
nal position prompted concern about the ability of 
the economy to sustain its high level of indebted-
ness. In addition, serious doubts arose as to the 
solvency of the financial system from the previous 
rapid growth of unhedged corporate foreign-currency 
exposure.

The lack of external indebtedness and large 
foreign exchange reserves enabled both Hong Kong, 
China and Taiwan Province of China to weather the 
financial market turmoil more or less unscathed. 
However, interest rates had to rise substantially in 
the process.
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Figure II.5. Savings and investment as a percentage of GDP in selected East and North-East 
Asian economies, 1992-1997

Sources: ESCAP, based on Asian Development Bank, Key Indicators of Developing Asian and Pacific Countries 1997 
(Oxford University Press, 1997) and Asian Development Outlook 1997 and 1998 (Oxford University Press, 1997); and 
national sources.

Notes: Data for 1997 are estimates. I indicates gross domestic investment; S indicates gross domestic savings.

Policy developments

As in South-East Asia, coming to terms with 
the financial market turmoil is the critical issue of 
policy over the next year or more for the major 
economies of East Asia, with the exception of 
China. Although Hong Kong, China and Taiwan 
Province of China have remained relatively insulated 
from the regional contagion, this has been at some 
cost, involving a considerable rise in short-term 
interest rates, which will almost certainly constrain 
GDP growth in the two economies. In the short-
term, this is likely to aggravate problems for over-
leveraged enterprises and perhaps also impair the 
value of collateral pledged, such as shares and 
property, to the banking system, with knock-on

effects on the banks themselves. Rebuilding or 
maintaining confidence in the financial sector is 
thus going to be a major policy challenge in
1998.

The Republic of Korea concluded an agree-
ment with IMF in December 1997 involving overall 
financial assistance of $57 billion, the largest bailout 
ever arranged by IMF. This amount is being 
contributed jointly by IMF, the World Bank, ADB and 
several developed countries. Under the agreement, 
the Republic of Korea will have to balance its 
budget in 1998 and sharply reduce its current 
account deficit. In addition, insolvent banks will be 
closed, foreign investment rules liberalized and 
trade practices reformed.
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In November 1997, the limit on foreign owner-
ship of listed companies in the Republic of Korea 
had been raised from 23 to 26 per cent; this was 
raised to 50 per cent by the end of 1997 and is to 
rise to 55 per cent by the end of 1998 as part of 
the IMF programme. In the financial sector, foreign 
banks will be permitted to form joint ventures and 
set up subsidiaries. Protected domestic markets are 
to be opened up in various sectors at a much faster 
pace than had been planned. Conglomerates will 
have to issue more transparent balance sheets and 
financial statements according to prevailing inter-
national norms. The interest rate cap has been 
raised from 25 to 40 per cent and cuts made to 
public expenditure. Seriously troubled financial 
institutions will be closed and others restructured or 
recapitalized. Nine merchant banks were already 
suspended on 2 December 1997. In this connec-
tion, it should be noted that the Government of the 
Republic of Korea had decided before the IMF 
programme to transfer the responsibility of supervi-
sion of banking and other financial institutions from 
the Central Bank to a new body under the Prime 
Minister.

The adverse effects of a weak financial sector 
that have been brought into sharp focus in the 
region as a whole have had only a marginal impact 
on China so far. Nevertheless, this is an area in 
which China, too, will need to pay more systematic 
policy attention in 1998. The major area of reform 
is undoubtedly the large state-owned enterprise 
sector, in which a considerable number of enter-
prises operate at a loss; these are kept going partly 
by government subsidies and partly by generous 
facilities from the state banking system. That sys-
tem, in turn, has a large volume of non-performing 
loans on its books originating in the state-owned 
enterprises. In September 1997, state banks were 
asked to set aside the equivalent of $12 billion over 
the next three years as provisions against bad debts 
originating in the enterprises. In addition, privatiza-
tion is to be speeded up and the more profitable 
Chinese enterprises, the so-called “red chips” , are 
already using the Hong Kong, China stock market 
to dilute state ownership. Mutual funds will be 
allowed to participate in domestic equity markets. 
Foreign banks will be permitted to engage in yuan- 
based dealings in the special economic zones, 
providing competition to state banks. The insurance 
sector, until now a state preserve, is to be allowed

to have foreign companies as minority shareholders. 
These are important steps in the direction of liberali-
zing China’s financial sector and its overall 
economy.

To enable the process of reform to move 
forward, China will simultaneously need to address 
the issues of supporting institutional development in 
fields such as bankruptcy law, stock market regula-
tion and company law, areas in which progress is, 
almost by definition, evolutionary. In the area of 
trade, the Government put into effect from 1 Octo-
ber 1997 a programme of import tariff reductions, 
from an average of 23 per cent to an average of 17 
per cent. In addition, the Government was to 
announce a timetable to phase out all import quotas. 
Over the next two to three years, the Government 
has to maintain the momentum of reforms in a 
number of strategic directions at the same time. The 
priority areas are the reforms of state enterprises 
and the financial sector. Particular attention will 
have to be paid to the issue of interlocking interests 
between the banking institutions and state enter-
prises.

DEVELOPED COUNTRIES 
OF THE REGION 

Australia, Japan and New Zealand

Output growth

GDP growth rates slowed in Australia, Japan 
and New Zealand in 1997, most strikingly in Japan, 
from 3.6 per cent in 1996 to an estimated 0.8 per 
cent. The economy of Australia maintained the 
strong growth rates achieved since it emerged from 
the recession in 1992. In 1997, the estimated 
growth of 3.1 per cent indicated a relative slowdown 
in the fast-paced growth averaging 4.2 per cent 
during the period 1993-1996. Available forecasts 
indicate a continuation of high growth in Australia at
3.6 per cent in 1998. Data relating to aspects of the 
recent performance of the three developed econo-
mies are given in table II.13.

After a marginal increase in the first quarter of 
1997, economic activity picked up during the second

69



II

Table II.13. Developed countries of the ESCAP region. Major macroeconomic indicators,
1992-1997

(Percentage)

Australia
GDP growth 2.6 3.9 5.4 3.9 3.6 3.1
Inflationb 1.0 1.8 1.9 4.7 2.6 0.6
Consumption/GDP 81.1 81.1 83.6 84.1 84.1 85.3
Investment/GDP 17.2 18.0 17.4 17.0 16.5 17.1
Budget balance/GDPc -4.4 -4.5 -3.4 - 2.1 - 1.2 -0.7
Short-term interest rates 6.5 5.1 5.7 7.7 7.1 6.0
Money supply growth (M2) 7.6 6.0 9.7 8.5 10.6 11.3d

Japan
GDP growth 1.0 0.3 0.6 1.4 3.6 0.8
Inflationb 1.7 1.2 0.7 - 0.1 0.2 1.3
Consumption/GDP 66.4 67.7 69.2 69.9 69.6 70.2
Investment/GDP 30.8 30.0 28.7 28.6 29.8 29.3
Budget balance/GDP 1.5 - 1.6 -2 .3 -3.7 -4.4 -2.7
Short-term interest rates 4.3 2.9 2.3 1.2 0.6 0.7
Money supply growth (M2) - 0.1 2.2 3.1 2.8 2.3 1.5d

New Zealand
GDP growth 0.8 6.3 4.4 2.3 2.1 1.5
Inflationb 1.0 1.4 1.7 3.7 2.3 1.7
Consumption/GDP 75.6 79.7 78.4 82.3 81.5 81.6
Investment/GDP 18.4 16.3 16.4 18.7 18.0 18.7
Budget balance/GDP -4.6 -0.7 2.2 3.7 2.9 1.7
Short-term interest rates 6.7 6.3 6.7 9.0 9.3 7.1
Money supply growth (M2) 4.0 10.6 3.3 4.9 17.6 5.6d

1992 1993 1994 1995 1996 1997a

Sources: United Nations, Department of Economic and Social Affairs, Project LINK World Outlook, various issues; 
International Monetary Fund, International Financial Statistics, vol. L, No. 11 (November 1997), International Financial 
Statistics, vol. LI, No. 1 (January 1998) and World Economic Outlook (October 1997); Organisation for Economic 
Cooperation and Development, OECD Economic Outlook, No. 61 (June 1997); and United Nations, Department of Economic 
and Social Affairs, The World Economy at the Beginning of 1998 (December 1997).

a Estimate.
b Refers to percentage changes in the consumer price index.
c  Data include net advances, primarily privatization receipts and net policy-related lending. 
d First three quarters.

quarter, and indications are that growth has 
continued since then. Manufacturing production 
increased by 2.1 per cent in the second quarter of
1997, led by media products (8 per cent) and 
petroleum, coal and chemical products (5.2 per 
cent). Noticeable increases were also recorded 
in several categories of services; government ad-
ministration, communications, finance, property, and 
business services. Growth in agriculture slowed as 
a result of the drought effects of El Niño. The 
impact of dry weather on pastures prevented the

build-up of animal herds. This, however, kept the 
level of cattle-slaughtering high and led to an 
increase in the production of beef and veal. Live 
cattle exports also remained high.

After recording a steady recovery from 0.3 per 
cent in 1993 to 3.6 per cent in 1996, the growth rate 
of GDP in Japan slumped to 0.8 per cent in 1997. 
Forecasts of growth in 1998 and 1999 are a 
little more optimistic. Early in 1997, the Japanese 
economy showed buoyant growth: quarterly GDP
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grew by 2.4 per cent compared with the first quarter 
of the previous year, propelled by an increase in 
private consumption which rose by 3 per cent in the 
first quarter. However, two major policy changes 
slowed consumer spending in later months: the first 
was an increase in consumption taxes from 3 to 5 
per cent, announced in April 1997, and the second, 
the doubling of user charges for health care as from 
June. Fiscal stringencies also caused public invest-
ment to decline in the first two quarters of the year. 
As a result, GDP contracted in the second quarter 
and the outlook became gloomy for the rest of the 
year. The year ended up with rather disappointing 
GDP growth. The Government responded in De-
cember 1997 by announcing an economic revival 
package to boost the economy.

The index of industrial production, which 
increased by 3.4 per cent in 1995, 2.6 per cent in
1996, and 2.4 per cent in the first quarter of 1997, 
recorded zero growth in the second quarter of 1997. 
Japanese car companies, having rapidly expanded 
their car assembly capacity in South-East Asia, were 
badly hurt by the recent regional financial problems. 
Further, owing to a slowdown in consumer spending, 
the internal demand for cars was reduced. This 
compelled the big car companies to cut down sub-
stantially on their production target for 1997. Owing 
to reduction in public investment, there was a steady 
decline in construction orders in the first and second 
quarters of 1997. Lack of consumer spending also 
affected the home-building market; the number of 
new houses started (housing starts) in the second 
and third quarters of 1997 actually declined com-
pared with similar periods in the previous year.

The GDP growth rate of New Zealand, after 
recovering strongly in 1993 and 1994, slowed since
1995 and was estimated to decline further in 1997 
to 1.5 per cent. Slow demand growth has been 
mainly responsible. Agricultural exports to South-East 
Asia, which have been growing rapidly and becoming 
increasingly important for the New Zealand economy, 
dropped sharply in the fourth quarter of 1997. After 
contracting by 0.4 per cent in the first quarter, GDP 
expanded by 1.4 per cent in the second quarter of
1997. Major contributions to the improvement in the 
second quarter came from manufacturing, transport 
and communications, and the wholesale trade sec-
tors. Substantial growth also came from fabricated 
metal, non-primary food, and forestry products. 
Strong industrial growth had a favourable impact on

wholesale trade, which grew by 3.1 per cent. 
Agricultural production contracted by 2.7 per cent in 
the second quarter of 1997 after five consecutive 
quarters of growth, and this was considered a 
normal production adjustment. However, in later 
quarters, a slackening in export demand constrained 
the expansion of production of milk and meat.

Demand elements

Investment spending in Australia has been 
buoyant in 1997, helped by a pick-up in the growth 
of residential investment, which had stagnated for 
several years. Private-sector real investment spend-
ing in the form of acquiring new assets rose by 14.3 
per cent in the financial year ending in June 1997. 
Spending on buildings and plant expanded strongly, 
by 16.3 and 13.3 per cent respectively. Gross real 
fixed investment in 1997 has been estimated to have 
increased by 6.0 per cent, compared with 5.8 per 
cent in the previous year. Correspondingly, the 
investment-to-GDP ratio increased to 17.1 per cent 
in 1997 from 16.5 per cent in 1996. Real private 
consumption in 1997 is estimated to have grown by
3.0 per cent compared with 3.5 per cent, and public 
consumption by 1.2 per cent compared with 1.6 per 
cent, in the previous year.

Budgetary operations in Australia succeeded in 
reducing the deficits over the years from 4.4 per 
cent of GDP in 1992 to 0.7 per cent in 1997. In the 
budget for fiscal year 1997/98, major changes have 
been proposed in spending and taxation amidst 
strong growth in the economy, and a commitment 
has been made to produce a budget surplus for the 
first time. A number of changes have been pro-
posed in the taxation and expenditure plans to 
encourage savings and investments and rationalize 
certain categories of social spending. In order to 
boost domestic savings, the budget offered a 15 per 
cent rebate on the first $A3,000 of income earned 
from any form of savings, or investment, including 
contributions made to superannuation schemes. 
Under a rearrangement of expenditure on rural as-
sistance, a new quarantine and meat inspection 
scheme, road funding, education assistance to farm 
families, and land care funding, were provided. The 
country’s foreign trade remained strong, with export 
growth of 6.0 per cent in 1997. Import growth was 
lower at 5 per cent, easing the current account 
deficit.
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The economic relapse of Japan in 1997, after 
showing a strong surge in 1996, could be attri-
buted mainly to a slump in domestic demand. De-
mand elements slowed considerably, owing to cost 
increases of some basic necessities (health), 
enhanced rates of consumption taxes and reduced 
public spending. Growth in private consumption has 
been estimated at 1.8 per cent, compared with 2.8 
per cent in 1996. Government consumption and 
private demand for plant and equipment rose by 0.5 
and 4.0 per cent respectively, compared with 2.3 and
6.5 per cent in 1996. Demand for private housing 
and public investment decreased by 8 and 13 per 
cent respectively.

Budgetary operations in fiscal year 1997/98 
aimed to tackle budget deficits which had persisted 
since 1993. While strong 12.6 per cent growth in 
tax revenue was expected, general government 
expenditure was budgeted at 2.4 per cent lower than 
in the previous budget. The potential rise in social 
security expenditure was to be curtailed under a 
plan to reform medical spending. ODA was bud-
geted to increase by 1.6 per cent, the lowest rate of 
growth since the category was created in the 1970s. 
The budget deficit in 1997 was estimated at 2.7 per 
cent of GDP, reduced from 4.4 per cent in the 
previous year. Export demand also slackened 
considerably in 1996 and early 1997, and exports 
declined in 1996 through to early 1997. Exports 
were expected to pick up later on as the yen
depreciated, but the financial crisis in South-East 
Asia caused a setback.

In New Zealand, the budget has been in
surplus since 1994. The surplus, however, has been 
reduced to an estimated 1.7 per cent of GDP in
1997 from 2.9 per cent in 1996. In the 1997/98 
budget, it was proposed to increase social expendi-
ture by $NZ 5 billion over the next three years to
provide a boost to the economy. Spending would be 
directed mainly to health and education, with the 
objective of enhancing people’s income and welfare. 
Key initiatives proposed included free doctors’ visits 
for children under six, shortening of public hospital 
waiting lists, and increased funding in the area of 
health assistance to the indigenous peoples.

The current account balance-of-payments 
deficit reached a high 7.5 per cent of GDP in the 12 
months, ending in June 1997. A small merchandise 
trade surplus was completely outweighed by large 
deficits on account of invisibles: high debt-servicing

costs and profit remittances of foreign-owned 
companies. The New Zealand dollar came under 
pressure and tended to depreciate. Forecasts put 
the current account deficit in 1998 at 5.2 per cent of 
GDP, but the improvement may not materialize since 
a sizeable New Zealand export to East and South- 
East Asia may be adversely affected by the 
economic crisis experienced in the region.

Money supply and prices

Prudent monetary management or inflation tar-
geting have kept inflation at consistently low levels in 
the three developed economies of the region. In 
Australia, the growth of money supply has been kept 
moderate during the 1990s. A low budget deficit 
and relatively stable foreign exchange reserves did 
not create any substantial pressure on the base 
money. Growth in money supply (M2) has been 
estimated at 10.6 per cent in 1996, slightly higher 
than in the previous year. In 1997, higher growth 
was expected owing to a fall in the current account 
deficit as well as successive reductions in interest 
rates and expanded bank credits. The Reserve 
Bank reduced interest rates five times during the 
period mid-1996 to mid-1997, bringing the short-term 
interest rate down from 7.1 per cent in 1996 to 6.0 
per cent in 1997 in order to stimulate economic 
activities which showed some slackening.

Australian inflation during the period 1992-1996 
was between 1 and 3 per cent, except in 1995 when 
the rate rose to 4.7 per cent. A rate of only 0.6 per 
cent inflation was estimated in 1997. The impact of 
lower interest rates on housing costs was one factor 
in a low rise in the consumer price index during the 
year. Other prices, such as for inputs for manu-
factures and manufactured products, have remained 
stable, while the prices of construction materials 
increased very modestly.

In Japan, despite the budget deficits and 
current account surpluses, domestic money supply 
increased at very low rates. The use of “deficit 
financing bonds” to finance current expenditure, and 
net capital outflows kept monetary expansion low. In
1996, money supply, grew by 2.3 per cent. In the 
first three quarters of 1997, the average monetary 
growth rate was 1.5 per cent. Consumer price 
inflation in Japan has been very low throughout the 
1990s. In 1996, inflation was recorded at just 0.2 
per cent, which was estimated to accelerate to 1.3 
per cent in 1997.
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Inflation in New Zealand has been tightly
controlled and never exceeded 4 per cent during

ta detamitse neeb sah 7991 ni noitalfnI .s0991 eht
1.7 per cent. Monetary policy in the country has
been guided strictly by the targeted rate of inflation 
(in the range of 0-3 per cent underlying rate of 
inflation, which excludes the impact of interest 
charges and certain other government charges). 
With the inflation under control, the Bank of New 
Zealand had eased monetary conditions and short-
term interest rates to provide a boost to the slowing 
economy.

Policy responses

In order to increase efficiency as well as 
revenue, the Government of Australia intended to 
carry out large-scale privatization of public assets 
and enterprises. The 1997/98 budget contained a 
plan for $A11.5 billion in asset sales by the Govern-
ment. A major portion of this was expected to 
come from the partial privatization of the state 
telecommunication company and the sale of airports. 
New asset sales were announced for Australian 
multimedia enterprises and defence industries, 
and the federal Government’s court transcription 
services.

Important medium-term trade liberalization 
measures have been taken in accordance with multi-
lateral trade arrangements in the automotive industry. 
The federal Government has decided to freeze the 
tariff on motor vehicle imports at 15 per cent from 
the current 27.5 per cent. However, the tariff 
reduction will be effected during the period 2000- 
2005, when the rate will be cut to 10 per cent. 
Other elements of the Government’s plan included 
replacement of the export facilitation scheme con-
sistent with global trading rules, the creation of an 
Automotive Trade Council to promote export access 
for Australian cars, and a market development fund 
for the automotive industry.

A comprehensive reform of the taxation system 
was on the Government’s agenda. The introduction 
of a general sales tax was being contemplated to 
clamp down on tax evaders. The objectives of the 
tax reform package are to increase employment 
generation, help boost exports, and provide greater 
economic incentives for encouraging risk-taking in 
business ventures.

Japanese medium-term policy priorities include 
several considerations. First, by 2020 the share of 
elderly people (over 65 years) in the total popula-
tion will have increased significantly, as will the 
expenditure on various aspects of social security. 
Second, the financial sector needs strengthening, 
requiring, inter alia, that the Government eliminates 
regulatory barriers, legalizes trading in a broad 
range of financial instruments, and brings down the 
costs entailed in transactions at the country’s stock 
exchanges. On the other hand, the short-term 
policy imperatives are to rejuvenate economic 
growth, reduce government borrowing and stream-
line financial institutions.

The Government is committed to reducing the 
fiscal deficit in 2003/04 to half of its level observed 
in 1996/97. To reduce deficits, budgetary expen-
diture reduction will be given priority over tax 
increases. A 10-year programme for reducing public 
expenditure which began in 1995/96 includes areas 
such as agricultural subsidies, defence expenditure, 
high-speed train line extensions, education pro-
grammes and ODA. Pension and medical insurance 
benefit to elderly people, whose incomes were above 
a certain level, was also one of the areas being 
reviewed for reduction. The first step that the 
Government took towards implementing budgetary 
reform, however, was to increase the consumption 
tax from 3 to 5 per cent in April 1997. The measure 
was intended to contain the budget deficit and 
provide a reliable foundation for revenue generation 
in the future.

Revamping the financial sector of Japan 
continued to be a major policy challenge, which was 
of the utmost importance for the financial stability of 
the whole region. The financial and banking crisis 
that ensued several years ago persisted in 1997, 
despite efforts to resolve it in past years. Although 
many large banks in Japan appeared to have 
stabilized their situation, with the top 20 banks 
writing off some $130 billion in non-performing debts 
over the past couple of years, the problems were not 
over and instability of the financial sector remained a 
serious concern for the Japanese economy. The 
recent bankruptcy and closure of a number of banks 
and security companies have highlighted the 
concern. Further consolidation of financial institu-
tions was needed to resolve the problem of bad 
loans.
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In an attempt to prevent further failures, the 
Government has drawn up a new system under 
which banks will be subjected to greater surveillance 
and will have to be more transparent. Banks will be 
instructed to fully disclose information on their 
assets, operations and capital adequacy ratio. Inter-
national standards for calculating assets by using 
“risk” weights will be applied instead of the current 
practice of using unweighted assets. In addition, an 
allocation of state money amounting to $77 billion in 
the form of central bank loans or government bonds 
was announced towards the end of 1997 in order to 
stabilize the financial sector.

As a short-term measure to boost the 
economy, the Government proposed a new economic 
package in December 1997, under which tax cuts 
equivalent to 0.2 per cent of GDP were proposed. 
The package included a corporate tax cut by 3 per 
cent, and a phasing-out of taxes on securities 
transactions in order to boost stock market liquidity. 
Reform of land and property taxes, aimed at 
boosting the depressed property market, has been

proposed. Additional measures were announced 
later to alleviate tight credit conditions. The Deposit 
Insurance Corporation will be allowed to borrow a 
further 10 trillion yen with a government guarantee.

In order to boost the contribution of the private 
sector to growth, the Government of New Zealand 
announced tax cuts scheduled to be introduced in 
July 1998. The cut will reduce the effective middle 
income tax rate from 24 to 21 per cent. It was 
announced in the budget that the Government would 
consider further sales of state assets under its 
privatization programmes. It was also revealed that 
it would review the capital structure of state-owned 
enterprises to ensure that they function efficiently.

The Government of New Zealand maintained 
its commitment to trade liberalization. Motor vehicle 
tariffs were to be reviewed immediately and to be 
lowered to 15 per cent by 2000. Tariffs for the 
clothing and footwear industries were also to be 
reviewed with the aim of reducing the rate from 30 
to 15 per cent by 2000.
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INTRODUCTION

The external sector of a country plays a key role 
in economic development. It has two major 

interrelated dimensions: real flows of goods and
services and financial flows in the form of official aid 
or loans, remittances, commercial payments and 
other private flows, including FDI, portfolio invest-
ments and debt-related flows. From the perspective 
of the real economy, exports permit economies of 
scale, a degree of specialization according to com-
parative advantage and a level of production that 
cannot be sustained by domestic demand alone. 
Imports alleviate growth-retarding supply shortages, 
especially of goods and services used in production 
and contain increases in the cost of consumer or 
wage goods, raw materials, capital equipment and 
services. Participation in international trade can 
generate positive externalities, particularly by en-
hancing the opportunities for access to knowledge 
and technology that can expand the production 
frontier.

Most developing countries are not in a 
position to finance all their import requirements 
through the export of domestically produced output. 
Moreover, domestic savings are usually not ade-
quate to finance the level of investment required for 
accelerating growth and per capita income. The 
resultant foreign exchange gap, as well as the 
savings-investment gap, has to be met by external 
finance.

However, a large external sector relative to the 
size of a country's economy makes it more vulner-
able to outside shocks, especially when exports are 
not well diversified in terms of composition of 
products and markets. These shocks may be trans-
mitted through different channels. For example, a 
large change in the exchange rates of trading 
partners or competitors may alter the configuration of 
comparative advantage and require major structural 
adjustment. A drastic fall in the prices of major 
export products owing to demand- or supply-related 
factors may cause significant output loss and un-
employment. The sudden cut-off or reversal of

financial flows may jeopardize the soundness of 
government budgets or of intermediating financial 
institutions, including commercial banks.

In the light of the above, a crucial require-
ment for sustained economic development is sound 
management of the external sector. This is influ-
enced by a number of considerations, an important 
one being to provide incentives for sustained export 
growth in order to finance imports required for 
consumption or investment. The maintenance of a 
reasonably stable exchange rate features promi-
nently, with a view to providing a predictable basis 
for external transactions. There are also concerns 
about pre-empting large external shocks or mini-
mizing their negative impact.

Developing countries have historically em-
ployed an array of policy instruments to manage the 
external sector. These include incentives or fiscal 
subsidies for promoting exports, control of imports 
through tariff and non-tariff barriers, incentives and 
performance requirements for FDI, restrictions on 
the entry and operation of foreign financial institu-
tions, exchange control regulations and limitations 
on the inflow and outflow of funds. However, most 
developing countries, including those in the ESCAP 
region, started to liberalize their policy regimes 
affecting trade, investment and financial flows from 
about the mid-1980s. Such liberalization has been 
motivated partly by a more favourable perception of 
the opportunities offered by the rapidly expanding 
globalization process reflected in vastly increased 
cross-border movement of goods, services, finance 
and factors of production.1 To a certain extent, the 
move towards liberalization was enjoined upon 
developing countries by the need for compliance 
with international policy regimes embodied, inter 
alia, in a series of WTO agreements. Subregional 
cooperation arrangements also provided a fillip to 
this process. However, while liberalization increases 
the opportunities for national development through

1 For more details on the trends in globalization, the 
factors shaping those trends and the opportunities and 
challenges arising therefrom, see Survey 1997.
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enhanced access to the various cross-border flows 
noted above, it also increases the risks associated 
with, and the complexities of management of, the 
external sector.

This chapter provides, in the next section, a 
glimpse of recent policy changes affecting external 
sector management in the developing economies of 
the region. This is followed by a brief presentation 
of developments in selected external sector variables 
relating to the current account, the capital account 
and the exchange rate, and an examination of the 
recent crises in the external sector which have en-
gulfed several countries of the region. The chapter 
concludes with a discussion on the lessons learned 
from the crises and policy implications for more 
sound management of the external sector in the 
future.

MAJOR ASPECTS OF RECENT 
POLICY LIBERALIZATION

The liberalization of policy regimes started by 
most developing countries in the ESCAP region in 
the mid-1980s gained considerable momentum 
during the 1990s. Trade liberalization has often 
entailed reduction in tariff rates, narrowing the range 
of dispersion of tariffs and relaxation of quantitative 
controls, licensing requirements or other non-tariff 
barriers to trade. As regards FDI, many countries 
no longer require investment approval, close very 
few sectors to FDI and allow free repatriation of 
profits and capital. Restrictions on the proportion of 
foreign ownership have also been greatly relaxed. 
The liberalization of financial flows has involved 
reforms of both the domestic and the external 
financial markets. The main elements of liberaliza-
tion of the external financial markets have included 
the removal of control of transactions on current 
account, easing of restrictions on capital flows (both 
inward and outward), allowing domestic banks and 
corporate entities to borrow in foreign currencies, 
and permitting foreign investors’ participation in 
domestic financial institutions (including stock ex-
changes). The initiatives taken by individual coun-
tries in these respects were discussed extensively in 
the 1997 issue of the Survey. Some illustrations of 
the depth of the liberalization moves are provided 
below.

Trade liberalization

Most East and South-East Asian economies 
undertook major tariff reforms in the 1980s. In 
Indonesia, more than 95 per cent of tariff items are 
currently free of quantitative restrictions; Malaysia 
has brought down average tariff rates to below 10 
per cent; and in the Republic of Korea the rate has 
been brought down to a still lower level of 8 per 
cent. Thailand has simplified its multiple rate tariff 
structure into three standard rates of 5, 10 and 20 
per cent. In 1997, China announced an import tariff 
reduction from an average of 23 per cent to an 
average of 17 per cent; all import quotas were to 
be phased out according to a timetable. Further 
liberalization moves were on the way within the 
frameworks of WTO, APEC and ASEAN, and also in 
the case of the Republic of Korea as a new OECD 
member.

Most South Asian countries stepped up efforts 
to liberalize their trade regimes in the 1990s. India, 
for example, initiated major changes in its tariff 
structure and the regulatory framework of its foreign 
trade. Through successive moves, the maximum 
import tariff rate was reduced from 150 per cent 
in 1991 to 40 per cent in 1996. There are indi-
cations that India will remove the decades-old 
import ban on a large number of consumer goods 
over the next few years. Pakistan rationalized and 
reduced its maximum import tariff rate from 90 per 
cent in 1991 to 45 per cent in 1997. Similarly, in
1997, Bangladesh reduced its maximum tariff rate to 
45 per cent from a rate of over 100 per cent in
1990.

The Central Asian republics also have carried 
out very significant reform and liberalization of their 
trading systems. In Armenia, the former five-band 
import tariff structure was transformed into a two- 
band structure in December 1995, with rates of zero 
and 10 per cent. In Kazakhstan, by January 1997 
the weighted average rate of import duties had 
fallen to about 12 per cent. In Kyrgyzstan, import 
tariffs are applied on goods from outside the 
Commonwealth of Independent States (CIS) at a 
uniform rate of 10 per cent. Tajikistan has recently 
adopted an import tariff structure with rates ranging 
from zero to 25 per cent.
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Liberalization of investment 
and financial flows

Alongside moves towards trade liberalization, 
countries of the Asian and Pacific region have also 
initiated substantial reforms of policies pertaining to 
investment and financial flows. For example in 
1991, Bangladesh reduced the number of sectors 
restricted for FDI to only four (arms, nuclear energy, 
forestry and railways). Full repatriation of profits, 
dividends and capital is allowed. Foreign investors 
are allowed to participate in the stock exchange.

In China, many activities and sectors have 
been opened up to FDI over the years since 1979. 
The same is true for the opening up of various 
areas and cities. Since March 1993, special classes 
of shares (“B” shares) have been available to foreign 
investors in the stock market. Foreign insurance 
companies are now to be allowed access to insur-
ance business, both life and general, as minority 
partners.

In India, there has been a substantial cutback 
in areas reserved for public undertakings since
1991. Automatic approval for majority foreign 
ownership (up to 51 per cent) is allowed in 35 
sectors and 100 per cent foreign ownership is 
permitted in export-oriented industries. India has 
liberalized its capital market by allowing the opera-
tion of private mutual funds, foreign institutional 
investors and country funds since 1992. However, 
restrictions on short-term capital flows are quite 
stringent. Restrictions exist on both inward and 
outward flows of short-term capital for loans, and 
purchase of bonds and shares. Only foreign institu-
tional investors are allowed to invest in the Indian 
capital markets, with restrictions on the proportion 
of ownership of company shares. Selected compa-
nies considered to be in good financial standing are 
permitted to raise equity in international markets, 
while domestic residents and firms are not permitted 
to buy stocks and bonds in such markets. India has 
lifted some restrictions on external commercial 
borrowing by the corporate sector (private and 
public), including the widening of Euro-issue borrow-
ing to include convertible bonds. Foreign investment 
in Indian securities is also allowed through the issue 
of global depository receipts and foreign currency 
convertible bonds.

In Pakistan, non-residents and foreign inves-
tors are permitted to invest in the share capital of 
companies through the stock exchange by payment 
in foreign exchange. Foreign investors can own up 
to 100 per cent of the equity of a company, and 
remittance of profits and dividends is allowed free of 
exchange controls. Rules governing private sector 
foreign borrowing have been liberalized, particularly 
where no government guarantee is required. Invest-
ments in government securities by non-residents on 
a repatriable basis have been liberalized. Monetary 
authorities have also introduced United States dollar- 
denominated bearer certificates, open to purchase 
against payment in foreign exchange. Foreign- 
controlled companies which export more than 50 
per cent of their output are permitted to use 
unlimited local credit for working capital, while others 
are permitted to borrow up to the value of their 
equity.

In the Republic of Korea, virtually all re-
strictions on direct investment by non-residents were 
lifted, and from 1992 foreign investors were per-
mitted to invest directly in the stock market, albeit 
with restrictions on the total equity holding in any 
one company. At the same time, domestic institu-
tional investors were allowed to invest in foreign 
securities. Capital account liberalization was ac-
celerated in 1995, focusing primarily on the deregu-
lation of outflows. For example, for the first time 
domestic residents were allowed to hold overseas 
deposit accounts.

The policy regimes in South-East Asia are 
generally even more liberal. In all countries, except 
Indonesia, capital account liberalization followed cur-
rent account liberalization. Indonesia, Malaysia and 
Thailand permit banks and businesses to borrow 
offshore in foreign currencies, have opened domestic 
financial institutions and instruments to foreign 
participation, and permit the operation of branches or 
affiliates of foreign institutions in their economies. 
Since 1991, Thailand has permitted 100 per cent 
foreign ownership of firms that exported all of their 
output. In terms of portfolio investment, foreign 
investors are permitted to hold up to 49 per cent of 
the total shares of a listed company. In 1993, 
Bangkok International Banking Facility (BIBF) was 
launched, permitting commercial banks to carry out 
lending and other international and investment 
banking operations.
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Since 1987, Malaysia has permitted non-
residents to wholly own companies that export at 
least 80 per cent of their output and has allowed 
foreign firms to issue corporate bonds in the domes-
tic securities market since 1989. Portfolio invest-
ment by foreign investors is limited to 30 per cent of 
the listed shares of any one company. From the 
late 1980s, the operation of foreign securities 
companies has been permitted and investment trust 
funds have been established to promote foreign 
participation in the local stock market. The country 
set up an international offshore financial centre in 
1990.

Indonesia abolished most remaining restrictions 
on foreign equity ownership in the early 1990s to 
allow 100 per cent ownership in most industries. 
Foreign investor participation in the domestic stock 
market was limited to 49 per cent of the total shares 
of a company, but that restriction has been lifted 
recently. Non-residents have been permitted to 
establish joint-venture securities firms with residents, 
foreign banks are permitted to establish joint 
ventures with domestic banks, and the ceiling on 
foreign commercial borrowing by banks was removed 
in a series of reforms in the late 1980s. Since
1992, domestic firms have been permitted to list up 
to 30 per cent of their equity on foreign stock 
exchanges.

Greater openness to trade and investment and 
domestic financial reforms have, in almost all cases, 
been accompanied by payments liberalization. While 
most economies in the region have moved to 
currency convertibility on current account trans-
actions in the 1990s, most South-East Asian 
economies have adopted full convertibility on both 
the current and capital accounts of the balance of 
payments. Thus, in those economies, currencies are 
fully convertible for capital account transactions such 
as direct investment, international loans and securi-
ties trading as well as for short-term banking and 
credit purposes.

The Central Asian economies have also 
implemented measures to liberalize their external 
transactions substantially. Some of these economies 
have already achieved full convertibility of their 
national currencies for current account transac-
tions. Armenia accepted the conditions of article 
VIII of the Articles of Agreement of IMF in 1997, 
Kazakhstan in July 1996 and Kyrgyzstan even

earlier, in 1995. The exchange rates are mostly 
determined by a managed float. As for transactions 
on capital accounts, the Central Asian economies 
naturally focused on measures to liberalize the in-
flows of foreign capital, particularly in the form of 
FDI. All the countries provide incentives to potential 
foreign investors, giving them special treatment in 
terms of tax holidays, profit tax reductions, import 
duties concessions etc. At the same time, guaran-
tees for free repatriation of profits and eventually of
the capital stock originally invested are provided. 
Restrictions concerning the access of foreign 
investors to various sectors have been greatly 
eased. The strict controls over the residents’ 
transactions on capital account, in particular on
capital outflows, however, have been maintained.

Most Pacific island countries have very open 
economies, as necessitated by their small size, and 
have been liberalizing their economies even further. 
Papua New Guinea, for instance, has been gradually 
phasing out its list of activities in which FDI is
restricted. Several Pacific island countries have set 
up offshore financial centres.

The above moves have accelerated the inte-
gration of the economies of the region into the 
global trade and financial markets. This has been 
particularly noticeable for the larger economies, 
which have attracted the interest of foreign investors, 
including portfolio investors.

BALANCE-OF-PAYMENTS TRENDS 

The current account

The balance-of-payments outcome of a country 
is determined by a host of factors. These comprise 
structural features, resource endowments (including 
human resources), developments in the global 
economy as well as policies with respect to trade, 
investment and financial flows. Data on recent 
trends in the balance of payments are presented in 
table III.1. An examination of the data reveals the 
following highlights:

(a) The current account balance in most 
countries is dominated by the trade 
balance. In other words, a negative trade
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Table III.1. Trade and current account balances of selected economies in the ESCAP region, 
1990-1997

(Percentage of GDP)

Trade balance Current account balance

1990-1992 1993-1995 1996 1997a 1990-1992 1993-1995 1996 1997a

East Asia
China 2.0 0.7 2.4 2.1 2.7 -0.2 0.9
Republic of Korea -1 .3 -0.4 -3.3 -1.6 -1.6 -0.8 -5.0 -3.2
Taiwan Province of China 7.9 5.1 6.4 5.9 5.9 2.7 3.0 3.7

South-East Asia
Indonesia 5.0 4.2 2.7 3.9 -2.9 -2.2 -3.5 -3.4
Lao People’s Democratic

Republic -10.2 -12.8 -11.1 -14.7
Malaysia 4.1 2.3 4.0 5.6 -4.8 -6.5 -4.9
Philippines -8.7 -11.8 -13.6 -15.8 -3.7 -4.2 -4.7
Singapore -2.7 -0.5 2.4 -2.4 10.1 13.6 14.1 12.8
Thailand -5.9 -3.6 -5.2 -6.5 -7.2 -6 .3 -8 .0 -5.1

South Asia
Bangladesh -6.5 -6.1 -7.4 -6.4 -0.3 -0.2 -4.1
India -1 .4 -1.4 -1.7 -1.8 -1.9 -1.0 -1.4
Iran (Islamic Republic of) -0 .3 4.1 -0.6 0.7
Nepal -13.7 -19.2 -25.2 -8.2 -8.1 -7.5
Pakistan -6.1 -5.1 -6.9 -7.2 -3.9 -5.4 -7.9
Sri Lanka -7.6 -8.3 -5.7 -6.5 -0.1 -0.1 -0.1
Turkey -6.5 -8.2 -7.2 -0.8 -1 .3 -1.1

Pacific islands
Fiji -13.7 -13.6 -8.2 -5.1 -6 .6 0.5
Papua New Guinea 6.3 29.3 19.0 19.8 -1.4 13.2 5.9
Samoa -64.7 -54.3 -46.1 -21.9 -7.6 7.0
Vanuatu -0.3 -0.2 -6.2 -8.1

Sources: International Monetary Fund, Tape No. 92165F and International Financial Statistics, vol. L, No. 12 
(Washington DC, December 1997); United Nations, The World Economy at the Beginning of 1998 (December 1997); The 
Economist Intelligence Unit, Country Report, 3rd and 4th quarters 1997, various reports; The Economist, various issues; 
and national sources.

a Based on 1997 GDP estimates. Trade and current account data cover the latest 12 months (annualized figures) to 
June 1997; except Singapore, until September 1997.

balance is also associated with a negative 
current account balance. Some major 
exceptions to this general picture are 
Indonesia and Malaysia, both of which 
show a surplus on the trade account, but 
have a deficit in the current account.

(b) In consequence of the above, the di-
rection of change in the current account 
balance follows that of the trade balance; 
a deterioration in the trade balance is 
accompanied by a deterioration in the 
current account balance.

(c) Comparing data for the early 1990s (1990- 
1992) with the first two years of the second 
half of the 1990s (1996 and 1997), it is 
evident that in most cases there was a 
deterioration in both the trade balance and 
the current account balance. In fact, the 
deficit in the current account widened. In 
the case of China, there was an improve-
ment in the positive trade balance, but the 
current account balance declined though it 
remained positive. In Nepal, the trade deficit 
worsened dramatically, with no pronounced 
impact on the current account balance.
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Table III.2. Changes in the dollar value of exports in selected economies in the ESCAP region

(Annual change in percentage)

1993-1995 1994 1995 1996 1997a

East and North-East Asia
China 21.0 33.1 22.9 1.6 26.4
Hong Kong, China 13.3 11.9 14.8 4.0 3.1
Macau 4.3 4.0 8.1 0.3 13.6
Mongolia 9.7 -15.0 46.0 - 10.6 - 21.0
Republic of Korea 18.1 16.8 30.3 4.2 0.3
Taiwan Province of China 11.3 9.4 20.0 3.8 3.7

South-East Asia
Brunei Darussalam —1.4b 4.5
Cambodia 51.5 73.1 74.5 -24.7
Indonesia 10.2 8.8 13.4 9.7 8.9
Lao People’s Democratic Republic 40.6 24.5 16.0 -7.2
Malaysia 21.9 24.7 25.5 6.2 3.2
Myanmar 17.7 35.2 7.4 -18.8 0.0
Philippines 21.7 20.0 31.6 16.7 24.0
Singapore 23.2 30.8 22.1 5.7 0.4
Thailand 20.1 22.4 24.2 - 1.2 2.3
Viet Nam 28.6 35.8 34.4 24.9

South and South-West Asia
Bangladesh 14.9 16.8 19.2 3.9 15.6
Bhutan 18.2 1.5 56.1 -27.2
India 16.1 16.0 22.5 7.9 -0 .4
Iran (Islamic Republic of) - 0.6 - 8.1 9.9
Maldives 9.2 31.4 8.7 18.0 0.0
Nepal - 2.2 -6 .4 -4.1 10.3 1.0
Pakistan 3.3 10.1 8.5 16.6 -17.6
Sri Lanka 15.6 12.6 18.4 7.8 15.0
Turkey 13.9 18.0 19.5 6.7 6.0

Sources: ESCAP secretariat calculations, based on United Nations, Monthly Bulletin of Statistics, vol. LI, No. 9, 
September 1997; Asian Development Bank, Key Indicators of Developing Asian and Pacific Countries 1997, vol. XXVIII 
(Oxford University Press, 1997); and national sources.

a Figures refer to the first half of 1997, annualized growth rate. 
b 1993-1994.

The deteriorating trend in trade and current 
account balances emerged in the wake of the fast 
pace of growth of exports experienced by many 
countries in the region from about the mid-1980s to 
the mid-1990s. Exports from most of the countries 
in East and South-East Asia grew much faster than 
their high rates of GDP growth. In consequence, 
there was an appreciable increase in the ratio of 
exports to GDP in China, Malaysia, the Philippines 
and Thailand, while the newly industrializing eco-
nomies generally maintained their already high 
ratios.2 In South Asia also, there was a significant

2 See Survey 1997, table III.4.

increase in the ratio in most countries, albeit
against the backdrop of slower GDP growth than in 
East and South-East Asia.

The deterioration in the current account 
balance was caused mainly by the slowdown in 
export growth, which was particularly sharp in 1996 
(see table III.2) and persisted in many cases
through 1997. A slackening in export demand, 
particularly for some major exports from the region, 
such as electronic goods, was partly responsible 
for the sharp export slowdown in 1996. To some 
extent, it reflected the deceleration in global trade,
as noted in chapter I. An important reason, how-
ever, was gradual erosion of the competitiveness of 
the region’s export industries, as a result of rising
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domestic costs, especially wage costs. There was 
also a tendency for the real exchange rates to 
appreciate (see figure III. 1), as the nominal ex-
change rates with the United States dollar were 
held stable while domestic inflation rates tended to 
exceed the United States rate. The realignments of

currencies of the other countries also had an effect 
on the appreciation of real effective exchange rates. 
At the same time, new competitors emerged both 
within and outside the region to encroach upon the 
markets for the labour-intensive products of some of 
the countries.

Figure III.1. Selected South-East and East Asian countries. Index of real effective exchange 
rates, 1991-1996

Source: United Nations, The World Economy at the Beginning of 1998 (December 1997).

The capital account

The rising current account deficit noted in the 
previous section naturally had to be financed by 
capital inflows. As regards the composition of such 
inflows, official flows are more important in most 
countries of South Asia, the Pacific and Central Asia 
(see b o x  I II .1 for some signs of changes in the

patterns of capital inflows to Central Asian re-
publics), whereas private flows are the dominant 
component in most countries of East and South- 
East Asia. In these countries, FDI has been and 
remains an important component of total capital in-
flows. However, portfolio investments and the credit 
component, including banking flows, clearly showed 
rising trends, with China as a major exception. 
Both portfolio investments and other capital inflows
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Box III.1. Emerging changes in capital inflows in the Central 
Asian republics

In common with many other developing countries, 
all Central Asian countries have sizeable current account 
deficits. In 1996, Turkmenistan recorded the lowest 
current account deficit of 0.7 per cent of GDP, followed 
by Kazakhstan (3.8 per cent), Uzbekistan (7.9 per cent), 
Tajikistan (10.9 per cent), Azerbaijan (23.6 per cent, 
Kyrgyzstan (23.7 per cent) and Armenia (26.6 per cent). 
Most of these countries with high or recently increasing 
current account deficits rely mainly on official flows 
from international financial institutions and bilateral do-
nors for financing their deficits. In the case of Armenia, 
humanitarian aid, though recently declining, has been 
an additional item to cover the large current account 
deficit.

However, there are some signs of changes in 
the patterns of capital inflows. The liberalization of FDI 
policy regimes in combination with macroeconomic 
stabilization and establishment of the basic institutional 
infrastructure for functioning market economies has led to 
a noticeable increase in FDI inflows. In particular, 
countries rich in natural resources (especially oil and 
gas) attracted sizeable FDI (see table).

Some countries seem to be gaining access to 
borrowings from foreign banks at commercial terms. 
For instance, Uzbekistan resorted in 1996/97 to exten-
sive short-term borrowing at relatively high cost (400

Central Asian economies: foreign direct 
investment inflows

(Millions of US dollars)

1994 1995 1996
(revised)

Armenia 3 19 22
Azerbaijan 22 284 661
Kazakhstan 635 859 1 100

Kyrgyzstan 45 61 31
Tajikistan 12 13 13
Turkmenistan 103 233 129
Uzbekistan 73 -24 50

Source: European Bank for Reconstruction and 
Development, Transition Report 1997 (London, 1997), 
p. 126.

basis points over LIBOR) to deal with the balance-of- 
payments strain.a

More recently, a new phenomenon in sources of 
external financing appeared. Kazakhstan was the first 
country among the Central Asian republics gaining ac-
cess to the international bond markets by successfully 
issuing $200 million of three-year Eurobonds in Decem-
ber 1996, and $350 million of five-year Eurobonds in 
October 1997.

With regard to portfolio investment inflows through 
the stock and security market, these so far have been 
insignificant in the Central Asian republics. The stock 
and security markets are mostly in the embryonic stage. 
However, in Armenia, Kazakhstan, Kyrgyzstan and 
Uzbekistan, capital markets have already started operat-
ing, though so far they have been extremely thin. In 
Armenia, for example, trading has been limited to treas-
ury bills. However, in Kazakhstan, a large volume of 
“blue chips” companies’ shares may be put on sale in 
the Kazakhstan Stock Exchange early in 1998, with a 
total value estimated at $2.8 billion.

As the inflow of private, short-term capital in-
creases, there will be additional demands on the regula-
tory and supervisory functions of the public institutions 
responsible for managing financial and capital markets. 
The capacity of these institutions to deal with the poten-
tial volatility inherent in short-term flows needs to be 
substantially strengthened.

Another point requiring the attention of the policy 
makers is that the current account deficits in the Central 
Asian republics are partly caused by persistent 
budgetary deficits. Therefore, there is a need to develop 
a careful mix of policies which would bring down 
fiscal deficits. In particular, revenue collection requires 
improvement through both new tax measures and 
strengthening of the administrative machinery. At the 
same time, more vigorous efforts are needed to enhance 
the sustainability of current account deficits by raising 
the share of FDI in total capital flows and to reduce the 
size of such deficit by increasing domestic savings rates 
and stimulating investment in export-oriented segments 
of the economies.

a The Economist Intelligence Unit, Country Report: 
Uzbekistan, 4th quarter 1997.
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rose significantly in Indonesia, Malaysia, the Philip-
pines, the Republic of Korea and Thailand. In the 
Republic of Korea, net portfolio flows, for example, 
rose from an average of 2 per cent of GDP in 
1990-1992 to 2.8 per cent in 1995-1996. During 
the same periods, they rose from -0.1 per cent to
2.3 per cent in Indonesia, from 0.1 to 2.6 per cent 
(1995) in Malaysia, and from 0.2 to 2.2 per cent in 
Thailand. Similarly, in the Republic of Korea, bank-
ing and other inflows rose from 1.4 per cent of GDP 
in 1990-1992 to 2.6 per cent in 1995-1996. In 
Indonesia, this component of capital flows recorded 
a significant increase between 1993 and 1995, 
reaching 1.2 per cent of GDP in 1995. In Malaysia, 
the Philippines and Thailand, non-FDI private inflows 
as a proportion of GDP kept rising, reaching the 
average level of 9 per cent of GDP in Thailand in
1995-1996. In Malaysia and the Philippines, they 
remained at around an average of 5 per cent of 
GDP during the period 1993-1995. While portfolio 
investments remained insignificant in other countries 
of the region, with the possible exception of India 
and Turkey, the banking and other credit flows rose 
significantly in many of the economies.

The substantial capital inflows took place not 
merely to finance the deficits in the current accounts 
of the balance of payments, but often also as a 
result of transnational corporations shifting production

to less costly locations and investors seeking profit 
opportunities in capital markets, which were seen to 
be expanding very fast and entry to which was 
recently made easier. At the same time, a very 
significant structural change was taking place in the 
international financial markets. The rapid institu-
tionalization of savings in the developed countries 
led to huge accumulations of resources in pension 
and mutual funds. The growing institutionalization of 
savings and the participation of institutional investors 
in international markets boosted the purchase of 
emerging market securities as a means to diversify 
their portfolios.

At the same time, many countries in the re-
gion, particularly those in East and South-East Asia, 
pursued a policy of relatively high interest rates in 
order to maintain a stable exchange rate. The 
prevailing differential between the relatively high 
domestic interest rates and international interest 
rates, in combination with the liberalization of policies 
noted earlier, was a further lure for capital inflows, 
while stable exchange rates minimized currency 
risks. The volume of total inflows often well ex-
ceeded current account financing needs and added 
to official reserves. The rising level of reserves, 
despite the deteriorating trend in the current account 
deficit, was particularly noticeable in the economies 
of East and South-East Asia (see table III.3).

Table III.3. International reserves for selected economies in the ESCAP region, 1990-1997

(Billions of US dollars as of end year)

1990 1991 1992 1993 1994 1995 1996 Mid-1997

East Asia
China 29.6 43.7 20.6 22.4 52.9 75.4 107.0 122.8
Republic of Korea 14.8 13.7 17.1 20.2 25.6 32.7 34.0 34.1
Taiwan Province of China 72.4 82.4 82.3 83.6 92.5 90.3 88.0 90.0

South-East Asia
Indonesia 7.5 9.3 10.4 11.3 12.1 13.7 18.3 20.3
Malaysia 9.8 10.9 17.2 27.2 25.4 23.8 27.0 26.6
Philippines 0.9 3.2 4.4 4.7 6.0 6.4 10.0 9.8
Singapore 27.7 34.1 39.9 48.4 58.2 68.7 76.8 80.7
Thailand 13.3 17.5 20.4 24.5 29.3 36.0 37.7 31.4

South Asia
Bangladesh 0.6 1.3 1.8 2.4 3.1 2.3 1.8 1.7
India 1.5 3.6 5.8 10.2 19.7 17.9 20.2 25.7
Pakistan 0.3 0.5 0.9 1.2 2.9 1.7 0.5 1.2
Sri Lanka 0.4 0.7 0.9 1.6 2.0 2.1 2.0 1.8

Source: International Monetary Fund, International Financial Statistics, vol. L, No. 12 (Washington DC, December 1997).
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THE CRISIS IN EAST AND 
SOUTH-EAST ASIA 

The manifestations and 
the evolution

The second half of 1997 saw the emergence 
of a severe economic crisis in a number of East and 
South-East Asian countries. Over a short period of 
time, some of the fastest growing economies came 
to a grinding halt. The most visible manifestations of 
the crisis are to be found in the drastic depreciation 
of exchange rates and dramatic fall in stock market 
indices. The depth of the crisis can be gauged from 
the data in table III.4.

The process of evolution of the crisis is best 
illustrated by the case of Thailand. In illustrating this 
process, it is useful to describe briefly the policy 
context in which the country suffered its worst crisis 
in many years. Following major devaluation of the 
exchange rate in 1984, the country had consistently 
maintained a stable exchange rate policy. In fact, 
there was a slight appreciation in the nominal 
exchange rate. In June 1997, the rate was 25.3 
baht to the dollar, compared with about 27 baht to 
the dollar in June 1985.

The economic boom experienced by the 
country over a long stretch of time emboldened it 
to implement far-reaching liberalization measures. 
Import duties were progressively reduced to a level 
of less than 20 per cent by the end of 1996, 
compared with over 30 per cent in 1994. In 1990,

the country accepted obligations under article VIII of 
the Articles of Agreement of IMF under which it had 
to lift exchange controls on most current account 
transactions.

A series of measures affecting both current 
and capital account transactions were implemented 
under three rounds of liberalization of foreign ex-
change controls. The first round, in May 1990, 
allowed commercial banks to authorize foreign ex-
change transactions for trade-related activities 
without prior approval of the central bank, the Bank 
of Thailand, and increased the limit on foreign ex-
change purchase by domestic residents to facilitate 
transfers and travelling expenses. Commercial 
banks were also allowed to remit funds for debt 
repayments, sale of stock, or liquidation of business 
within certain limits.

The second round, in April 1991, allowed Thai 
residents to open foreign currency accounts provided 
the funds originated from abroad. Exporters were 
allowed to accept payments in baht from non-
resident baht accounts, without prior approval from 
the Bank of Thailand, and use their export proceeds 
that originated abroad to service their external 
obligations without having to surrender them.

The third round, in February 1994, raised the 
limit on outward transfer for direct investment by 
residents, increased the limit of bank notes to be 
taken to countries bordering Thailand (including Viet 
Nam), abolished the limit on travelling expenses and 
allowed residents to use foreign exchange proceeds 
originating abroad to service their external payments. 
Certain outbound investments, however, such as

Table III.4. Selected East and South-East Asian economies. Exchange rates and stock 
market indices

Exchange ratea Stock market index

25 June 1997 30 December 1997 30 December 1996 30 December 1997

Indonesia 2 432 5 570 637 401
Malaysia 2.52 3.89 1 238 589
Philippines 26.4 40.5 3 171 1 869
Republic of Korea 888 1 635 651 376
Thailand 25.3 47.0 832 366

Source: The Economist, various issues. 

a Units of domestic currency per unit of US dollar.
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capital account transactions by Thai residents for 
outward portfolio and property investments, and out-
ward FDI in excess of $10 million per investor a 
year, continued to require approval from the autho-
rities.

The establishment of BIBF in 1993 was seen 
as one of the key steps in developing Thailand as a 
regional financial centre. The Facility was designed 
to help enhance the capability of Thai financial 
institutions in international lending and other bank-
ing businesses and to provide a channel for 
cheaper borrowing of foreign funds. The operations 
allowed in the Facility include deposit taking or 
borrowing in foreign currencies from abroad, lending 
in foreign currencies in Thailand and abroad, non-
baht, cross-currency foreign exchange transactions, 
and investment banking activities such as arranging 
loan syndications and providing advisory services. 
By allowing out-in credits, the Facility distinguished 
itself from offshore financial centres in other 
countries, which usually attempt to reap the benefits 
of the offshore business without exposing the 
domestic economy to the direct impact of foreign 
capital flows through these centres. A number of 
tax privileges were offered as incentives for the 
expansion of the Facility’s operations. At the end of
1993, 35 banks had started BIBF operations; By 
the end of 1995, there were 43 BIBF offices operat-
ing in Thailand.

Interest rate liberalization was started in 1989, 
with the lifting of the ceiling on time deposits having 
maturity of over one year. In 1992, all remaining 
ceilings on time deposits, savings deposits and loans 
for both commercial banks and finance companies 
were lifted. In the early 1990s, widening of the 
business scope of the different types of financial 
institutions was allowed. A process was also initiated 
to grant licences for the establishment of new banks 
and other financial institutions, both local and foreign.

Against the above policy scenario and the 
deterioration in certain key economic indicators, the 
Thai currency, the baht, came under speculative 
attack in February and May 1997. Initially, official 
foreign reserves were sold to defend the currency. 
In the process, the reserves fell from about $39 
billion in January 1997 to $32 billion in June 1997. 
In addition, the Bank of Thailand sold over $23 
billion of the reserves on the forward market. This 
rapid depletion of reserves forced the Bank to

announce a float of the baht on 2 July 1997. 
Market sentiment quickly deteriorated and triggered 
speculation and selling pressure on the other 
regional currencies as well, leading to an unpre-
cedented decline in exchange rates by the end of
1997.

In parallel, the weakness of the financial sector 
became starkly manifest. A case in point was the 
Bangkok Bank of Commerce Ltd., the control of 
which was taken over by the Ministry of Finance in
May 1996 after it reached the brink of insolvency
owing to high levels of substandard debt and in-
adequate provisions for capital as well as loan loss. 
This was followed by the collapse in the early 1997 
of Finance One Public Co. Ltd., one of the largest 
finance companies in the country. As confidence in 
the financial system waned, borrowers faced increas-
ing difficulties in rolling over short-term debt, out-
flows from finance companies as well as commercial 
banks intensified and selling pressure on the stock
exchange increased. Developments in the stock
market and in the currency market fed upon each 
other, and the ensuing liquidity crunch caused 
severe setbacks for the real economy through 
reduced access to credit for working capital, trade 
transactions and real estate purchases.

The broad contours of the process were similar 
for the other countries which fell victim to the 
regional crisis. There were, however, some differ-
ences in the economic conditions, policy details and 
institutional structures of individual economies. 
These will be indicated in the subsequent analysis, 
as appropriate.

Towards a diagnosis

A number of factors combined to give rise to 
the crisis. Some of the important ones that can be 
identified with the benefit of hindsight are discussed 
below.

The rising current account deficit

One of the causes that triggered the crisis was 
the deterioration in the current account of the ba-
lance of payments in all the affected countries. The 
magnitudes of the deficit differed, ranging from 3.5 
per cent of GDP in Indonesia to 8 per cent in
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Thailand by the end of 1996. But what was 
common was that the deficit increased in all cases 
in recent years, albeit at varying rates. The most 
rapid deterioration took place in the Republic of 
Korea, where the deficit averaged less than 1 per 
cent during the period 1993-1995, but reached 5 per 
cent in 1996.

It should be noted that the impact of a current 
account deficit on market sentiment does not de-
pend solely on its size. One important determinant 
is the perception of the causes leading to the 
deficit. There was some concern that the slowdown 
in export growth in 1996 reflected a structural 
problem and was not merely cyclical, and that early 
recovery might not be feasible.

The impact is partially determined by the ex-
change rate regime within which the deficit occurs 
(exchange rate policy is discussed in greater detail 
later). Under a flexible exchange rate system, for 
example, market operators can expect a correction 
of the deficit through adjustments in the exchange 
rate. No such expectation arises when the policy 
stance reflects a commitment to maintain a highly 
stable exchange rate, as was the case in the 
affected countries.

The method of financing the deficit also 
matters. Generally speaking, the greater the im-
portance of private sources in financing and the 
greater the share of short-term debt in financing, 
the more unfavourable is the perception of the

sustainability of the deficit (the underlying reasons 
are outlined in chapter I). The rising importance of 
the portfolio investment and credit components in 
the capital inflows of East and South-East Asian 
countries has already been noted. These gave rise 
to a rapid build-up of the stock of foreign debt 
(see table III.5), a large part of which was not 
hedged against currency risks. Between 1992 and
1996, the increases were about threefold in the 
case of Malaysia, the Republic of Korea and 
Thailand, and about twofold in the case of Indo-
nesia and the Philippines. It should also be noted 
that a high proportion of the stock of private debt 
was of a short-term nature. In 1996, this ranged 
from 50 per cent in Malaysia to 67.5 per cent in the 
Republic of Korea. A high proportion of short-term 
debt contains the risk of a sudden reversal and 
crisis owing to adverse expectations with respect to 
either the exchange rate or the health of the finan-
cial sector, or both.

Mention should also be made of the relevance 
of the utilization of capital inflows which financed the 
deficit. The sustainability of the deficit becomes 
questionable when foreign resources are used for 
the purpose of consumption or for investments which 
yield low returns, or investment in non-tradables 
such as land, buildings and infrastructure which 
generate returns in local currency, but repayment 
has to be made in foreign currency. To some extent, 
these also happened over the last few years in the 
countries which came under attack.

Table III.5. Stock of debt to foreign private creditors in selected economies in the 
ESCAP region, 1992-1997

Total (billions of US dollars) Short term (percentage of total)a

1992 1993 1994 1995 1996 Mid-1997 1992 1993 1994 1995 1996 Mid-1997

Indonesia 28.4 30.5 34.2 44.5 55.5 58.7 60.5 61.7 61.8 61.9 61.7 59.0
Malaysia 8.5 13.0 13.5 16.8 22.2 28.8 48.1 56.8 48.8 47.2 50.3 56.4
Philippines 6.9 5.8 6.5 8.3 13.3 14.1 45.7 40.8 47.4 48.8 58.2 58.8
Republic of Korea 38.7 41.2 56.5 77.5 100.0 103.4 71.4 70.8 71.1 70.0 67.5 67.9
Thailand 23.0 29.6 43.4 62.8 70.1 69.4 69.0 72.1 71.0 69.4 65.2 65.7

Source: Bank for International Settlements, The Maturity, Sectoral and Nationality Distribution of International Bank 
Lending, various issues.

a Up to and including one year maturity.
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Dealing with capital inflows

The rising current account deficit noted above 
has its mirror image in a surge in capital inflows. 
The sustainability of such inflows is partly deter-
mined by the ability of the recipient countries to deal 
with the potentially adverse impact of such flows. 
Other things remaining the same, capital inflow puts 
pressure on the currency to appreciate. If apprecia-
tion of the nominal exchange rate is resisted and the 
inflows cannot be successfully sterilized, there would 
be an inflationary impact on the domestic economy 
leading to an appreciation of the real exchange rate. 
That, in turn, could hurt exports and the resultant 
negative perception of economic fundamentals could 
cause capital outflows and a crisis. It will be 
recalled from chapter II that most East and South- 
East Asian countries have an outstanding record in 
maintaining low inflation rates. Nevertheless, most 
of these countries experienced some appreciation in 
real effective exchange rates.

Fiscal policy

One policy response to deal with capital in-
flows could be to pursue a contractionary fiscal 
policy so as to reduce the potentially inflationary 
impact. However, there are inherent limits to the 
use of fiscal policy as an instrument for dealing with 
capital inflows. Government tax and expenditure 
policies are determined primarily by medium- or 
long-term development considerations, rather than 
short-term fluctuations in capital flows. The coun-
tries experiencing large capital inflows, particularly 
from private sources, typically have a more liberal 
policy regime governing the operations of financial 
sector institutions which are allowed to set their 
own credit policies. It has often been the expe-
rience that consumer credit is made readily available 
by financial institutions during the periods of heavy 
capital inflows. This factor may also constrain the 
effectiveness of fiscal policy in curtailing aggregate 
demand.

The affected countries of the region cannot 
be considered to have pursued profligate fiscal 
policies. In fact, all of them have had a budgetary 
surplus in recent years (see chapter II). However, 
it is noteworthy that in 1996 the surplus declined in 
Malaysia, the Philippines, the Republic of Korea

and Thailand, and in Indonesia the surplus in-
creased from 0.4 per cent of GDP in 1995 to 0.8 
per cent of GDP. The implication is that fiscal 
policy was not used for dealing with capital inflows. 
In fact, it is most likely that the deterioration in the 
fiscal balance in the majority of the affected 
countries was one of the factors that contributed to 
adverse market sentiment and the crisis expe-
rienced in 1997.

M onetary policy: sterilization

Sterilization policy, implemented by monetary 
authorities, aims at insulating the domestic economy 
from the effects of capital inflows. This is sought to 
be achieved by targeting two macroeconomic 
variables simultaneously: the prevention of nominal 
exchange rate appreciation and reduction of the 
domestic money supply. This sort of intervention 
has been the most common policy response in 
countries facing sharp increases in private capital 
flows in the region. In order to avoid the ex-
change rate appreciation induced by capital inflows, 
monetary authorities often resorted to intervention in 
the foreign exchange market by selling local currency 
for foreign exchange.

The instruments used to sterilize the pos-
sible adverse consequences on money supply 
growth consequent upon increases in foreign re-
serves have varied across countries at different 
points of time, but have mostly involved open 
market operations, increases in reserve require-
ments and shifts of government deposits and funds 
from the banking system to the central bank. The 
intensity of sterilization operations has varied across 
countries.

In most of the countries with an open capital 
account regime, sterilization has not been an effec-
tive tool of monetary control. Domestic credit expan-
sion has remained high. The increases in interest 
rates induced by sterilization operations have at-
tracted further foreign capital inflow. This underlines 
a fundamental contradiction in financially open 
economies, where attempting to control both the 
exchange rate and the inflation rate proves a futile 
and costly exercise in the medium term. Indeed, the 
experience of most of the economies indicates that 
short-term interest rates rose as sterilization efforts
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progressed, whereas in the absence of sterilization, 
domestic interest rates would be expected to decline 
with the inflow of foreign capital. Even with the
easing or cessation of sterilization, interest rate 
spreads have tended to remain high, attracting 
further inflows of short-term capital. Under a less 
liberal capital account regime, even if open market 
operations were to result in a high interest rate 
regime, domestic borrowers would be constrained 
from accessing funds overseas.

Sterilization results in significant fiscal or 
quasi-fiscal costs. The central banks may incur 
sizeable quasi-fiscal costs by exchanging higher- 
yielding domestic financial assets for low-yielding 
foreign ones, and the fiscal burden of the govern-
ments is increased as high interest-bearing govern-
ment bonds are issued. There are also other costs 
for the economy. Huge interest payments on sterili-
zation bonds can add to inflationary pressure.3 The 
increase in short-term interest rates as a result of 
sterilization can discourage long-term investment 
demand as the cost of capital rises, while returns 
on less risky assets such as government paper 
become more attractive. Sterilization, therefore, may 
have the unintended effect of changing the composi-
tion of capital flows away from long-term to short-
term.

The unintended effects of sterilization may take 
other forms and be magnified when the financial 
sector is weak. With rising interest rates, financial 
institutions tend to become less stringent in evaluat-
ing credit risks and expand short-term operations 
without careful assessment of trade-offs between 
risks and returns. Their institutional capacity may 
thus become overstretched and they may quickly run 
into serious problems with non-performing loans. 
With inadequate loan-loss provisions or capital re-
serves, public confidence in financial institutions may 
weaken, leading to large withdrawals and a precipi-
tous crisis. Thus, sterilization can be essentially

3 Interest payment on monetary sterilization bonds 
appears to have had a significant influence on inflation in 
the Republic of Korea between 1990 and 1995. See Y.C. 
Park and C.-Y. Song, “Managing foreign capital flows: the 
experiences of the Republic of Korea, Thailand, Malaysia 
and Indonesia” , in UNCTAD, International Monetary and 
Financial Issues for the 1990s, vol. VIII (United Nations 
publication, Sales No. E.97.II.D.5), pp. 87-126.

successful as a short-term measure to absorb ex-
cess liquidity resulting from an increase in foreign 
reserves, but over the longer term it can prove 
expensive and increasingly less effective.

The exchange rate policy

Another policy response to capital inflows 
would be allowing greater flexibility in exchange 
rates. This would imply appreciation in nominal 
exchange rates during periods of large inflows and 
depreciation during periods of outflows. The under-
lying rationale is that the flexibility in exchange rates 
would introduce some uncertainties that might 
discourage purely speculative and highly reversible 
inflows. It also allows the monetary authorities a 
greater degree of independence in exercising control 
over monetary aggregates as they become relatively 
free from preoccupation with the stability of the 
exchange rate.

There are, however, a number of reasons why 
countries may wish to maintain a stable exchange 
rate. First, the prevention of appreciation in the 
nominal exchange rate is often a policy priority with 
a view to maintaining the competitiveness of ex-
ports. Second, there is apprehension that once the 
currency is allowed to float, it may become highly 
volatile, inhibiting both trade transactions and capital 
inflows. Such a situation arises particularly be-
cause of the lack of development of deep markets 
for managing currency risks. Third, a stable ex-
change rate may be an effective anchor against 
inflation in the domestic economy. Fourth, a 
government’s ability to maintain a stable exchange 
rate may be viewed as an indicator of its policy 
credibility, which can help maintain confidence in 
the economy.

However, a fixed or highly stable exchange 
rate regime is inherently vulnerable to speculative 
attacks, particularly when there are expectations 
that devaluation is likely.4 Several factors can

4 See B. Bensaid and O. Jeanne, “The instability of 
fixed exchange rate systems when raising the nominal 
interest rate is costly", European Economic Review, vol. 41, 
No. 8, August 1997.
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cause an expectation of devaluation in the market. 
These may be related to some problems with the 
fundamentals of an economy, such as loss of 
export competitiveness or deteriorating current 
account or fiscal balance; political events; or 
actions of some strategic market participants, for 
example, major hedge fund operators. Once expec-
tation of devaluation sets in, speculators are aware 
that a government’s willingness or ability to defend 
the exchange rate is subject to several limitations. 
The intervention in the foreign exchange market is 
bounded on the upper side by the stock of accu-
mulated international reserves. Efforts to prevent 
devaluation by raising domestic interest rates 
impose certain costs on the economy, including an 
increase in public debt obligations, a collapse of 
the property market and a dampening impact on

the level of economic activities in general. The 
speculators recognize that these costs cannot be 
sustained indefinitely and may therefore persist 
with their attacks. In the end, the governments/ 
monetary authorities may win if they are ready to 
endure high cost, as happened in Hong Kong, 
China where the authorities recently permitted a 
drastic increase in interest rates in order to defend 
the exchange rate. They were also, of course, 
backed up by a high level of foreign exchange 
reserves. But in most cases, it is the authorities 
who are forced to succumb, as was the case in the 
affected countries.

As can be seen from figure III.2, the nominal 
exchange rates of the affected countries were kept 
fairly stable until the crisis occurred in 1997.

Figure III.2. Dollar exchange rates of selected Asian currencies

Sources: International Monetary Fund, International Financial Statistics Yearbook 1996  (Washington DC, 1996) and 
International Financial Statistics  (Washington DC, December 1997); and The Economist, January 3rd-9th 1998.

Note: US dollar per unit of domestic currencies.
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Financial sector weaknesses

In an economy characterized by a relatively 
liberal financial sector regime, the currency crisis 
and the financial sector crisis become closely inter-
twined. A recent empirical study has shown that in 
many cases the simultaneous occurrence of the two 
crises had their common origin in the deregulation of 
the financial system.5 The interaction between the 
exchange rate collapses and runs against the 
financial intermediaries works in both directions. 
Expected devaluation, for the reasons noted above, 
changes the return profile of investment for the 
foreign investors and increases the perceived 
benefits of early withdrawals, thereby causing a 
significant drain on the financial intermediaries and a 
fall in capital markets. On the other hand, the 
withdrawal of funds from financial intermediaries and 
repatriation outside the country causes depletion of 
reserves and forces a devaluation of the currency. A 
withdrawal may be prompted by many considera-
tions, including expected devaluation, opportunities 
for better returns elsewhere, doubts about the 
viability of financial intermediaries in the light of their 
asset and liability portfolios, and worries about 
potential changes in rules governing capital markets.

There is no doubt that a part of the explana-
tion for the crisis lay in the weaknesses inherent in 
overstretched operations by the financial institutions. 
In Thailand, the total assets of the principal do-
mestic financial institutions, excluding the Bank of 
Thailand, expanded from $96 billion in 1990 to 
$290 billion in 1995, and those of the commercial 
banks from $71 billion to $200 billion. During the 
same period, the foreign liabilities of the Thai 
commercial banks went up from 6 per cent of their 
total liabilities to 23 per cent and those of the non-
bank financial institutions, from about 5 to 7 per 
cent. In 1987, foreign liabilities of commercial 
banks constituted a mere 1.5 per cent and of non-
bank financial institutions only 0.1 per cent of their 
total liabilities.

In Indonesia, domestic credit as a proportion of 
GDP rose from less than 50 per cent in 1990 to 54

5 G.L. Kaminsky and C.M. Reinhart, “The twin crises: 
the causes of banking and balance of payments problems”, 
International Finance Discussion Paper (Washington DC, 
Board of Governors of the Federal Reserve System, 1996).

per cent in 1996. The corresponding figures for 
Malaysia were 78 and 93 per cent; for the Republic 
of Korea 57 and 65 per cent; and for Thailand, 70 
and 99 per cent.

There is some evidence that the rapid credit 
expansion was associated with some degree of 
misallocation. In Thailand, for example, total ad-
vances to manufacturing expanded 10-fold between 
1985 and 1996, but credit to the real estate sector 
increased 22-fold during the same period. The stock 
and the property markets in Thailand, as well as in 
the other countries, had shot up rapidly since 1989- 
1990. Growing foreign portfolio investments were 
partly the reason for the explosive growth in the 
stock market.

The persistent oversupply in the property 
market and the downward pressure on its prices 
negatively affected the financial sector with its 
substantial exposure to the property market. A 
downturn in the stock market had already started 
in 1993-1994. Assets pledged against the loans 
depreciated rapidly with the decline in both these 
markets. Failure of businesses to repay their 
borrowings from the financial institutions exposed 
the vulnerability of those institutions as a large 
proportion of their credit advances became bad 
debts. By the first half of 1997, non-performing 
loans as a proportion of total loans increased rapidly, 
ranging from about 13 per cent in the Philippines to 
nearly 20 per cent in Thailand; in 1996, these 
proportions stood at less than 5 per cent in all 
cases, with the exception of Indonesia, where it was 
close to 9 per cent. The financial institutions could 
not even have effective legal recourse to fore-
closures to recover defaulted loans because of 
weaknesses in the legal systems, particularly those 
relating to inadequacies in bankruptcy laws or 
cumbersome procedures for their enforcement.

These institutions, in turn, found difficulty in 
repaying their sizeable foreign obligations. Export 
slowdown, falling property and stock values, and 
increasing revelation of accumulated bad debts of 
financial institutions ultimately shook investors’ 
confidence and triggered large-scale capital flight. 
The domestic currencies came under pressure, and 
initially the central banks tried to defend their value 
by using available reserves. Their efforts, however, 
did not succeed and they had to give up as they 
started to suffer serious loss of reserves. Eventually 
the currencies were floated, starting with the Thai 
baht in July 1997.
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The role o f foreign market players

The point can be made that foreign creditors 
were substantially responsible for sowing the seeds 
of the crisis. The outstanding credit from the foreign 
private sector was almost entirely contracted by the 
private sector in the borrowing countries. These 
transactions were, therefore, the result of the evalua-
tion of risks and returns by foreign private creditors. 
The underlying economic causes discussed earlier 
should have acted as warning signals for discrimi-
nating creditors; yet overall bank lending to Asian 
developing countries, including the ones which 
suffered the crisis, proceeded unabated in the first 
half of 1997.6 This can be viewed as an instance 
of market failure, but not the first one in recent 
history. It has been argued by many that the Latin 
American debt crisis of the early 1980s owed its 
origin partly to the failure of proper risk assessment 
and the poor ability of transnational banks to evalu-
ate creditworthiness.7

Having sown the seeds of the crisis, the 
market players also played a role in aggravating it. 
In a world of integrated financial markets, investors 
such as mutual funds or hedge funds tend to look 
upon a region or a subregion as a single market. 
The problems confronted in one country may prompt 
them to pull out of the whole region or subregion in 
a herd reaction. This is evidenced by the fact that 
many short-term investors pulled out of the markets 
of South-East Asian countries and the Republic of 
Korea more or less at the same time, following the 
problems in Thailand. The investors overreacted in 
a panic-stricken manner, even though all these 
countries had some strong economic fundamentals 
immediately prior to the crisis. In 1996, all the 
countries had high rates of savings exceeding 30 
per cent, with the exception of the Philippines; 
budgets were in surplus; foreign exchange reserves 
were rising; and inflation was moderate at less than 
7 per cent, except in the Philippines, where it was

6 “Banks continued lending to Asia in first half of 
1997”, The Asian Wall Street Journal, 5 January 1998, 
p. 6, quoting the semi-annual report of the Bank for Inter-
national Settlements.

7 See, for example, K. Burke Dillon and others, Recent 
Developments in External Debt Restructuring, IMF Occa-
sional Paper No. 40 (Washington DC, October 1985); and 
"Bottomless debt”, The Economist, 11 December 1982, p. 12.

8.4 per cent. Besides, despite common weaknesses 
among the affected countries in terms of the eco-
nomic indicators discussed earlier, there were con-
siderable differences. To illustrate, the current ac-
count deficit as a proportion of GDP in Indonesia in
1996 was less than half of that of Thailand, its 
exchange rate was more flexible, and it had a 
smaller volume of foreign private debt. Similar ob-
servations apply to the Philippines. As for Malaysia, 
the current account deficit as a proportion of GDP 
was a little higher than that of Indonesia and the 
Philippines, but considerably lower than that of 
Thailand, and its stock of foreign private debt was 
higher than that of the Philippines, but less than 
half of that of Indonesia and a third of that of 
Thailand.

The prescription, the progress 
and the prospects

The prescription and the progress

In the wake of the crisis, three countries of the 
region, Thailand, Indonesia and the Republic of 
Korea (in chronological order), were forced to seek 
assistance from IMF. A standby credit of $3.9 billion 
from IMF was approved for Thailand on 20 August
1997 as part of a package of total financial 
assistance amounting to about $17 billion, to which 
the World Bank, ADB and several bilateral donors 
were to contribute. Similarly, standby credit of $10.1 
billion was approved for Indonesia on 5 November
1997 as part of a total package of $40 billion; in 
the case of the Republic of Korea, IMF standby 
credit amounting to $21 billion was approved on 
4 December 1997 and the total package was 
$57 billion. The rapidity with which IMF succeeded 
in mobilizing these packages was, indeed, a 
remarkable achievement.

The specific targets and policy conditionalities 
prescribed by IMF for individual countries were not 
identical (see table III.6), but the broad thrusts can 
be summed up in the following:

(a) Reduction of current account deficit

(b) Generation of additional tax revenue and 
curtailment of government expenditure

(c) Increase in foreign exchange reserves
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Table III.6. IMF conditionality for Indonesia, the Republic of Korea and Thailand

Indonesia Republic of Korea Thailand

Macroeconomic 
policy framework

Structural
policies

• Public sector: tight budget; 
subsidies reduced or re-
moved; reduction of tariffs; 
revoking special tax, credit 
and custom privileges to “na-
tional projects"; divestiture of 
state enterprises; inclusion 
of non-budgetary revenues 
into the state budget; cancel-
lation of some government 
financed or guaranteed in-
frastructure projects.

• Monetary sector: indepen-
dence of the central bank; 
tight monetary policy; flexi-
ble exchange rate.

• Macroeconomic targets for 
1998 (as in the renewed 
agreement, January 1998): 
Inflation: 20 per cent; 
Growth: 0 per cent;
Budget: 1 per cent deficit
of GDP;
Current account deficit: 2.2 
per cent of GDP;
Official reserves: 5.2 months 
of imports

• Financial sector: closure of 
troubled banks; comprehen-
sive financial restructuring; 
strengthening the regulatory 
framework; deposit guaran-
tee for small depositors; no 
government guarantee for 
private non-financial compa-
nies, domestic or foreign.

• Trade sector: removal of
state regulated or sponsored 
monopolies and cartels; a 
separate privatization board 
to manage corporatization; 
abolition of restrictions on 
marketing arrangements.

• Social safety net: public
expenditure on health, edu-
cation and social expen-
diture programmes not to 
be cut. Special assistance 
programmes for poor vil-
lages to be increased.

• Public sector: tight budget; 
broadening of VAT base; 
selective increases in in-
come and corporate taxes; 
cuts in government expendi-
ture.

• Monetary sector: tight
monetary policy; flexible ex-
change rate; independence 
of Central Bank.

• Macroeconomic targets for 
1998:
Inflation: 5.2 per cent; 
Growth: 2.5 per cent; 
Budget: 0.2 per cent sur-
plus of GDP;
Current account deficit: 2.3 
per cent of GDP;
Official reserves: not avail-
able

• Financial sector: compre-
hensive restructuring of fi-
nancial sector; improving 
accounting and disclosure 
rules in accordance with in-
ternational standards; reca-
pitalizing financial institu-
tions; establishing an 
agency to consolidate the 
supervisory functions of fi-
nancial institutions.

• Trade and competition: 
elimination of trade-related 
subsidies, removal of re-
strictive import licensing; 
promotion of labour market 
flexibility; further reduction 
of restrictions on FDI.

• Social safety net: streng-
thening the employment in-
surance system; establish-
ment of private job place-
ment and temporary em-
ployment agencies.

• Public sector: tight budget, 
VAT increases; subsidies re-
duced or removed; reduced 
government expenditure ex-
cept for health and education; 
divestiture of state enter-
prises.

• Monetary sector: tight mone-
tary policy; flexible exchange 
rate.

• Macroeconomic targets for 
1998:
Inflation: 5.0 per cent;
Growth: 3.5 per cent;
Budget: 1 per cent surplus of 
GDP; revised to 
1 or 2 per cent deficit;
Current account deficit: 3.0 
per cent of GDP;
Official reserves: 4 months of 
imports

• Financial sector: Suspension
and restructuring of unviable 
financial institutions; streng-
thening the capital base of 
financial institutions; improving 
accounting standards and 
disclosure rules; strengthening 
the supervisory framework; 
removal of unconditional fi-
nancial support to insolvent 
institutions.

• Trade sector: enhancing com-
petitiveness in the export 
sector through increased 
emphasis on education and 
training.

• Social safety net: expenditure 
on essential areas, such as 
health and education, to be 
protected from cuts.

Sources: ESCAP secretariat, based on IMF Press Releases Nos. 97/37, 97/50 and 97/55, and News Brief No. 98/2; 
and The Economist, various issues.
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(d) Containment of growth of domestic credit

(e) A variety of structural and institutional 
reforms which included privatization of 
public enterprises; deregulation of busi-
ness and industry; further liberalization of 
policies with respect to trade, foreign 
investment and financial flows; closure 
of unviable financial institutions; and 
improved transparency of the financial 
system

(f) Some provision for social protection

Since then, there has been some progress in 
the affected economies. The latest available data 
indicate an improvement in the current account. The 
exchange rates and the stock markets have re-
covered somewhat from their lowest depths, though 
a considerable degree of volatility remains. It is not 
yet clear whether the recovery is due simply to a 
temporary return of foreign investors as “bargain 
hunters” , or to fundamental and long-lasting change 
in perceptions. The Republic of Korea has suc-
ceeded in reaching an agreement with private 
creditors to reschedule the country’s debt, and 
Indonesia has announced a plan to do so. In all 
three countries, a number of commercial banks and 
other financial institutions have been closed down, or 
their managements taken over by public authorities, 
or restructured. Institutional arrangements are being 
put in place to deal with the assets of the failed 
financial institutions. A comprehensive and modern 
law governing domestic capital markets is under 
consideration in Thailand. Listings on the stock 
markets are being scrutinized more rigorously, and 
there have been several instances of delisting.

The concerns and the constraints 
to resurgence

Notwithstanding the above, there are many 
concerns. One of them has to do with the appro-
priateness of the prescribed medicine. The principal 
thrust of the IMF prescription is to reduce aggregate 
demand and enforce austerity in the government 
budget. The question arises whether this is an 
appropriate remedy, since all the countries had a 
budget surplus and the debt problem was created 
mainly by deals between domestic and foreign

private sectors. In these circumstances, the ration-
ale of reduction in public expenditure with a view to 
curtailing aggregate demand is less than obvious. A 
second concern relates to the policy thrust on con-
taining domestic credit. The argument is that inter-
est rates automatically move higher as foreign inves-
tors withdraw their funds, but pressure on those 
rates to increase should not be further exacerbated 
by a squeeze on domestic credit. A third concern 
arises out of policies with respect to the financial 
sector. The urgency of strengthening the financial 
system is not at issue, but whether this objective 
should be accomplished by the closure of financial 
institutions or by other means such as mergers and 
raising the capital base remains an open question. 
The issue is whether closure of some financial 
institutions reduces faith in all, or actually helps to 
increase it. There is also the viewpoint that even if 
the prescription of the medicine is generally right, 
the dosage may have been too heavy and would 
push these economies into an unwarranted re-
cession.8 It should be emphasized, however, that 
countries that have already signed agreements with 
IMF have very little option other than to implement 
the terms of those agreements. This is crucial, both 
as a matter of good faith and as a means to revive 
the confidence of foreign private investors.

The prospects of recovery and resurgence of 
growth will be determined by future developments on 
several fronts. So far, the improvement in current 
account has been largely contributed by import 
contraction, rather than any significant growth in 
total exports, despite dramatic currency depreciation. 
For example, in January 1998, the Republic of 
Korea generated a trade surplus of $1.6 billion, but 
this resulted from only 1.4 per cent growth in 
exports and 40 per cent reduction in imports. In 
Thailand, exports in dollar terms in January 1998 
fell by nearly 12 per cent compared with January
1997, while the contraction in imports was 46 per 
cent. These figures raise a fundamental question 
about the inherent competitiveness of many export 
products.

8 For a discussion of some of these concerns, see 
Jeffrey D. Sachs, “IMF orthodoxy isn’t what Southeast Asia 
needs” , International Herald Tribune, 4 November 1997; and 
Tientip Subhanij, “IMF strategies stunt essential real 
growth", Bangkok Post, 27 January 1998.
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Even if it is assumed that exports of the 
concerned countries are basically competitive and 
the slow export growth is attributable mainly to credit 
shortages, the future performance will be contingent 
on the absorption capacity of major trading partners. 
From this point of view, a major worry relates to 
continuing weaknesses in the economy of Japan. 
Saddled with a mountain of problems in its financial 
sector, the Japanese economy is unlikely to stage 
any major recovery or accelerate import demand in 
the near future. Another worry is that in the event 
that there is a surge of exports from the Asian 
countries, protectionist sentiments in the developed 
countries may strengthen. Also of concern is 
whether any major surge in exports from the af-
fected countries might lead to a process of 
competitive devaluation by other developing 
countries. So far this has not happened, and it may 
be precisely because exports from the affected 
countries have not yet picked up any significant 
momentum.

While the curtailment of aggregate demand 
should have a dampening effect on inflation, other 
forces may be at work to aggravate inflationary 
pressure. The switch in expenditure away from 
internationally traded goods in favour of domestically 
produced and consumed ones may have an adverse 
impact on inflation if there are inflexibilities in 
domestic production. Much of the manufacturing 
sector in the countries of the region, producing 
either import-competing products for domestic 
consumption or exports, is dependent on imported 
inputs. Hence, there is a risk of cost-push inflation 
caused by currency depreciation. Its full impact is 
yet to be felt as firms have so far been able to draw 
on past inventories. Moreover, a sharp contraction 
of imports together with an increase in exports of 
domestically consumed goods may cause domestic 
supply shortages and aggravate inflation, giving rise 
to a wage-price spiral. The adverse impact of 
inflation on both growth and equity is discussed in 
chapter IV.

The issue of the liquidity crunch being ex-
perienced in the affected economies has already 
been referred to. As more and more financial insti-
tutions are closed or are required to make greater 
provisions for strengthening their capital base or for 
providing cover against bad debt, the crunch may 
further intensify. Its impact on the real economy

cannot be fully assessed as yet. The impact will be 
felt through a rise in interest rates, an increase in 
debt-service obligations on local debt, as well as 
reduced access to credit for working capital. In 
combination with reduced aggregate demand, the 
liquidity crunch may lead to further closures of firms 
and loss of output and employment.

Another factor that will affect medium-term 
growth prospects is the way in which the govern-
ments reach their fiscal targets. In particular, any 
major cutback in public expenditure devoted to 
education, health and infrastructure development 
would have adverse implications.

Finally, mention should be made of the social 
problems that may emerge. Unemployment figures 
in Indonesia, the Republic of Korea and Thailand are 
already being counted in the millions. Some signs 
of social unrest have already appeared and have 
been particularly visible in Indonesia. Should un-
employment worsen, the risk of social unrest would 
increase. The governments’ capacity to manage that 
risk will have a significant bearing on the main-
tenance of law and order, industrial peace and 
economic recovery.

However, the above analysis should not be 
viewed as a gloomy prognosis. Most of the affected 
economies possess some strong fundamentals in 
terms of high savings rates, sound fiscal balance, 
abundant natural resources (with the exception of 
the Republic of Korea) and a reasonably well- 
educated and disciplined labour force. These factors 
should stand them in good stead once the im-
mediate crisis abates.

LESSONS AND POLICY OPTIONS 

Short-term

For any country facing a crisis created largely 
by debt to foreign private sources or other short-
term inflows, the first priority is to limit outflows 
of foreign exchange. This can be accomplished 
through several means, which include roll-over of 
short-term debt, rescheduling of debt repayment and 
renegotiation of terms of loans. Some restrictions
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can be imposed on transactions with non-residents; 
among these are restrictions on transfer of funds by 
foreigners after selling local stocks or bonds, the 
imposition of a ceiling on bank loans to foreign 
residents and restrictions on the purchase of foreign 
exchange by residents.

From the perspective of pre-empting the emer-
gence of a future crisis attributable to external 
capital inflows, short-term measures may be aimed 
at reducing inflows and/or influencing the composi-
tion of such flows in favour of long-term flows. One 
measure could be a non-remunerated reserve 
requirement (to be deposited with the central bank) 
on liabilities in foreign currency arising from borrow-
ing by firms. The reserve requirement can be varied 
with the maturity of the loan, the percentage of the 
requirements declining with the increasing length of 
the maturity. There can also be an explicit tax on 
inflows with variation across assets as well as 
across maturity. The tax can be imposed either on 
the domestic debtors, for example, on a local firm 
issuing bonds abroad, or on the foreigners, for 
example, those investing in the stock market. It is 
also possible to impose quantitative capital control 
measures, such as prudential limits or prohibition on 
non-trade-related swap activities, offshore borrowing, 
ceilings on banks’ foreign currency liability or sale of 
short-term money market instruments to foreign 
residents.

Some of these policies were, in fact, imple-
mented at different points in time during the 1990s 
by several countries of the region, including Indo-
nesia, Malaysia, the Philippines and Thailand, as 
well as by some countries in Latin America, such as 
Chile, Colombia and Mexico. A recent review of 
these experiences concluded that in the short run, 
policy measures of this kind can be effective in 
reducing the volume of inflows and in changing the 
composition of flows towards longer maturity.9 
However, the longer the inflows persist or the longer 
the measures remain in place, the less binding are 
the controls as market operators find ways to circum-
vent them.

9 Carmen M. Reinhart and Steven Dunaway, Dealing 
with Capital Inflows: Are There Any Lessons?  (Helsinki,
United Nations University, World Institute for Development 
Economics Research, 1996).

Medium- to long-term

National policies

The crisis in the region has served to focus 
attention on a number of crucial areas, including the 
establishment of an appropriate exchange rate re-
gime and the need to overcome the weaknesses of 
the domestic financial sector. These issues need to 
be properly addressed.

The choice o f policy target 
and instruments

In countries with a large degree of openness to 
capital account transactions, governments have to 
ensure that policies are compatible and avoid serious 
conflict of objectives, such as aiming simultaneously 
at a stable exchange rate, financial openness and 
independence in executing monetary policy, the so- 
called “impossible trinity” .10 Investors, creditors and 
speculators sensed such an inconsistency in policies 
in the region -  policies which had kept exchange 
rates rather inflexible and maintained open capital 
accounts. This combination permitted domestic 
currencies to become overvalued, an increase in 
current account deficits and a rapid rise in external 
indebtedness (encouraged by high domestic interest 
rates) with a high proportion of short-term maturities. 
Governments are thus faced with a difficult choice 
between stabilizing the exchange rate with a fixed 
parity or within a relatively narrow band, or alterna-
tively, pursuing a monetary policy for domestic 
stabilization irrespective of the consequences to the 
exchange rate. Finding the most appropriate mix of 
policy instruments to ensure both internal and exter-
nal stability in a dynamic setting is not an easy task. 
Governments have to choose carefully and flexibly 
any one target, such as nominal or real effective 
exchange rate, interest rate and monetary aggregates 
and then adopt a combination of instruments to 
pursue that target. In this context, a particular 
mention should be made of the role of foreign 
exchange reserves. Typically, the level of reserves 
maintained by developing countries is some multiple

10 See J.A. Frankel, “Recent exchange-rate experience 
and proposals for reform", The American Economic Review , 
Papers and Proceedings o f the Hundred and Eighth Annual 
Meeting o f the American Economic Association , vol. 86, 
No. 2, 1996, pp. 153-158.
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of the average monthly import bill. With open capital 
accounts, the level of reserves should additionally 
take into account the likely outflows associated with 
capital account transactions by the private sector.

It is important that once the choice of a target 
is made, the instruments, typically administered by 
different agencies of governments, are devised and 
applied in a coordinated manner. The choice of a 
target as well as the mix of instruments (such as 
fiscal, monetary, trade- and capital account-related 
measures) may have to vary among countries and at 
different points of time in an individual country.11 
The assistance of independent think-tanks could be 
extremely useful in making these choices.

Strengthening the financial sector

The crisis has revealed particularly serious 
weaknesses in the financial sectors of many of the 
affected economies. The weaknesses relate not only 
to the operations of the individual financial institutions 
but also to the regulatory and supervisory regimes 
governing them. On the one hand, the intermediating 
entities appear to have been unaware of, or unable to 
gauge correctly, the underlying risk of many of the 
investment and lending decisions they had taken; 
on the other hand, they have not had the capital 
strength to absorb the losses that subsequently 
occurred. Supervisory and regulatory bodies also 
appear to have been lax in carrying out their 
functions effectively, whether in the matter of 
banking regulation or capital market supervision, 
but particularly in allowing a lack of transparency to 
flourish.

One policy implication is that countries 
should move gradually in financial liberalization and 
opening. In addition to strong economic funda-
mentals, a sound financial sector is an essential 
precondition for the liberalization of the capital 
account.12 Governments in the region should esta-
blish a proper regulatory framework and be more 
effective in the implementation of that framework 
(see box III.2 on some recent developments in 
these respects in Malaysia and the Philippines). 
Equally importantly, proper accounting, auditing and

11 For more elaborate treatment of this subject, see 
Sitikantha Pattanaik, “Target and instruments for the exter-
nal sector with an open capital account” , Economic and 
Political Weekly, vol. XXXII, No. 40, 4-10 October 1997.

12 See Stanley Fischer, Capital Account Liberalization
and the Role of the IMF (Washington DC, International 
Monetary Fund, September 1997).

disclosure requirements need to be in place.13 In 
particular, rules regarding non-performing loans and 
adequate provisions of capital with appropriate risk 
weights should follow international standards. Legal 
lending limits to insider borrowing should be esta-
blished and rigorously enforced. The rules regarding 
consolidation of financial reports of financial and other 
companies with extensive cross-holding and inter-
locking of ownership between them need to be 
formulated and implemented. Foreign exposures of 
financial institutions as well as other corporate entities 
have to be monitored. In their absence, any business 
or company evaluation and analysis rest on poor 
financial data, become either biased or meaningless 
and, in effect, financing decisions rely heavily on 
investors’ confidence which can be very fragile and 
volatile. The rigorous efforts to restore the soundness 
of financial institutions should be complemented by 
appropriate support to debtor enterprises in the real 
economy that are fundamentally sound, but are 
currently facing liquidity problems. Also important are 
competition policies to restrict improper businesses 
practices in both the financial and the real sectors.

Governments have a critical role in putting in 
place proper supervisory and regulatory bodies. They 
should consider the viability of an integrated super-
visory framework for the financial sector as a whole. 
There is a growing worldwide trend to adopt such an 
integrated framework, the recent cases being in Japan, 
Malaysia, the Republic of Korea, the United Kingdom 
and (to some extent) India. The main rationale for this 
is that many banks, non-bank financial institutions and 
securities and insurance firms engage in a widening 
variety of financial transactions in different financial 
markets, both directly and indirectly. In the existing 
supervisory framework, each separate body supervises 
only one type of financial institution. The supervisory 
body or bodies thus tend(s) to be ill-equipped to monitor 
the total financial activities of institutions and the risks 
involved, and hence to enforce prudential standards. A 
related issue is the role of the central bank in financial 
supervision. Governments may consider assigning the 
supervisory functions to a separate autonomous body 
and leaving the central bank solely with the conduct 
of monetary and exchange rate policy. Such a sepa-
ration of functions is occurring in a few countries.

13 UNCTAD has developed a set of internationally 
recognized accounting norms and offers technical assistance 
in this area. General Data Dissemination System (GDDS) and 
Special Data Dissemination System (SDDS) being organized 
by the IMF in order to improve the coverage, integrity and 
quality of data on various sectors of the economy, including the 
financial and external sectors, are also important initiatives.
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Box III.2. Regulatory and institutional frameworks for financial 
sector supervision in Malaysia and the Philippines

Malaysia and the Philippines are at the centre of 
the financial and economic crisis afflicting the economies 
in East and South-East Asia. Yet, these two countries 
have so far been able to withstand the crisis without any 
incidence of a failed bank or financial institution, unlike 
Indonesia, the Republic of Korea or Thailand. Their 
success in this area can be largely attributed to the fact 
that some years ago they had put in place stronger 
regulatory frameworks and institutional structures for the 
supervision of the financial system. Both Malaysia and 
the Philippines experienced serious financial crises of 
their own in the 1980s, the Philippines in the early part 
of the decade and Malaysia in the middle of the decade. 
As a result, both had initiated measures for strengthen-
ing their regulatory and institutional framework.

In the Philippines, reforms carried out in the 
1980s and the early 1990s had considerably liberalized 
interest rates, the foreign exchange market and entry 
into the banking system. The Government had also 
taken steps to rehabilitate, restructure and consolidate 
the financial sector, as well as to strengthen prudential 
regulations. The Philippine National Bank and the 
Development Bank of the Philippines, two of the largest 
commercial banks, were, for example, insolvent by 1985 
owing to the predominance of unsound loans, the 
absence of internal controls, takeovers of troubled 
corporations and the sharp devaluation of the peso at 
the time. The two banks were successfully restructured 
and rehabilitated through recapitalization and lower as-
set holdings after the transfer of their non-performing 
assets to the Government. The Government also 
undertook a rehabilitation programme for the battered 
rural banking sector in 1986 through a capital build-up 
programme.

But the most important programme undertaken 
was the rehabilitation of the country’s Central Bank. 
During the 1980s, the Central Bank had generated 
losses in its operations, specifically from forward cover, 
swap arrangements and interest rate losses. The enact-
ment of a new Central Bank Act in 1993 created a new 
independent monetary institution with large capitalization. 
In addition, the problem assets of the old Central Bank 
were transferred to a separate body for liquidation. The 
new Central Bank, called Bangko Sentral ng Pilipinas, 
has emerged as a much stronger institution with more 
effective supervision of the country’s financial system.

In addition to institutional reform, the Government 
toughened prudential regulations during the late 1980s 
and the early 1990s. These include regulations con-
cerning loans to a single borrower; limits on loans to

directors, officers, stockholders and related interested 
parties, called “DOSRI" loans; interlocking directorships; 
capital adequacy; minimum risk-asset ratios; and provi-
sions for loan losses or doubtful accounts. For example, 
a single borrower limit was imposed at 15 per cent of 
the unimpaired capital and surplus of a bank throughout 
the 1980s, and was increased to 25 per cent recently. 
DOSRI loans were strictly regulated. A series of in-
creases in minimum capital requirements imposed on 
banks over several years raised the capital adequacy 
ratios, defined as the ratio of net worth to risk-assets, 
into the range of 17 to 20 per cent from 1992 to June
1997, which is more than twice the Bank for Interna-
tional Settlements requirement of 8 per cent. It has 
been observed that a major reason why the Philippines 
banking system has been able to weather the current 
currency turmoil in the region so far is its robust capital 
adequacy ratio.

In the light of the recent regional currency and 
financial turmoil, the new Central Bank made a timely 
move to use its newly acquired supervisory strength. 
Fearful of the banks’ aggressive lending to the property 
sector, it conducted a special investigation early in 1997 
into the loan portfolio of banks to determine potential 
loan default problems, and subsequently enjoined banks 
to limit their lending exposure to the property sector. 
The Central Bank will soon also require banks to submit 
detailed and regular reports on non-performing loans; it 
will require them to set up a general loan-loss provision 
equivalent to 2 per cent of the total loan portfolio, in 
addition to the allowance for probable losses on sub-
standard and doubtful loan accounts. It also redefined 
non-performing loans as loans in arrears for more than 
three months, which had been defined earlier as those 
in arrears for more than six months.

The regulatory and the institutional frameworks 
for the supervision of the financial sector in Malaysia 
were similarly strengthened with the passing of the 
Banking and Financial Institutions Act 1989, which re-
placed the Banking Act, 1973. The Act provides for the 
integrated supervision of the Malaysian financial system 
and modernization of the related legal systems. It 
allows the Central Bank to speedily investigate and 
prosecute those who undertake illegal banking opera-
tions, such as illegal deposit taking by cooperative insti-
tutions. It also allows the Central Bank to appoint the 
most reliable shareholders to take over any ailing finan-
cial institution, if it has not found its own representatives 
after a specified period of time. The Act encourages 
such companies to merge to form stronger units or to be

(Continued overleaf)
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(Continued from preceding page)

absorbed by better-capitalized financial institutions or 
stronger shareholders, so that they can operate viably in 
an increasingly competitive financial market. The Act 
also requires a higher minimum capital adequacy ratio, 
which in 1989 had been 4 per cent for domestic banks 
and 6 per cent for foreign banks. These ratios were 
raised to 8 and 10 per cent respectively in 1992.

The establishment of the Securities Commission 
and the enactment of the Futures Industry Act in 1992 
are other landmarks in the regulation of the Malaysian 
financial system. The Commission is entrusted with the 
regulation of the securities industry, unit trust schemes 
and takeovers and mergers of companies. The Act aims 
at facilitating financial innovation to develop markets by 
setting up the rules on the trading of futures and op-
tions, including on financial instruments. It establishes 
the legal framework for the protection of investors and 
ensures stability in the markets by setting the minimum 
standards within which they should operate.

In addition, the Exchange Control Act 1953 has 
been used quite effectively for the purpose of market 
stabilization. Thus, as foreign funds continued to flood 
the domestic money market in 1993, from January 1994 
all residents were prohibited under the Act from selling 
short-term (with remaining maturity of one year or less) 
monetary instruments, namely, Bank Negara bills, Trea-
sury bills and government securities, to non-residents. 
This restriction was further extended, from February
1994, to include private debt securities, including com-
mercial papers but excluding securities convertible into 
ordinary shares. These measures aimed at discouraging 
substantial holdings of monetary instruments by non-
residents so as to enable the Central Bank to manage 
liquidity more effectively. The Central Bank also put 
limits on non-trade-related external liabilities and on

credit facilities given by the banking institutions secured 
by shares and unit trust funds, with a view to limiting 
the exposure of the banking industry to the more risky 
securities markets.

In the light of the current crisis, the Central Bank 
outlined further new measures and monetary policy 
steps to strengthen the banking system effective January
1998. For example, the default period for classifying 
non-performing loans of all licensed banks, finance 
companies, merchant banks and their subsidiary and 
associate companies has been reduced from six to three 
months (the period was reduced to 6 from 12 months in 
1990). Banking institutions are also required to maintain 
general provisions for bad and doubtful debts of at least
1.5 per cent of total loans net of specific provisions and 
interest-in-suspense. In addition, the banking institutions 
are required to increase the level of transparency in their 
financial statements to promote greater market discipline. 
The minimum disclosure requirements include the 
amount of non-performing loans and the ratio of non-
performing loans to total loans, advances and finances 
by economic sectors, and changes in specific and 
general provisions for bad and doubtful loans and 
interest-in-suspense.a

a This box is based on papers commissioned by the 
secretariat under an ongoing project on improved 
management of the financial sector funded by the Govern-
ment of the Netherlands. The papers were submitted by 
Mohamed Ariff, Executive Director of the Malaysian Insti-
tute of Economic Research, for Malaysia, and Ponciano 
Intal, President of the Philippine Institute for Development 
Studies, for the Philippines.

Coping with risk in financial 
transactions

Both the increasing array of financial instru-
ments available and the globalization of financial 
markets make it imperative that public and private 
operators have access to, and actively use, hedg-
ing instruments for managing their risks. Such 
risks include unanticipated changes in prices, 
interest rates and exchange rates etc. These can 
be managed or counterbalanced to a large degree 
through hedging techniques on forward or futures 
markets. However, most countries in the region do 
not yet possess active financial forward or futures

markets, and those which do exist are very thin, 
with few active participants. The recent exaggerated 
swings in currency markets bear testimony to this. 
The development of viable financial risk manage-
ment markets would require not only having an 
adequate supervisory mechanism in place but also 
providing training for, and access to, a wide spec-
trum of participants, including business enterprises, 
investors, financial institutions etc. Both UNCTAD 
and the World Bank have put in place programmes 
to assist countries in this area. The countries 
should avail themselves of these programmes. The 
wider (in terms of different types of participants) and 
deeper (in terms of number of transactions per day)
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a market, the more robust is its price formation and 
the less the volatility of prices. More specifically, it 
can be claimed that a well-functioning forward or 
futures market for a currency is a necessary adjunct 
to a currency float, particularly for commercial trans-
actions of various sorts, and its existence should 
lead to smoother variations in the exchange rate 
over the longer term.

In opening up the financial sector to new 
entrants, both domestic and foreign, governments 
should take into account how much competition can 
be allowed. Too much competition can erode profit 
margins, encourage the financing of highly risky 
projects and eventually lead to the failure of some 
institutions and a crisis.

Reducing the savings-investment gap  
and the current account deficit

The recent crisis has also brought into sharp 
focus the unsustainability of a substantial and 
prolonged savings-investment gap. This is reflected 
in the current account deficit and creates problems, 
especially when the deficit is financed by private 
sources. Hence, the need for giving greater atten-
tion to raising the level of domestic savings if the 
present levels of investment are to be sustained. It 
should be recognized, however, that the current level 
of savings in most of the affected countries is 
already very high, and the scope for any major 
increase in the level is rather limited. One of the 
options that high-savings countries may have to 
consider in the future is to settle for lower levels of 
investment and lower rates of economic growth. 
Meanwhile, efforts should be continued to increase 
domestic savings, to the extent possible, through 
such measures as wider coverage of insurance 
services, pension systems and provident funds. 
More strict supervision of the credit practices of 
commercial banks and financial institutions may have 
a desirable effect of curtailing consumption credit 
and raising domestic savings. In this context, it 
should be noted that the efficacy of the interest rate 
policy as an instrument to encourage savings is 
rather constrained in a country with an open finan-
cial sector, as a large differential between the do-
mestic and foreign interest rates tends to bring about 
an upsurge in short-term inflows and sow the seeds 
of instability.

Enhancing export competitiveness

Finally, countries will have to persist with 
efforts to enhance their export competitiveness 
through technological upgrading, improvements in the 
quality of human resources, and increase in the 
domestic value-added component of exports, includ-
ing by reducing the import intensity. The underlying 
rationale is to ensure that legitimate import require-
ments are primarily financed by export earnings, 
rather than short-term private credit.

International and regional cooperation14

Should there be an international 
debt strategy?

The problems of the external sector manage-
ment currently being faced by the countries affected 
by the recent crisis are not without precedents. A 
very similar problem confronted several developing 
countries in Latin America in the early 1980s. 
Following the inception of the Latin American debt 
crisis in 1982, the initial strategy towards solving the 
problem, particularly by creditor countries, was aimed 
at normalizing the relationship between debtors and 
creditors through a combination of economic adjust-
ment by debtor countries and negotiated financial 
relief. The strategy was based on the notion that 
the problem was one of liquidity, not solvency. The 
transnational banks joined crisis containment opera-
tions and accepted additional incremental exposure 
so as to protect existing assets, especially by way of 
enabling debtor countries to remain current on 
interest payments. The financing modalities provided 
debtor countries with some financial relief through 
lower interest rate spreads, reduced fees, extension 
of maturities, and provision of some new money. 
The negotiations, conducted on a case-by-case basis 
for particular debtor countries, were orchestrated by 
private bank steering committees in consultation with 
the World Bank, IMF and the governments of the 
creditor banks’ home countries. This coordinated

14 Most of the proposals contained in this section
have been floated in one forum or another. Their pros and 
cons require more detailed examination. They have been 
put together here with a view to encouraging further dis-
cussions.
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case-by-case approach received official endorsement 
under the Baker Plan in October 1985. However, 
the approach faced a mounting challenge owing to 
the failure of the international banking community to 
provide new money on a scale that was hoped for 
and progressive deterioration in economic conditions 
in indebted countries. A large outflow of resources 
caused by heavy debt-servicing requirements in 
combination with enforced austerity measures had a 
strongly negative impact on the debtor countries’ 
investment, growth, consumption and other indicators 
of economic and social welfare. In consequence, 
there was a major shift in the strategy towards 
dealing directly with the debt problem. This was 
embodied in the Brady Plan announced in March 
1989, which represented a change in emphasis from 
the maintenance of the stream of debt-servicing 
payments to explicit debt reduction through, inter 
alia, the exchange of old debt for new collateralized 
bonds at a discount or for new par value bonds with 
reduced interest rates.

It has already been noted that, in the context 
of the current Asian crisis, only the Republic of 
Korea has so far succeeded in striking a debt- 
rescheduling deal with creditor banks. The imple-
mentation of the deal is voluntary and there are 
uncertainties as to how many creditors will actually 
join it. However, a more general issue is that a
case-by-case approach is usually a time-consuming 
process and imposes high economic costs on the 
debtor countries in the interim. In fact, in the case 
of the Latin American countries, it took seven years 
before the creditor community accepted the need for 
debt reduction. There are also inequities in the 
present system. Foreign creditors typically enjoy an 
explicit or implicit seniority in their claims.15 In the 
event of a crisis, governments are often in a hurry to 
reassure these creditors that all their claims will be 
met. The burden of adjustment falls almost entirely 
on the domestic debtors. Besides, no one can 
guarantee that the debt crisis will not recur in the 
future. These considerations point to the need for 
the revival of the discussion on an international debt 
strategy, an idea which seems to have dissipated 
with the resolution of the Latin American debt crisis.

15 IMF, International Capital Markets: Developments,
Prospects and Key Policy Issues (Washington DC, 1997), 
p. 40.

The need for g lobal governance  
o f financial flows

The globalization process that has been 
characterized by occasional imbalances and size-
able disruptions in financial markets brings the 
issue of market stabilization to the fore. While 
speculative activities can be useful in correcting 
imbalances between national or regional markets, 
thus promoting global efficiency in the longer run, 
there is a valid concern that these activities may 
impose unacceptably high short-run costs. At 
present, there is no mechanism for global govern-
ance of international financial flows comparable with 
that in the area of trade. Its components could 
include the establishment of an international bank-
ruptcy mechanism16 as well as the setting up of a 
new institution, alongside a reorganized IMF and 
World Bank, to overcome the inadequacies of 
current national and international structures for 
supervising and regulating financial institutions and 
markets.17

A further policy option could be to try to 
slow down adverse consequences of speculation 
by taxation (“putting sand in the wheels of inter-
national finance”). Governments may consider 
imposing taxes on local companies engaging in 
currency trading, particularly in the spot market. 
The Tobin tax proposes to levy a small globally 
uniform tax applied to spot transactions on foreign 
exchange with the twin objectives of deterring 
speculative flows as well as allowing greater 
autonomy to national monetary policy. So far, the 
idea of the tax has basically remained academic. 
Many practical problems notwithstanding, there is 
a case for giving more serious attention to the 
proposal.18

16 The importance of action in this area was high-
lighted a few years ago by the United Nations; see World 
Investment Report 1992 (United Nations publication, Sales 
No. E.92.II.A.19).

17 Henry Kaufman, “Reform now to prevent the next 
global financial crisis”, International Herald Tribune, 29 
January 1998.

18 For a detailed discussion, see Mahbub ul Haq and 
others, eds., The Tobin Tax (New York, Oxford University 
Press, 1996).
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Some thoughts on regional cooperation

The need for greater regional cooperation 
beyond the periodic meetings among central banks 
in the region has been felt more urgently in the 
wake of the recent financial crises. So far there has 
not been much progress on the proposed Asian 
Fund. The establishment of a regional scheme to 
supplement IMF deserves serious consideration. In 
November 1997, a 14-nation meeting in Manila drew 
up a scheme called the Manila Framework which 
was endorsed later at the APEC Summit in Van-
couver, Canada. Ideas were subsequently floated 
on converting or swapping some of the outstanding 
debts of the most indebted countries for bonds to be 
underwritten by Asian governments as well as ADB. 
More recently, a proposal has been mooted to make 
use of regional currencies in intraregional trade 
transactions so as to reduce the demand for foreign 
currencies. These proposals need to be seriously 
examined in order to arrive at a consensus on 
regional responses that should be put in place well 
before the region is hit by another crisis.

Greater regional cooperation is also needed to 
address the issues of financial sector regulation, the 
establishment of common prudential standards for 
the industry, and development of systems to provide 
early warning against the appearance of risks. 
Governments in the region may also explore the 
feasibility of the establishment of an insurance 
scheme dealing with cross-border financial claims. It 
should be noted that for FDI there exist multilateral 
schemes administered by the World Bank and the 
International Finance Corporation providing coverage 
against certain types of risks. Many developed 
countries also have national schemes.19

19 For a review of the types of risks covered and the 
criteria of coverage, see United Nations Centre on 
Transnational Corporations, Foreign Direct Investment, Debt 
and Home Country Policies (United Nations publication, 
Sales No. E.90.II.A. 16).

Financial market instability has been partly 
aggravated by perceptions of weaknesses in the 
financial institutions as well as other corporate enti-
ties and the lack of reliable relevant information 
regarding their operations. This has arisen partly 
from differing standards of regulation, the lack of 
information regarding assets and liabilities, and the 
variability as well as inadequacy of standards of 
corporate accounting, auditing, disclosures and 
corporate governance generally. It would appear, 
therefore, that arrangements capable of generating 
and transmitting more accurate, transparent and 
timely information regarding the build-up of signifi-
cant financial risks within a particular jurisdiction 
would be very useful for the authorities in another 
jurisdiction.

Serious consideration could also be given to 
some common training facilities for accrediting ac-
countants, auditors and regulators. Some common 
standards on licensing of stock brokers, financial 
intermediaries etc. could also lead to more cross- 
border listing of securities or regional issuing of 
bonds and so directly enhancing the depth and 
breadth of these markets.

Much of the current crisis can be traced to 
doubts regarding the ability of countries to service 
their foreign liabilities, especially short-term debts. 
Doubts arose as market operators appeared to be 
unaware of the true extent of the affected countries’ 
indebtedness, principally because short-term debts 
had not hitherto been included in the official debt 
data. All economies need to make substantial 
improvements in this area by providing comprehen-
sive and timely debt information to counter the 
deleterious effects of rumour and speculation. 
Governments could cooperate in setting out common 
definitions, information requirements and reporting 
procedures and in establishing a system for sharing 
information.
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INTRODUCTION

Growth and equity are commonly shared deve-
lopment objectives. It is therefore not sur-

prising that the interface between growth and equity 
has long engaged the attention of development 
economists as well as national policy makers. There 
has been a resurgence of interest in the subject in 
recent years. It has been partly prompted by the 
concern that the accelerating trend towards 
globalization in the 1990s may exacerbate prevailing 
inequities. This concern is being reinforced by the 
emerging shift in the development paradigm which 
increasingly emphasizes the role of market forces 
and the private sector in shaping the pace and 
pattern of economic growth. At the same time, the 
demand for a more equitable distribution of the 
gains of economic growth is on the rise, with an 
increasing trend towards decentralization, pluralism 
and democratization in both political and economic 
governance.

The distributional issues have also assumed 
contemporary urgency with the recent currency and 
financial sector crisis in several countries of the 
region analysed in the preceding chapter. The crisis 
may affect certain vulnerable segments of popu-
lations very severely. Moreover, the immediate 
concern for restoring stability and reviving growth 
may undermine the importance of distributional 
issues in the policy agenda.

For national policy makers in developing 
countries, the primary interest lies in ensuring a fast 
pace of economic growth, while simultaneously 
improving equity. In this context, the discussion in 
development literature has been dominated by the 
examination of the hypothesis that increased inequity 
is but a natural consequence of growth, at least at 
the earlier stages of development. The main argu-
ments underlying this hypothesis are the following: 
the first is that a high level of domestic savings, the 
primary source of investment finance, is required to 
accelerating economic growth. This requires that

income should be redistributed in favour of the rich 
as their marginal propensity to save is higher.1 
Moreover, in order to increase the propensity to 
save and the levels of investment, governments 
often tend to raise the reward for savers and in-
vestors relative to labour through deliberate policy 
measures, and, since the distribution of capital is 
typically more uneven, inequality tends to rise. The 
second argument is that a fast pace of economic 
growth requires reallocation of labour and other 
resources from low-productivity sectors to higher- 
productivity sectors, and such reallocation tends to 
worsen inequality, at least at the early stages of 
development.2

The validity of the above arguments has 
been seriously questioned. A considerable volume 
of literature emerged showing that a trade-off 
between growth and equity is not inevitable.3 The 
emergence of “new” growth theories postulating 
increasing returns to knowledge and investment 
in human capital,4 which is also widely acknow-
ledged to promote equity, casts doubt on any 
inherent trade-off between growth and equity. More 
recently, the success of East and South-East Asian 
economies in achieving rapid economic growth

1 See Nicholas Kaldor, ed., Further Essays on 
Economic Theory and Policy (New York, Holmes and Meir 
Publishers, Inc., 1978).

2 See Simon Kuznets, “Economic growth and income 
inequality” , American Economic Review, vol. 45, No. 1, 
1955, pp. 1-28.

3 See, for example, Montek S. Ahluwalia, “Income
inequality: some dimensions of the problem”, in Hollis
Chenery, ed., Redistribution with Growth: An Approach to 
Policy (London, Oxford University Press, 1974), pp. 91-102;
I. Adelman and C.T. Morris, Economic Growth and Social 
Equity in Developing Countries (Stanford, California, 
Stanford University Press, 1973); and W.R. Cline, “Distri-
bution and development: a survey of the literature”, Jour-
nal o f Development Economics, vol. 2, No. 1, 1975, pp. 
359-400.

4 See, for example, Paul M. Romer, “Increasing returns 
and long-run growth”, Journal o f Political Economy, vol. 94,
No. 5, 1986, pp. 1002-1037.
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and generally perceived to have reduced inequities 
at the same time has received considerable atten-
tion.5

The discussion on the relationship between 
growth and equity is complicated by several factors. 
First, while there exists wide consensus on the 
measurement of economic growth in terms of the 
growth rate of either aggregate GDP or of per capita 
income, equity does not lend itself to easy quanti-
fication. One interpretation of equity relates to the 
shares of national income accruing to different 
income classes, typically divided into quintiles. The 
Gini coefficient is frequently used as a summary 
measure of equity, and so is the proportion of the 
population falling below a defined poverty line. The 
pattern of distribution of access to certain basic 
services, such as health, education and drinking 
water, is also often considered an important 
dimension of equity. Second, there exists a two-way 
non-linear relationship between growth and equity. 
Just as growth affects equity, the former is also 
affected by the latter. More specifically, there is the 
view that highly unequal distribution of income may 
severely constrain domestic demand and thus 
adversely affect growth. Moreover, socially unac-
ceptable inequities can generate severe tension and 
political instability which are not congenial for growth 
and may entail diversion of human as well as 
material resources for containing them. Third, there 
is a host of initial conditions as well as interrelated 
policies which impact on both growth and equity. 
These impacts are not necessarily in the same 
direction; consequently, it becomes difficult to 
disentangle them in order to identify the best set of 
policy combinations which contribute positively to 
both growth and equity. Besides, the same set of 
policy combinations interacting with different initial 
economic conditions and institutions may produce 
varying results in different countries. Finally, there 
are serious data problems even with respect to 
conventional measures of equity.

5 See, for example, N. Birdsall, D. Ross and R. Sabot, 
“Inequality and growth reconsidered: lessons from East 
Asia”, The World Bank Economic Review, vol. 9, No. 3,
1995, pp. 477-508; World Bank, The East Asian Miracle 
(New York, Oxford University Press, 1993); and World 
Bank, Development in Practice: Sustaining Rapid Develop-
ment in East Asia and the Pacific (Washington DC, The 
World Bank, 1993).

The trends and patterns of equity in developing 
countries of the region are presented in the next 
section, primarily in terms of the proportion of the 
population below the absolute poverty line, Gini 
coefficient and income shares of different quintiles. 
This is followed by a brief discussion on the inter-
relationship between poverty, income inequality and 
growth. The subsequent section contains a number 
of case studies to illustrate the process of evolution 
of growth, income distribution and poverty alleviation 
in selected countries of the region. The last section 
draws out some policy conclusions relevant for 
promoting growth with equity.

TRENDS AND PATTERNS 
OF EQUITY

This section provides a summary picture of the 
emerging trends in equity in terms of certain quanti-
tative indicators. As noted in the introduction, the 
indicators used here relate to absolute poverty and 
inequality of income.

Absolute poverty

There are many conceptual as well as statis-
tical problems in measuring absolute poverty, which 
is estimated on the basis of the concept of a 
minimum standard of living.6 A poverty line which 
defines the minimum acceptable standard of living 
for the society is usually expressed in terms of 
income or expenditure in order to distinguish the 
poor from the non-poor. An individual is classified 
as poor if his or her income or expenditure falls 
below the poverty line. The most commonly used 
measure of absolute poverty is the headcount ratio. 
It is also known as the incidence of poverty and 
gives the proportion of the total population falling 
below the poverty line.

6 For a detailed review of the concept of absolute 
poverty and how it is measured, see ESCAP, “The poverty 
situation in Asia and the Pacific”, Economic Bulletin for 
Asia and the Pacific, vol. XLIV, No. 2, 1993, pp. 71-85; 
and K. Sundaram and S. D. Tendulkar, “Poverty in Asia and 
the Pacific: conceptual issues and national approaches to
measurement”, Economic Bulletin for Asia and the Pacific,
vol. XLIV, No. 2, 1993, pp. 42-58.
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Absolute poverty is one of the most serious 
problems being faced by several developing 
countries in the ESCAP region. Based on a global 
poverty line of one dollar a day per capita at 1985 
prices, it has been estimated that 77 per cent of the 
world’s poor lived in the ESCAP region in 1987, and 
this share declined to 73 per cent in 1993.7 The 
decline in the share of the region over time was 
entirely attributed to a reduction in poverty in East 
and South-East Asia.

Poverty estimates based on country-specific 
poverty lines are given in table IV. 1. It should be 
noted that strict comparisons between countries are 
not possible because of differences in poverty lines 
and .methodology.8 These estimates, however, are 
reasonable indicators of trends in poverty over time 
within a country. The estimates show that, with very 
few exceptions, the incidence of poverty has 
decreased in all the countries over the past two to 
three decades. The rate of decline in the incidence 
of poverty in recent years has slowed down in some 
countries, and this, coupled with population growth, 
has led to either an increase or virtually no change 
in the absolute number of the poor in some of the 
countries.

Poverty continues to be mainly a rural problem 
for two reasons. First, most developing countries in 
the region still have a dominant proportion of their 
population living in rural areas. For example, about 
three-quarters of the total population of Bangladesh, 
China, India, Indonesia, Nepal, Papua New Guinea, 
the Philippines, Sri Lanka and Thailand live in rural 
areas. Second, the incidence of poverty is much 
higher in rural areas than in urban areas in most of

7 A global poverty line is based on more or less the 
same minimal standard of living for all countries. Price 
differentials in different countries have been incorporated 
through the use of purchasing power parity (PPP) currency 
conversion rates that equalize the purchasing power of 
different currencies. For more details, see World Bank, 
World Development Report 1990 (New York, Oxford Univer-
sity Press, 1990); and Vinod Ahuja and others, Everyone's 
Miracle? Revisiting Poverty and Inequality in East Asia 
(Washington DC, The World Bank, 1997).

8 In addition, poverty estimates are usually based on 
data collected in household surveys, which are subject to 
varying degrees of errors. The results therefore should be 
interpreted as indicative of directions rather than precise 
estimates.

these countries. However, in recent years, urban 
poverty has emerged as a serious problem in many 
countries. This increasing problem of urban poverty 
is partly a spillover from rural poverty, resulting from 
the migration of the rural poor to urban areas where 
they have not been able to find employment 
opportunities in the formal sector.9 It is worth noting 
that, of the six countries for which a breakdown of 
rural and urban poverty is available,10 three coun-
tries experienced an increase in the absolute 
number of urban poor despite a considerable re-
duction in the proportion of the urban population 
falling below the poverty line. Of those six 
countries, only one experienced an increase in the 
absolute number of the poor overall (rural and urban 
combined).

Inequality

As is the case with absolute poverty, concep-
tual and measurement problems are also associated 
with inequality. Various summary measures are 
used to describe and quantify inequality (box IV. 1). 
The Gini coefficient is arguably the most popular 
statistical indicator of inequality. The Gini coefficient 
varies from zero (complete equality) to 1 (complete 
inequality); the more unequal the income distribu-
tion, the greater the Gini coefficient.

An aggregate measure of inequality, such as 
the Gini coefficient, provides a clear ranking of any 
two distributions, but it obscures the differences in 
details. For example, an aggregate measure will 
report a decline in inequality when redistribution of 
income takes place either from top to middle income 
class or from middle class to the bottom income 
group. Therefore, by simply observing the changes 
in the value of the aggregate measure, there is no 
way of knowing in which part of the distribution the 
change has taken place. For this reason, quintile 
income shares, wherever available, are also used in 
the analysis of trends and patterns of equity apart 
from the Gini coefficient.

9 See ESCAP, Role of the Informal Service Sector in 
Urban Poverty Alleviation (ST/ESCAP/1706), 1996.

10 The six countries are Bangladesh, China, India, 
Indonesia, Pakistan and the Philippines.
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Table IV.1. Trends in poverty in selected countries of the ESCAP region

Country and period

Headcount index 
(percentage)

Number of poor 
(million)

First year Middle years Final year First year Middle years Final year

Bangladesh
(1974, 1982, 1986, 1992)

83 73 52 48 63.0 67.3 51.2 51.6

China 
(1981, 1985, 1990)

20 - 9 8 197.7 - 100.5 94.8

India
(1978, 1984, 1988, 1994)

51 45 39 36 329.0 323.0 307.0 320.0

Indonesia 
(1970, 1980, 1987, 1993)

58 29 17 14 67.9 30.0 27.2 25.9

Malaysia 
(1973, 1984, 1989, 1995)

45 20 15 9 5.1 3.0 2.6 1.8

Mongolia 
(1989, 1992, 1993, 1994)

0 17 24 27 0.0 0.4 0.6 0.6

Nepal 
(1977, 1989)

40 - - 40 5.3 — — 7.4

Pakistan 
(1979, 1985, 1991, 1993)

31 25 22 22 24.7 23.3 25.1 27.1

Philippines 
(1971, 1985, 1991, 1994)

52 54 45 41 19.6 29.9 27.8 27.1

Sri Lanka 
(1963, 1979, 1987, 1991)

37 19 27 22 3.9 2.7 4.4 3.8

Thailand 
(1975, 1981, 1988, 1992)

30 23 22 13 12.4 11.0 11.9 7.5

Sources: Asian Development Bank, Asian Development Outlook 1994 (Hong Kong, Oxford University Press, 1994); 
United Nations Development Programme, Poverty and the Transition to a Market Economy in Mongolia (Ulaanbaatar, 1994); 
ESCAP, Role of the Informal Service Sector in Urban Poverty Alleviation (ST/ESCAP/1706), 1996; The World Bank, World 
Development Report 1990 (New York, Oxford University Press, 1990); and national sources.

Note: Poverty estimates are based on country-specific poverty lines.

The World Bank recently compiled time-series 
distribution data for a large number of countries.11 
These data, in terms of Gini coefficient and quin-
tile income shares, are derived from household

11 For an elaborate description of the data, see Klaus 
Deininger and Lyn Squire, “A new data set measuring 
income inequality”, The World Bank Economic Review, vol.
10, No. 3, 1996, pp. 565-591. The detailed data set is 
available on the Internet at http://www.worldbank.org/html/ 
prdmg/grwthweb/growth_ t. htm

surveys, based on representative samples covering 
the whole country, and attempt a comprehensive 
measurement of income (including in-kind income) 
or of consumption expenditure. The distribution 
data for the developing countries in the region 
reported in annex table IV.1 have been primarily 
drawn from this source, supplemented by other 
sources.

Both income and consumption expenditure 
data have been used alternatively to measure 
inequality. Annex table IV.1 makes it explicit whether
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Box IV.1. Measuring income inequality

A large number of summary measures are 
available to quantify income inequality.a Therefore, an 
understanding of the measures and their limitations is 
very important. A good inequality index is expected to 
satisfy three basic properties. First, it should be mean 
or scale independent; that is, the index remains inva-
riant if everyone’s income is changed by the same 
proportion. Second, it should be population-size inde-
pendent, so that when the number of people at each 
level is changed by the same proportion, the value of 
the index remains the same. Third, the Pigou-Dalton 
condition should hold so that an income transfer from a 
richer person to a poorer person that does not reverse 
their relative ranks reduces the value of the index. Most 
inequality measures are usually sensitive to changes in 
different parts of the income distribution, though their 
relative sensitivity varies.

The most commonly used aggregate measures of 
inequality are coefficient of variation, variance of log
income, Gini coefficient and Theil's inequality index.b
The coefficient of variation is developed from variance, 
which is defined as the sum of the squares of the
differences between each individual’s income and the 
mean income, divided by the size of the population. The 
coefficient of variation is then obtained by dividing the 
square root of variance by the mean income. It satisfies 
all three basic properties. The coefficient of variation 
attaches equal weight to changes at all levels of income 
in the distribution.

The variance of log income is computed by
taking the log of each individual’s income and then

a See, for example, A.B. Atkinson, “On the mea-
surement of inequality” , Journal of Economic Theory, 
vol. 2, 1970, pp. 244-263; Nanak C. Kakwani, Income 
Inequality and Poverty: Methods of Estimation and Policy 
Applications (Oxford University Press published for the 
World Bank, 1980); and Duangkamon Chotikapanich, 
Techniques for Measuring Income Inequality (Ashgate 
Publishing Ltd., Aldershot, United Kingdom, 1994).

b All these measures are statistical procedures 
measuring the deviation of a given income distribution 
from complete equality. As a result, they are called 
positive measures. There are also some normative mea-
sures (for example, Atkinson’s inequality index) which are 
not described here.

applying the formula of variance described above. It 
satisfies the mean independence and population-size 
independence properties. However, it does not satisfy 
the Pigou-Dalton condition at all levels of income, a 
major drawback of this measure. The measure attaches 
greater weight to changes in the lower part of the 
distribution.

The Gini coefficient is the most popular statistical 
indicator of inequality. Its derivation can be explained 
through the use of the Lorenz curve, which plots the 
cumulative share of the income received by the cumula-
tive share of the population, starting from the poorest 
income-receiving units. The diagonal line in the figure 
represents complete equality, meaning that if everybody 
has equal income, the Lorenz curve will be diagonal. 
As the differences in incomes of individuals widen, the 
Lorenz curve moves away from the diagonal. The Gini 
coefficient is defined as the area between the Lorenz 
curve and the diagonal of complete equality (shaded 
area in the figure) divided by the area under the 
diagonal. The value of the Gini coefficient varies from 
zero to one; a higher level of inequality is represented 
by a higher value of the Gini coefficient. One of the 
reasons for the popularity of the measure is its range. 
Just by looking at its value, one can have an idea of 
the level of inequality. This is not the case with 
inequality measures whose maximum values are 
different in different distributions. The Gini coefficient 
satisfies all three basic properties and it attaches 
greater weight to changes in the middle of the distribu-
tion.

Theil’s inequality index is computed by the sum-
mation of each individual’s income as a proportion of 
mean income multiplied by the log of the same figure 
and then dividing the sum by the population size. .It 
satisfies all three properties and can be computed from 
information contained in the Lorenz curve. This index is 
more sensitive to changes in the lower part of the 
distribution.

The above measures of inequality are aggregate 
measures which cannot capture the details of income 
distribution. For example, they do not reveal whether 
inequality is due to very low relative income of the lower 
income groups or very high relative income of the rich. 
Therefore, the income shares of various percentile 
groups are quite often also reported in addition to 
aggregate measures.

(Continued overleaf)
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(Continued from preceding page)

Some properties of popular inequality measures

Measure Definition
Minimum value 

(complete 
equality)

Maximum value 
(complete 
inequality)

Sensitivity to changes 
in various parts of 

the distribution

Coefficient of variation 

Variance of log income 

Gini coefficient 

Theil’s inequality index

unpredictable

unpredictable

1

unpredictable

Equally sensitive to change: 
in all parts

Relatively more sensitive to 
changes in lower part

Relatively more sensitive to 
changes in middle part

Relatively more sensitive to 
changes in lower part

Note: Yj is the income of ith individual in the distribution, Yj income of jth individual, is the mean income,
is the mean of log of income and n is the total size of the population.

The Lorenz diagram

Proportion of total population
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the observation is based on income or expenditure. 
Expenditure data are usually regarded as more 
accurate than income data because they are likely to 
have fewer errors of underreporting. However, as a 
result of the higher saving rates of upper-income 
classes, expenditure data yield a lower estimate of 
inequality than that based on income data.

Based on broad magnitudes of inequality in 
terms of Gini coefficients in various regions of the 
world, South Asia appears to be more egalitarian 
than East and South-East Asia and the Pacific. 
Eastern Europe has the lowest inequality and Latin 
America and the Caribbean has the highest 
inequality.12

Regional inequality can mask large variations 
in inequality within countries. Table IV.2 gives the 
values of the Gini coefficient and the income/ 
expenditure share of the top 20 per cent of the 
population as a ratio to the bottom 20 per cent 
population for the latest available year in the case of 
each country. Among countries with Gini coefficient 
based on expenditure data, Sri Lanka and the Lao 
People’s Democratic Republic have the lowest 
inequality, and Viet Nam, rather surprisingly, appears 
to have the highest inequality. Among economies 
with income data, Taiwan Province of China shows 
up as being the most egalitarian and Thailand as the 
least.

The other measure of inequality used is the 
income/expenditure of the top 20 per cent of the 
population as a ratio to the bottom 20 per cent 
population. As in the case of the Gini coefficient, 
the spread among countries with expenditure data is 
small. The value of the relative share measure 
ranges from 4.21 for the Lao People’s Democratic 
Republic to 5.51 for Viet Nam (table IV.2). The 
number of countries with income data is much larger 
and so is the range of the indicator. At the lower 
end, in Kazakhastan and Taiwan Province of China 
the average income of the richest 20 per cent of the

12 The regional Gini coefficients are unweighted 
averages of the Gini coefficients of the countries, including 
those based on income as well as expenditure distribution 
data. For more details, see Klaus Deininger and Lyn 
Squire, “A new data set measuring income inequality’’, 
The World Bank Economic Review, vol. 10, No. 3, 1996, 
pp. 565-591.

Table IV.2. Gini coefficients and quintile 
shares for latest available year in the 
late 1980s or 1990s in selected 
economies of the ESCAP region

Country/area Year Gini Top 20%  
/bottom 20%

Income data

Taiwan Province 
of China

1993 0.3078 5.42

Kazakhstan 1993 0.3267 5.39

Republic of Korea 1988 0.3364 5.72

Kyrgyzstan 1993 0.3532 6.31

China 1992 0.3780 6.92

Bangladesh 1992 0.3900 6.88

Singapore 1989 0.3900 7.15

Pakistan 1993 0.4100 7.77

Turkey 1987 0.4409 9.53

Hong Kong, China 1991 0.4500 10.10

Philippines 1991 0.4500 10.10

Malaysia 1989 0.4835 11.73

Thailand 1992 0.5150 15.81

Expenditure data

Sri Lanka 1990 0.3010 4.41

Lao People’s 
Democratic 
Republic

1992 0.3040 4.21

Indonesia 1993 0.3169 4.69

India 1994 0.3190 4.87

Viet Nam 1992 0.3571 5.51

Source: Derived from annex table IV.1.

population is about 5.4 times that of the poorest 20 
per cent of the population; Thailand appears to have 
the highest inequality by this criterion as well, with 
the corresponding figure of 15.8.

It should be noted that the ranking of a few 
countries changes when inequality is measured by 
the income share of different quintiles. For example, 
based on the Gini coefficient, Bangladesh has higher 
inequality than China; this is reversed under the 
relative share measure.
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The point estimate of inequality in a single 
year is useful as it helps policy makers see how 
their country compares with others. Perhaps of 
greater interest to them is the pattern of change 
over time. The reason is that if the direction of 
change is towards improvement, it is likely that social 
and political stability will be preserved even if the 
country compares unfavourably with others.

Taking the above into account, trend coeffi-
cients of Gini coefficient and of the proportion of the 
top 20 per cent to the bottom 20 per cent are 
estimated. The sign of the coefficient shows the 
direction of change. A positive sign indicates an 
increase in inequality, implying that the fruits of 
growth are accruing more and more to the affluent. 
Looking at the results presented in table IV.3 in 
terms of both indicators, there are four economies

(Bangladesh, China, Pakistan and Thailand) with 
statistically significant positive coefficients, two (India 
and Malaysia) with statistically significant negative 
coefficients and one (Sri Lanka) with statistically 
insignificant coefficients. For the rest of the econo-
mies listed in table IV.3, one or the other coefficient 
was insignificant. In two cases (Hong Kong, China 
and Taiwan Province of China), the signs of the two 
coefficients were different.

Another issue of interest is the stability of 
distribution within the broad trend. Even if the broad 
direction of change over time is toward improvement, 
policy makers could benefit from knowing whether 
there have been major reversals during a given 
period. That could form the basis of a more detailed 
investigation of the factors causing such a reversal 
and could point to corrective actions.

Table IV.3. Trend in inequality in terms of the Gini coefficient and quintile shares in selected 
economies of the ESCAP region

Period No. of observations
Time trend 

coefficient of Gini

Time trend 
coefficient of top 

20% /bottom 20%

Bangladesh 1963-1992 10 0.0010 0.1129

China 1980-1992 12 0.0080 0.2363

Hong Kong, China 1971-1991 7 0.0021 -0.0868a

India 1959-1994 23 -0.0008 -0.0257

Indonesia 1964-1993 11 - 0 .0002a -0.1419

Malaysia 1970-1989 6 -0.0018 -0.9330

Pakistan 1969-1993 10 0.0063 0.0783

Philippines 1957-1991 7 - 0.0011 0.0600a

Republic of Korea 1953-1988 14 0.0010 0.0723a

Singapore 1973-1989 6 0.0001a 0.6650

Sri Lanka 1953-1987 8 -0.0006a -0.1943a

Taiwan Province of China 1964-1993 26 -0 .0 0 0 2 a 0.0313

Thailand 1962-1992 8 0.0031 1.1694

Source: Estimated from annex table IV. 1.

Notes: The Gini coefficient and quintile shares are based on income in all the countries except India and Indonesia 
where they are based on consumption expenditure.

a Indicates that the coefficient is statistically insignificant at the 10 per cent level; other coefficients are significant at 
the 10 per cent level or better.
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Confining attention to the Gini coefficient only 
in the 1980s and 1990s, as provided in detailed 
yearly data in annex table IV.1, some reversals can 
be seen in some countries. For example, in Bang-
ladesh, inequality witnessed fluctuations until the 
mid-1980s and appears to have been increasing 
since then. Inequality in China fell substantially in 
the early 1980s but then had a generally upward 
trend. In Pakistan, inequality showed a downward 
trend in the 1980s and then an increase in the 
early 1990s. Data for Malaysia are only up to 
1980s in the table. There was a significant de-
crease in inequality in the country between 1979 
and 1984, followed by a slight increase in 1989. 
Some recent income distribution data on Malaysia 
reveals a slight worsening of inequality between 
1990 and 1995 as well.13

LINKAGES AMONG GROWTH, 
POVERTY AND INEQUALITY 

Absolute poverty -  interface 
with growth and inequality

There are a number of considerations which 
point to the need for the elimination of absolute 
poverty as an explicit policy target in the context of 
growth and equity. The “trickle down” effect of 
growth on the elimination of absolute poverty may 
take a long time, which is considered socially 
unacceptable. Even in the long run, there may be 
certain groups in the society which may not be able 
to participate in the growth process owing to a 
variety of structural and institutional constraints. 
Absolute poverty causes deprivation of the oppor-
tunity to undertake productivity-raising investment, 
including in health and education. Thus, it stunts 
growth and perpetuates inequity as well. There is 
also the moral and ethical imperative that all 
members of the society should be ensured a 
minimum standard of living.

13 Malaysia, Economic Planning Unit, Seventh Malay-
sia Plan 1996-2000, Kuala Lumpur, 1996, pp. 89-92.

At the same time, the importance of growth 
itself cannot be overemphasized. That growth is a 
major causative factor in reducing poverty is widely 
recognized. It is a plausible assumption that as the 
overall national income increases, most members of 
the society would receive a larger slice of the 
growing pie. Economic growth typically expands 
employment opportunities. For many of those below 
the poverty line, the only realistic way to get out of 
the poverty trap is to be able to find employment, as 
they hardly possess any other income-generating 
asset. The increasing absorption of the poor into 
gainful employment may enable them to undertake 
investments to enhance their skill and productivity, 
leading to further improvements in their living 
standards. Economic growth enables governments 
to mobilize resources for expanding social services, 
such as health, education and sanitation, for 
increasing investments in rural infrastructure and for 
undertaking transfer payments for the benefit of the 
poor.

The above arguments provide legitimacy to the 
hypothesis of growth as an important antidote 
against poverty. However, no monotonic relationship 
should be expected. Typically, an improved growth 
performance leads to faster improvement at the initial 
stages of development, when the incidence of 
poverty is high. As the incidence falls, further 
reduction in consequence of a given rate of growth 
is likely to become slower because those persisting 
below the poverty line are likely to belong to a more 
“hard core” group.

Another reason why no monotonic relationship 
can be expected is that the impact of a given
rate of growth on poverty is also determined by 
the pattern of growth. Specifically, when growth 
is accompanied by increased equality in income
distribution, the poor are likely to benefit more 
compared with a situation where the same growth 
rate is attained in association with deteriorating
distribution.

In the light of the above, the following dis-
cussion examines the interface of poverty with 
growth and inequality in two steps. The relationship 
between poverty and growth alone is examined first, 
followed by the relationship between poverty and 
growth and income distribution together.
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The relationship between poverty and growth 
is presented in figure IV.1. It appears that there are 
relatively more cases when the rate of reduction in 
poverty is positively related to the rate of growth, but 
there are also cases when slow growth is accom-
panied by a relatively large reduction in poverty or 
fast growth is related to lower reduction in poverty. 
This is not an unexpected finding because of the

underlying arguments discussed earlier. It may be 
specifically noted, however, that the rate of reduction 
in poverty in the overwhelming majority of the 
countries was faster in the first half of the 1980s, 
when the incidence of poverty was higher, and 
thereafter it slowed. Nevertheless, on the whole, 
growth has benefited the poor in the countries of 
the region.

Figure IV.1. Percentage change per year in absolute poverty and growth in real GDP 
per capita in selected economies of the ESCAP region

Source: Based on data in annex table IV.2.

Note: Selected economies are listed in annex table IV.2.
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Table IV.4. Regression results of annual poverty reduction rate on growth of GDP per capita 
and change in inequality

Dependent variable: percentage change per year in proportion 
of population below poverty line

Independent variables Value of regression coefficient 
and t-statistics in parenthesis

Annual growth rate of real GDP per capita -0.99
(-5.28)

Percentage change per year in Gini index of 1.81
income or expenditure inequality (3.42)

Dummy for survey data (expenditure 1.74
data = 1, income data = 0) (1.28)

Summary statistics

Number of countries 9
Number of observations 20

R2 0.67

Note: Countries included in the sample are Bangladesh, China, India, Indonesia, Malaysia, Pakistan, the Philippines, 
Sri Lanka and Thailand; and 20 observations are for the time periods corresponding to growth spells of the selected 
countries specified in annex table IV.2.

A more systematic examination of the inter-
face is undertaken through a regression analysis 
which includes both the growth rate of per capita 
GDP and changes in inequality as explanatory 
variables for poverty reduction. The hypothesis 
that economic growth helps to reduce poverty 
and that an increase in income inequality 
aggravates the problem of poverty is validated by 
regression results based on cross-country data from 
the region (table IV.4). The regression coefficients of 
growth in GDP per capita and change in Gini index 
are statistically significant with the right signs.14 The

14 In an earlier study covering 36 countries from 
different regions of the world, similar results were obtained 
with respect to signs of the regression coefficients. See 
B. Sen, “Changes in poverty in a cross section of coun-
tries”, in A. Abdullah and A.R. Khan, eds., State, Market 
and Development (published jointly by University Press 
Limited, Dhaka and Oxford University Press, New Delhi, 
1996).

results imply that 1 per cent growth in GDP per 
capita tends to reduce poverty by about 1 per cent, 
while a 1 per cent increase in inequality defined in 
terms of the Gini index is likely to increase poverty 
by 1.81 per cent. The regression coefficient of the 
Gini index thus appears to be quantitatively domi-
nant, indicating that improvements in income distribu-
tion are very important for the reduction of poverty.

The relative contributions of growth and 
redistribution to changes in poverty can be quan-
tified through decomposition analysis as well.15 
The total change in poverty between two time 
periods can be decomposed as the effects of two 
components: economic growth and distributional

15 G. Datt and M. Ravallion, “Growth and redis-
tribution components of changes in poverty measures", 
Journal of Development Economics, vol. 38, 1992, pp. 
275-295.

117



IV

changes. The growth component measures the 
change in poverty if the distribution at the re-
ference date were to remain unchanged while 
income grew. The redistribution component 
captures the impact of change in inequality on 
poverty if mean income at the reference were to 
remain fixed. This type of decomposition analysis 
has been carried out for some countries in the 
region. One study covers Bangladesh, China, In-
dia, Indonesia, Malaysia, Pakistan, the Philippines, 
Sri Lanka and Thailand.16 Changes in poverty in 
these countries between the mid-1980s and the 
late 1980s or the early 1990s have been decom-
posed into two components. It was found that, in 
all the countries, growth helped to reduce poverty. 
In five countries Indonesia (rural), India, Malaysia, 
Pakistan and Sri Lanka decline in inequality further 
helped to reduce poverty; while in the other coun-
tries increase in inequality dampened the impact of 
growth on poverty.17 Since growth component was 
larger than redistribution component, there was a 
reduction in poverty in all these countries. Basi-
cally economic growth was sufficiently strong to 
outweigh the distributional effect. Similar results
were obtained by another study covering China 
(rural), Indonesia, Malaysia, the Philippines and 
Thailand.18

Growth and inequality:
theory and evidence

As noted in the introduction to this chapter, 
there is a perception in development literature that 
there is an inherent trade-off between growth and

16 B. Sen, ‘‘Changes in poverty in a cross section of 
countries", in A. Abdullah and A.R. Khan, eds., State 
Market and Development (published jointly by University 
Press Limited, Dhaka, and Oxford University Press, New 
Delhi, 1996).

17 Decomposition analysis is based on two points in 
time, and changes in absolute poverty and inequality 
between two selected years can differ from the long-run 
trends discussed earlier.

18 Vinod Ahuja and others, Everyone’s Miracle?
Revisiting Poverty and Inequality in East Asia (Washington
DC, The World Bank, 1997).

inequality. The discussion on this subject was
largely inspired by the pioneering empirical work of 
Simon Kuznets showing that income inequality 
initially increases, reaches a peak and then starts to 
decline with economic growth.19 The so-called 
“inverted-U” hypothesis, which is also known as the 
Kuznets hypothesis, implies that low- and high-
income countries will have lower inequality than
middle-income countries.

One of the mechanisms generating higher 
inequality at the earlier stages of development is 
the shift of the population from a low-productivity 
agrarian economy to a high-productivity industrial 
economy. The differences in the average incomes 
of the two sectors result in a phase of increasing 
inequality, reinforced by higher inequality within the 
industrial sector. After a certain level of deve-
lopment is achieved, intersectoral differences in 
income start to fall, owing partly to lower popu-
lation pressure on the agricultural sector in 
combination with productivity-raising investment in 
agriculture. Within the modern sector, income 
differentials also begin to narrow down owing to 
an expanded education system and more equal 
dispersion of skills. Thus, growth is first un-
equalizing, then equalizing. While the scenario 
postulated above may be plausible, it has also 
been forcefully argued that particular policies, 
combined with inherited social structures, make 
income more unequal in some countries, while 
alternative policies make it more even in others, 
but there is no inexorable theoretical basis justi-
fying a worsening of the distribution in the course 
of economic growth.20 The cross-sectional data on 
which the Kuznets hypothesis is founded at best 
reflects a trajectory of development followed by 
certain countries in the past, rather than an inher-
ent validity of increased inequality as a precondi-
tion for or as an inescapable consequence of 
growth.

19 Simon Kuznets, “Economic growth and income 
inequality”, American Economic Review, vol. 45, No. 1, 
1955, pp. 1-28.

20 W.R. Cline, “Distribution and development: a
survey of the literature’’, Journal of Development Econo-
mies, vol. 2, No. 1, 1975, pp. 359-400.
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Cross-country data on inequality reported in 
this chapter provides some weak support to the 
inverted-U relationship between inequality and the 
level of GDP per capita (figure IV.2). Countries 
with low GDP per capita, for example, in South 
Asia generally have lower inequality; inequality is 
relatively high in Malaysia and Thailand, countries

in the middle-income range; and economies with 
relatively high GDP per capita, such as Singapore, 
the Republic of Korea and Taiwan Province of 
China, have relatively low inequality. However, the 
picture gets blurred when one attempts to relate 
the rate of growth with changes in inequality 
(figure IV.3).

Figure IV.2. Gini coefficient and GDP per capita in selected economies of the ESCAP region 
(latest available year)

Source: Based on data in table IV.2.

Note: Selected economies are listed in table IV.2.

An effort was made to test the validity of the 
Kuznets hypothesis within individual economies 
using time-series data. The two economies on 
which fairly long time-series data on income 
distribution is available and which also have 
witnessed rapid increase in GDP per capita are the 
Republic of Korea and Taiwan Province of China. 
The results of the application of the usual eco-
nometric test support the validity of the hypothesis

in the case of the Republic of Korea but not 
Taiwan Province of China.21

21 The following regression was estimated:
I = a+b log (Y/P) + c(log (Y/P))2

where I = inequality measure; the three alterna-
emocni eht ,tneiciffeoc iniG eht erew deirt serusaem evit

share of the lowest 40 per cent of the population and the
income share of the top 20 per cent of the population.

.secirp tnatsnoc ni atipac rep PDG = P/Y
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Figure IV.3. Percentage change per year in Gini coefficient and growth in real GDP per capita 
in selected economies of the ESCAP region

Growth in real GDP per capita 
(per cent per annum)

Source: Based on data in annex table IV.2.

Note: Selected economies are listed in annex table IV.2.

The implicit assumption in testing the Kuznets 
hypothesis is that causality runs from growth to 
inequality. This assumption has been challenged on 
the grounds that inequality also affects growth. 
These seemingly contradictory positions can be 
seen as partial views of general equilibrium in 
which reciprocal interaction takes place between 
inequality and growth in the framework of initial 
conditions, policies and institutions which diverge 
widely from one country to another. Table IV.5 
summarizes the findings of selected studies on the 
relationship between growth and inequality.

* * *

The discussion so far in this chapter can be 
summarized as follows:

•  Growth and equity commonly feature 
among the most important development 
objectives of developing countries. The in-
terface between them has been a subject 
of considerable research; it is also of great 
concern to policy makers. There has been 
a resurgence of interest in this interface 
owing to a variety of factors, including the 
recent financial and currency crises con-
fronting the region.

•  An important complication in assessing the 
relationship between growth and equity is 
that, unlike economic growth, the concept 
of equity is not easily amenable to quan-
tification. For the purpose of this chapter,
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equity is measured in terms of reducing 
absolute poverty and decreasing inequali-
ty-

•  The proportion of the population below the 
poverty line is used as the measure of 
absolute poverty. Two measures are used 
for inequality; these are the Gini coefficient 
and the ratio of income/expenditure of the 
top 20 per cent to that of the bottom 20 
per cent.

•  The incidence of poverty has decreased in 
almost all the countries of the region over 
the past two to three decades, but the rate 
of decline has slowed down in some coun-
tries in recent years.

•  However, the picture is quite mixed with 
respect to reduction in inequality. Some 
countries have improved, there has been 
deterioration in a few, and in others no 
distinct time trend appears to exist. More-
over, even in some countries where statis-
tically significant improvement has taken 
place over time, there have been reversals

at different points. Hence, there is a 
need for continued attention to equity in all 
countries.

•  The evidence is reasonably clear that the 
rate of economic growth as well as the 
accompanying change in inequality affects 
absolute poverty. The implication is that 
efforts to reduce absolute poverty should be 
anchored to both acceleration of economic 
growth and more egalitarian distribution.

•  In contrast, no clear relationship emerges 
between growth and inequality, most likely 
because of reciprocal interaction between 
them within the framework of initial con-
ditions, policies, and institutions which 
diverge widely from one country to another.

•  The Central Asian economies which expe-
rienced drastic declines in output till re-
cently as well as increased inequality in 
income distribution and higher incidence of 
poverty represent a distinct group. The 
information available on them is presented 
in box IV.2.

Table IV.5. Major findings of selected studies on growth and inequality

Author(s) and focus 
of study

Country coverage and variables Major findings

M.S. Ahluwalia (1976).
Tests the Kuznets hypothe-
sis, which states that in-
equality first increases and 
then decreases during the 
development process.

F. Campano and D. Salva-
tore (1987).
Tests the relationship be-
tween growth and percen-
tage income shares.

S.M. Randolph and W.F. 
Lott (1993).
Tests the Kuznets hypothe-
sis.

The sample includes 60 countries. Depen-
dent variables in the regression analysis are 
percentage income shares and the main 
independent variables include GDP per 
capita, share of agriculture in GDP, share 
of urban population in total, literacy rate, 
secondary school enrolment and population 
growth.

There are 95 countries in the regression 
analysis. Dependent variables are percent-
age income shares and the independent 
variable is GDP per capita.

Cross-country regression analysis, with 
dependent variables being percentage in-
come shares and the Gini coefficient, and 
the independent variable GDP per capita.

The results provide strong support for the 
Kuznets hypothesis. Improvements in the 
quality of human resources reduce inequa-
lity. An increase in population growth in-
creases inequality. A decrease in the share 
of agriculture in GDP is associated with a 
rise in inequality, whereas an increase in 
urbanization improves income distribution.

The income share of the bottom 20 per 
cent of the population seems to be un-
affected by the development process; there 
is a need for special programmes for the 
benefit of the poor.

The results provide robust support for the 
Kuznets hypothesis. However, the authors 
do not support the advocacy of develop-
ment policies focused exclusively on growth 
because for low-income countries it can 
take very long for the growth-equalizing 
phase to set in.

(Continued on next page)
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Table IV.5 (continued)

Author(s) and focus 
of study

Country coverage and variables Major findings

S.K. Jha (1996).
Tests the Kuznets hypothe-
sis.

T. Persson and G. Tabellini 
(1994).
Tests the impact of in-
equality on growth.

The regression analysis is carried out using 
data on 76 countries. Dependent variables 
are percentage income shares and the main 
independent variables include GDP per 
capita, human capital stock and lagged 
GDP growth rate.

Historical panel data on nine developed 
countries is used. The regression analysis 
is also carried out by using post-war data 
from 56 countries, both developed and 
developing. The dependent variable is 
growth in GDP per capita and the main 
independent variables used in one or 
both of the regressions include income in-
equality in terms of percentage income 
shares, average skills and initial GDP per 
capita.

A. Alesina and D. Rodrik 
(1994).
Tests the impact of in-
equality on growth.

A. Alesina and R. Perotti 
(1996).
Tests the impact of in-
equality on growth.

There are 70 countries in the regression 
analysis. The dependent variable is growth 
in GDP per capita and independent variables 
include the Gini coefficient of income, the 
Gini coefficient of land ownership, primary 
school enrolment ratio and GDP per capita.

The regression analysis is carried out using 
data on 71 countries. A two-equation 
model is used in which investment and 
index of socio-political instability are endog-
enous variables. For the investment equa-
tion, the main explanatory variable is the 
index of socio-political instability, and for the 
index of socio-political instability equation, 
the main explanatory variable is the aggre-
gate income share of the third and fourth 
quintiles.

The results validate the Kuznets hypothesis. 
The author argues that part of the variation 
in income distribution is due to government 
policies aimed at promoting equitable 
income distribution. From regression results 
it is difficult to discern how much of growth 
versus equity trade-off is due to policy. The 
coefficient of human capital variable is 
statistically significant and shows that 
widespread education improves income 
distribution.

The results from historical data prove that 
income inequality has a negative impact on 
growth. The coefficient of average skills 
has the correct sign but turns out to be 
statistically insignificant. Results from post-
war data bring out a negative impact of 
inequality on growth that is not only statisti-
cally significant but also quantitatively domi-
nant. In this case, human capital variable 
has a statistically significant positive impact 
on growth. The initial GDP per capita level 
has a negative coefficient. All these results 
from post-war data are only valid for demo-
cratic countries. The logic behind this is 
that high-income inequality pressurizes 
democratic governments to adopt populist 
policies inimical to the higher rates of 
investment required for adequate growth.

Inequality in income and land distribution is 
negatively associated with subsequent 
growth. This result is valid both for demo-
cratic and non-democratic countries. The 
human capital variable has a positive impact 
on growth.

The results prove the hypothesis that income 
inequality increases socio-political instability 
and that the latter reduces investment. Since 
growth and investment are positively related, 
an increase in income inequality eventually 
leads to lower growth. One of the policy 
implications of the results is that fiscal redis-
tribution policies by raising the tax burden on 
higher-income groups reduce the propensity 
to invest. However, fiscal redistribution by 
reducing social tension creates a conducive 
environment for investment, which in turn 
promotes growth. Therefore, the net effect of 
redistributive policies on growth depends on 
their benefits relative to costs.

(Continued on next page)
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Table IV.5 (continued)

Author(s) and focus 
o f study

Country coverage and variables M ajor findings

N. Birdsall, D. Ross and R. 
Sabot (1995).
Focus of study is on link-
ages between inequality 
and growth based on the 
experiences of economies 
in East and South-East 
Asia.

The results from microeconomic studies and 
cross-economy regressions have been put 
together to illustrate the story.

A. Fishlow (1995).
The study focuses on the 
current state of global 
income inequality and ex-
amines the compatibility of 
greater equality with re-
duced poverty and the 
relationship of inequality to 
growth.

B. Sen (1996).
The study focuses first on 
the impact of growth and 
inequality on poverty re-
duction and then evaluates 
the impact of inequality 
and policy variables on 
growth.

The regression analysis has 63 countries. 
While testing the Kuznets hypothesis, the 
dependent variable is income inequality de-
fined in terms of percentage income share 
or Theil’s index of inequality and the main 
independent variables include GDP per 
capita and secondary school enrolment. 
While testing for impact of inequality on 
growth, the dependent variable is growth in 
GDP per capita and independent variables 
include income inequality (percentage in-
come share or Gini coefficient), initial pri-
mary enrolment and initial real income.

The regression analysis covers 36 countries. 
While examining the impact of growth and 
inequality on poverty reduction, dependent 
variable is reduction in poverty and inde-
pendent variables include growth in GDP per 
capita and percentage change in the Gini 
index. While establishing determinants of 
growth in GDP per capita, explanatory vari-
ables include income inequality (Gini index), 
primary enrolment, share of government con-
sumption in GDP, inflation, share of trade in 
GDP, money supply variable (M2/GDP) and 
black market premium in foreign exchange.

The experiences of East and South-East 
Asian economies appear to reject the 
conventional wisdom that high income in-
equality is necessary for rapid growth. 
Moreover, there is some empirical evidence 
which supports equality increases growth. 
The authors argue that policies that reduced 
poverty and income inequality, such as in-
vestment in human resources, augmenting 
labour demand by promoting exports and 
development of dynamic agricultural sector, 
also stimulated economic growth. The main 
conclusion of the study is that investment in 
human resources is a key to a sustained 
growth and reduced income inequality.

There is some weak evidence for the 
Kuznets hypothesis since the coefficients are 
of the expected sign but are not statistically 
significant. The other main result is that 
inequality has no statistically significant im-
pact on growth. The author argues that 
reduced poverty and improved income equal-
ity are compatible since government policies 
can do much to achieve this goal. The two 
most important interventions relate to the 
distribution of physical assets and the rapid 
accumulation of human capital. In both sets 
of regression, the human capital variable is 
statistically significant with the right sign.

Growth helps in reduction of poverty, while 
increase in inequality reduces the impact of 
growth on poverty. Among determinants of 
growth, initial level of inequality fails to show 
any statistically significant impact on growth. 
Black market premium has negative impact 
on growth; a high black market premium 
can be regarded as an indicator of bad 
economic policies. Most of the other policy 
variables are not statistically significant.

Sources: M.S. Ahluwalia, “Inequality, poverty and development", Journal o f Development Economics, vol. 3, No. 4, 1976, 
pp. 307-342; A. Alesina and D. Rodrik, “Distributive politics and economic growth”, Quarterly Journal o f Economics, vol. 109, 
No. 3, 1994, pp. 465-490; A. Alesina and R. Perottii, “Income distribution, political instability, and investment”, European 
Economic Review, vol. 40, 1996, pp. 1203-1228; N. Birdsall, D. Ross and R. Sabot, “Inequality and growth reconsidered: 
lessons from East Asia”, The World Bank Economic Review, vol. 9, No. 3, 1995, pp. 477-508; F. Campano and D. Salvatore, 
“Income inequality and economic development”, Working Paper No. 4, Department of International Economic and Social Affairs, 
United Nations, New York 1987; A. Fishlow, “Inequality, poverty and growth: where do we stand?” in M. Bruno and B.
Pleskovic, eds., Annual World Bank Conference on Development Economics 1995  (Washington DC, The World Bank, 1996); 
S.K. Jha, “The Kuznets curve: a reassessment” , World Development, vol. 24, No. 4, 1996, pp. 773-780; T. Persson and G. 
Tabellini, “Is inequality harmful for growth?”, The American Economic Review, vol. 84, No. 3, 1994, pp. 600-621; S.M. Randolph 
and W.F. Lott, “Can the Kuznets effect be relied on to induce equalizing growth?”, World Development, vol. 21, No. 5, 1993, pp. 
829-840; and B. Sen, “Changes in poverty in a cross section of countries” in A. Abdullah and A.R. Khan, eds., State, Market 
and Development (published jointly by University Press Limited, Dhaka and Oxford University Press, New Delhi, 1996).
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Box IV.2. Trends in income distribution and incidence of 
poverty in Central Asian republics

There are serious data problems in making an 
assessment of the intertemporal change in equity in 
Central Asian republics. However, available data, ad-
mittedly fragmentary, unmistakably point to a marked 
increase in the inequality of income distribution and a 
greater incidence of poverty.

In Armenia, the dispersion in income distribu-
tion is apparently very high. The ratio of income 
of the highest quintile to the lowest quintile increased 
from 6.4 in 1991 to 9.0 in 1993 and then jumped to 
20.6 in 1994. According to a special study on the 
social stratification of the population of Yerevan, the 
capital, the income of the highest quintile of the popu-
lation of this city in 1995 was over 20 times higher 
than the income of the lowest quintile.a The Gini 
coefficient was above 0.60, extremely high by any 
standard, and much higher than the 0.45 estimated for 
the country as a whole in 1993. In Kazakhstan, while 
the average income of the richest quintile of the 
population in 1989 was 3.6 times higher than that of 
the lowest income quintile, by 1993 this ratio had 
increased to about 7. There was some moderation in 
1994, with the ratio falling to slightly below 6. The 
increase in income disparities appears to have been 
less steep in Uzbekistan, where the Gini coefficient 
increased from 0.26 in 1991 to 0.32 in 1993 and 
remained more or less unchanged over the subsequent 
two years.

The drastic decline in GDP and per capita in-
come that the Central Asian republics have experienced 
until recently, in combination with increased inequality 
in income distribution and major reductions in govern-
ment expenditure on social services, has led to a 
dramatic incidence of poverty. According to one recent 
study which used $4 per head per day income at 
purchasing power parity as the poverty line, the pro-
portion of the population below the poverty line was as 
high as 76 per cent in Kyrgyzstan, 50 per cent in

a  UNDP, Armenia Human Development Report 1996 
(Yerevan, UNDP, 1996), pp. 4-5.

Kazakhstan, 48 per cent in Turkmenistan and 29 per 
cent in Uzbekistan in 1994.b

The national estimates show a somewhat different 
yet very high incidence of poverty.c In Armenia, three 
lines of poverty were defined: $17 per capita per month 
as an extreme poverty threshold; $35 per capita per 
month as the amount considered necessary to ensure a 
somewhat normal level of physiological survival; and $55 
per capita per month, representing the estimated cost of 
a minimal consumer basket. In 1995, 87 per cent of the 
population had an income below $55 per capita per 
month, with 34 per cent of the population living below 
the “physiological” poverty line and 13 per cent in con-
ditions of “extreme poverty”. In Azerbaijan, according to 
the national estimates, more than 90 per cent of the 
population lived in poverty in 1995; however, using 
another definition of the poverty line, the World Bank 
estimated a lower share of the population in poverty at 
61.5 per cent.

In Kyrgyzstan, the Parliament adopted a law in 
1993 determining the minimum consumer budget (MCB) 
covering food and other goods and services needed for a 
normally functioning human being. Using the MCB thus 
defined as the poverty line, it was estimated that 91.8 per 
cent of the population was living in poverty in 1995. The 
MCB was later revised when some of the more costly 
items were eliminated. Even then, however, the share of 
people living below the poverty line in 1995 was esti-
mated at 71 per cent of the population.

The discussion on the growth-poverty nexus in the 
text in this chapter shows that growth usually leads to a 
reduction in the incidence of poverty. As most of the 
Central Asian republics appear to have firmly embarked 
on a path towards recovery and substantial economic 
growth, it is expected that the incidence of poverty will 
fall in the years ahead.

b UNDP, Human Development Report 1997 (New 
York, Oxford University Press, 1997), p. 54.

c Most of the information contained in this box has 
been derived from UNDP Human Development Reports 
on various Central Asian countries.
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CASE STUDIES

Even at the level of generality of the growth- 
poverty-income distribution nexus, there are re-
servations among analysts regarding the validity of 
conclusions emerging from cross-country econo-
metric investigations. Much of this skepticism 
arises from concern for the impact of large differ-
ences in initial conditions and institutions, and it 
has been suggested that country-specific historical 
analysis seems more promising.22 This approach 
should be of even greater relevance to the search 
for policies that may concurrently promote growth 
and equity.

Accordingly, this section is devoted to case 
studies of selected countries. The countries 
chosen are Bangladesh, India, the Philippines, the 
Republic of Korea, Singapore and Thailand. The 
choice of this sample was dictated primarily by the 
availability of systematic studies in recent times. 
Happily, the sample contains a wide spectrum of 
varying intertemporal achievements in growth and 
equity.

Bangladesh

Bangladesh faces a serious problem of 
absolute poverty. However, the country has made 
remarkable progress in reducing the incidence of 
poverty from very high levels in the 1970s. A fairly 
recent study on Bangladesh analyses the trends 
and determinants of rural poverty and assesses 
the impact of macroeconomic policies on the 
poor.23 Land being an important income-earning 
asset in rural areas, poverty afflicts mostly landless 
and marginal farmers. The incidence of poverty 
at 78 per cent for households with no cultivated 
land and 71 per cent for those with less than 0.5

22 Gustav Ranis, “Comment on ‘Inequality, poverty
and growth: where do we stand?’ by Albert Fishlow” , in
Michael Bruno and Boris Pleskovic, eds., Annual World 
Bank Conference on Development Economics 1995 
(Washington DC, The World Bank, 1996).

23 M. Hossain and B. Sen, “Rural poverty in Bangla-
desh: trends and determinants”, Asian Development
Review, vol. 10, No. 1, 1992, pp. 1-34.

acres is much higher than 9 per cent for house-
holds with more than 5 acres. Similarly, the 
incidence of poverty is higher among tenant farmers 
than owner cultivators. Among various occupational 
groups, cultivator households have the lowest inci-
dence of poverty, followed by traders and house-
holds engaged in various services. The poor 
households have a larger number of dependent chil-
dren, fewer members in the income-earning age 
group and a higher child-woman ratio. The inci-
dence of adult illiteracy is much higher among poor 
households than non-poor households.

The findings of a regression analysis regarding 
the determinants of the rural income, income of the 
poor and non-poor reveal the following. Size of land 
ownership, adoption of modern technologies and 
number of earners in the household have a signifi-
cant positive impact on household income. Higher 
education increases rural incomes, more so in non-
farm activities than in farm activities. Rural physical 
infrastructure in the form of electrification and 
transport has a positive impact on income, particu-
larly for generating employment opportunities in the 
non-farm sector. The effect of adopting new agricul-
tural technologies is greater for poor households 
than for the non-poor. The impact of primary educa-
tion is positive for the poor, whereas secondary 
education has a significant positive effect on the 
income of non-poor households only. Education is 
more effective in increasing income when combined 
with access to land and capital.

While economic growth in the country has 
been slow, the patterns and the mechanisms of 
growth contained elements with poverty-alleviating 
effects. For example, the garments sector boosted 
export earnings and at the same time created em-
ployment opportunities, especially for poor females. 
Similarly, the reallocation of land from relatively low 
labour-intensive traditional varieties of rice and wheat 
to more labour-intensive modern varieties contributed 
towards reducing underemployment among agricul-
tural workers.

Land ownership in the country is highly 
skewed. According to the results of the 1983-1984 
agricultural census and the 1988 Bangladesh Insti-
tute of Development Studies survey, nearly one-fifth 
of households own not more than 0.5 acre and can 
be considered nearly landless. On the other hand, 
about 8 per cent of rural households own more than
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5 acres and control nearly 48 per cent of the land. 
The Gini coefficient of land ownership is 0.63. This 
implies that the benefits of agricultural growth have 
to trickle down to the land-poor through tenancy and 
labour markets. Tenancy is very high in the country, 
and it has moderating effects on inequality: nearly
three-fifths of cultivators are owner-operators, and 
two-fifths are tenants, mostly owner-cum tenants; 
pure tenants are few. The number of small farmers 
has increased over time at the expense of large 
farmers, whose share of land cultivation has also 
fallen over time.

One hypothesis is that the diffusion of new 
agricultural technology may lead to greater income 
inequality and poverty. This is not true in the case 
of Bangladesh where modern inputs have been used 
extensively across the land ownership scale. The 
dominance of small farms and the widespread prac-
tice of tenancy did not impede technological 
progress in agriculture. Moreover, the diffusion of 
modern technology did not change the nature and 
terms of the tenancy markets, which means that 
income distribution and poverty did not get worse 
through this channel.

The government has a number of anti-poverty 
programmes for the benefit of the poor, which have 
expanded during the 1980s. A large number of 
NGOs and private sector organizations are also 
active on this front. Some of the government- 
initiated programmes are public works schemes, 
post-monsoon relief works and road maintenance 
programmes. There are also a number of self- 
employment schemes being implemented under 
various institutional arrangements with varying 
degrees of intensity of input support, such as credit. 
Credit-based self-employment programmes have 
contributed to rural poverty alleviation; about one- 
third of the nearly 8 million target households with
land up to 0.5 acres have already been brought
under these programmes.

The country has implemented substantial 
economic reforms since the 1980s, which included 
demand management as well as structural and 
institutional reforms. The reduction in aggregate 
public expenditure as part of demand management 
policies is likely to have had a negative effect on the 
rural poor. The composition of expenditure has
changed in favour of consumption expenditure over
time, with an adverse impact on future growth. The

withdrawal of subsidies for agricultural inputs (e.g. 
fertilizer, irrigation equipment) may have had some 
negative effect on the adoption of new technologies 
in agriculture. As noted earlier, the adoption of new 
technology has been scale-neutral; thus, the agri-
cultural subsidy benefited the small owners and 
tenant farmers as well. A positive aspect of the 
macroeconomic reforms has been the privatization of 
the delivery system for agricultural inputs, as a result 
of which irrigation equipment is installed faster and 
the availability of fertilizer has increased. The new 
system, however, tends to discriminate against 
infrastructurally backward and resource-poor areas 
owing to high transport cost and small markets. The 
privatization of the manufacturing sector had little 
effect on accelerating the growth of the manufac-
turing sector, especially the large-scale sector. The 
authors think that on the whole macroeconomic 
policies related to the structural adjustment pro-
gramme have had adverse effects on poverty 
alleviation in the 1980s.

The study concludes by indentifying three 
avenues for poverty alleviation: promotion of
growth, human resources development and tar-
geted anti-poverty programmes. Within the growth 
policy, those elements that have the strongest and 
the most immediate impact on poverty alleviation 
should be identified. For example, the spread of 
modern agricultural technology can considerably 
reduce rural poverty. Therefore, such technology 
should be promoted through an appropriate mix 
of subsidy, pricing, credit and extension policies. 
The rural physical infrastructure should be devel-
oped for enhancing the productivity of agricultural 
sector. Given the significant positive impact of 
education on rural income, policies should empha-
size the direct provision of primary and secondary 
education in rural areas. Similarly, provision of 
primary health care should be a priority area for 
State and NGO interventions. There is a prolifera-
tion of targeted programmes, with essentially similar 
tasks being performed in different agencies in 
different ways. There is a need to select a few 
programmes that have stood the test of the time 
and replicate them on a wider scale. One way of 
implementing these programmes is to promote 
collective ventures through the formation of groups 
and cooperatives.

A more recent study on Bangladesh also ex-
amines the determinants of poverty and the impact
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of macroeconomic policies on the poor.24 There is 
broad agreement in the conclusions of the two 
studies. However, some additional findings and 
conclusions from the latter study are discussed here. 
Unlike the previous study, which is focused on rural 
poverty, this study covers both rural and urban 
poverty. As the population is predominantly rural, 
poverty in the country has been primarily a rural 
phenomenon. However, owing to rapid urbanization 
and migration of rural poor to urban areas, urban 
poverty is becoming a critical area of concern. 
Because of these linkages between rural and urban 
poverty, an economy-wide strategy for poverty alle-
viation is needed. In addition, since most of the 
urban poor work in the informal sector, helping its 
participants through credit and training can alleviate 
poverty.

The economic reform policies initiated since the 
1980s have helped in maintaining macroeconomic 
stability and raising the foreign exchange reserves. 
However, these sound macroeconomic fundamentals 
have not translated into significantly higher invest-
ment and GDP growth. In the case of agriculture, in 
line with the conclusion of the previous study, the 
withdrawal of subsidies on agricultural inputs seems 
to have created some negative impact on the 
adoption of new technology. In addition, the share 
of irrigation in total public investment in agriculture 
has actually declined since the 1980s. As a result, 
the full potential of irrigation, which would have 
expanded direct and indirect avenues of employment 
and income for the rural poor, could not be realized.

While evaluating the targeted programmes, the 
study points out the limited success of many of them 
in the past. For programmes to be successful, they 
must be: (a) flexible in design and implementation;
(b) well-targeted to the beneficiaries; (c) in con-
formity with the needs and demands of the poor; (d) 
participatory at all stages; (e) monitored and evalu-
ated continuously during and after implementation; (f) 
experimental with more reliance on learning-by-doing 
in terms of choice of technology, financing mecha-
nism, management and operation; and (g) multidi-
mensional in component requirement calling for 
intensive and rigorous coordination and supervision.

24 M.K. Mujeri, “Macro policies and poverty alleviation: 
Bangladesh", ILO, Background paper for the Asian Regional 
Policy Workshop on Macro Policies and Micro Interventions 
for Poverty Alleviation, 5-7 February 1997, Bangkok.

India

India has made steady, though not rapid, 
progress in reducing absolute poverty. However, 
absolute poverty in the country remains widespread. 
The government has followed different development 
strategies at different times. Major economic reforms 
were implemented at the beginning of the 1990s. A 
review of the Indian experience is thus instructive 
from the point of view of understanding the 
determinants of poverty and the impact of economic 
policies on poverty alleviation.

A recent study on India analyses the trend in 
absolute poverty over the period 1951-1992 and 
attempts to answer some important questions.25 The 
questions dealt with are (a) how important to India’s 
poor was economic growth and contraction? (b) did 
the pattern of growth matter? (c) did the rural poor 
benefit from agricultural growth? (d) did inflation mat-
ter? (e) did some states perform better than others 
in reducing rural poverty? and (f) what accounts for 
the differing rates of progress in reducing poverty?

The following answers are provided on the 
basis of rigorous analytical work. The country’s poor 
have gained from economic growth. The redistribu-
tion component also helped to reduce poverty. 
However, growth has been more important in 
reducing poverty, accounting for roughly 80 per cent 
of the cumulative decline in poverty by the end of 
the period of study.

Regarding the pattern of growth, rural eco-
nomic growth played a major role in reducing 
national poverty; even urban poor gained from it. 
Whereas urban growth helped to reduce urban 
poverty, it also had adverse distributional conse-
quences within urban areas. Moreover, it had no 
discernible impact on rural poverty. Both primary 
(mainly agriculture) and tertiary (trade, services, 
transport, etc.) sectors growth reduced poverty, 
whereas secondary (mainly manufacturing) sector 
growth brought no discernible gains to the poor. 
The relative lack of an impact of manufacturing

25 M. Ravallion and G. Datt, "India’s checkered history 
in fight against poverty: are there lessons for the future?”, 
Economic and Political Weekly, Special Number, September 
1996, pp. 2479-2485.
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sector growth on poverty largely reflects the indus-
trialization strategy which India pursued for a long 
time, emphasizing capital-intensive industrialization 
within a largely closed-economy regime. Poor 
people, who are usually unskilled, did not benefit 
much from this strategy.

Rural poor benefited from agricultural growth 
as a result of higher agricultural wages and higher 
farm yields. Higher farm yields led to higher wages, 
presumably by enhancing labour demand, such as 
that due to multiple cropping. Higher yields thus 
helped to reduce absolute poverty through induced 
wage effects as well as the more direct channels, 
including effects on both employment and own-farm 
productivity.

An adverse short-run impact of inflation on real 
agricultural wages was found, which in turn implied 
negative consequences for rural poverty. The 
adverse impact of inflation on rural poverty was 
sizeable. In the short run, nominal wages 
responded sluggishly to inflation, and real wages fell. 
However, in the long run, nominal wages caught up.

The levels and trends of the incidence of 
poverty varied significantly from one state to another. 
The factors that led to higher rates of poverty 
reduction were higher growth rates in agricultural 
yields and real non-agricultural output per capita, 
lower rates of inflation and higher growth in state 
development expenditure. Inter-state differences in 
initial conditions of human and physical resource 
development played an important role in long-term 
rates of poverty reduction. For example, higher initial 
irrigation intensity, higher literacy rates and lower 
initial infant mortality rates were responsible for higher 
rates of consumption growth and poverty reduction.

The study draws some policy conclusions for 
the future. It is suggested that a stable policy 
environment, combined with a micro policy reform 
conducive to economic growth can help greatly in 
reducing absolute poverty. Factors promoting growth 
in the rural economy -  both the primary and tertiary 
sectors -  must be considered central to an effective 
strategy for poverty reduction in India. The industri-
alization strategy, from the perspective of the poor, 
should absorb more labour, particularly from rural 
areas. Investment in human resources development 
and physical infrastructure should be pursued as a 
complement to pro-growth reforms in India for their 
long-term importance.

Another study on India using data from 
1966/67 to 1993/94 identifies the macro-level deter-
minants of rural and urban poverty.26 Some of the 
determinants are then related to the policy variables 
or those variables which are amenable to influence 
by government policies. Afterwards, some policy 
conclusions are drawn. The two main determinants 
of poverty, both in the rural and urban areas, were 
found to be real per capita income and prices 
relevant to the poor population. The results showed 
that the incidence of rural poverty is much more 
sensitive to the real income variable than urban 
poverty is. On the other hand, urban poverty is 
twice as sensitive to changes in relative food prices 
than rural poverty is. Various economic policies 
affect poverty indirectly through these two determi-
nants. It was found empirically that food prices both 
for the rural and urban populations are positively 
related to the gross fiscal deficit and negatively 
related to the government stocks of food grains. 
One of the implications of these results is that 
sustained large reductions in gross fiscal deficits 
would have a favourable long-term impact on the 
reduction of both rural and urban poverty via a 
favourable impact on the price index. Moreover, 
through appropriate and timely interventions in the 
market for food grains, prices of food can be 
influenced in order to mitigate the adverse impact of 
some policies on poverty. However, a large reduc-
tion in the fiscal deficit can impact adversely on the 
poor through two possible indirect channels: 
reduced general economic activity and employment 
and reduced budgetary outlays on anti-poverty 
programmes. However, a reduced fiscal deficit will 
not inherently result in a lower level of funds for anti-
poverty programmes.

The authors argue that macroeconomic policy 
reforms are unlikely to have a severe short-term 
negative impact on rural real income. However, 
since rural poverty is more sensitive to real income 
changes, shocks to the supply induced by the 
weather require rural employment to be generated in 
the affected regions in order to create more rural 
income. Public works programmes can be used for 
this purpose. Because of an inelastic short-term

26 S.D. Tendulkar, K. Sundaram and L.R. Jain, “Macro 
policies and poverty alleviation: India”, ILO, Background
paper for the Asian Regional Policy Workshop on Macro 
Policies and Micro Interventions for Poverty Alleviation, 5-7 
February 1997, Bangkok.

128



IV

response to real income and very high sensitivity to 
relative food prices, the safety net to deal with urban 
poverty clearly points towards keeping the relevant 
food price low. According to the authors, food prices 
may sometimes rise in response to adverse supply 
shocks originating from the compulsions of macro- 
economic stabilization of fiscal or external deficits.

Philippines

In the Philippines, there have been no drastic 
changes in income distribution over many years. 
Yet, the country has passed through different 
episodes of widely varying growth. It has also 
implemented major policy reforms aimed at stabili-
zation and structural adjustment. It thus provides an 
interesting study on the determinants of changes in 
income distribution and the related policy implica-
tions.

A recent study on the Philippines has analysed 
the trend in household income inequality from 1961 
to 1991 and the factors affecting it.27 The author 
investigated four factors often cited as causing 
changes in household income inequality: (a) the
rising proportion of urban households; (b) changes 
in age distribution; (c) the increasing number of 
highly educated households; and (d) wage rate 
inequality.

The key findings of the study were:

(a) The rise in the number of urban house-
holds led to increased inequality. When 
households were segregated by urban- 
rural classification, the proportion of total 
inequality accounted for by within-group 
inequality increased from about 80 per 
cent in 1965 to close to 90 per cent in 
1991, mainly because of the increasing 
weight of the urban group which displayed 
a higher unequal distribution. The in-
crease in inequality was partly due to 
property income whose share in total 
household income increased, and property 
was largely concentrated among urban 
households;

27 Jonna P. Estudillo, “Income inequality in the
Philippines, 1961-1991”, The Developing Economies, vol. 
XXXV, No. 1, 1997, pp. 68-95.

(b) The income distributional effect of the
increase in the number of elderly people 
is limited partly because of the relative 
stability of the income position of the 
elderly;

(c) Compared with sector and age of head of
household, education of the head of
household was the more significant factor 
affecting income inequality. The increase 
in the number of household heads with 
college education led to a decrease 
in inequality. The within-group inequality 
declined absolutely because the two 
college groups of households -  with 
graduate and undergraduate heads -  were 
associated with lower levels of inequality. 
The decline in the absolute value of 
within-group inequality outstripped the 
increase in between-group inequality, 
which was due to an increase in income 
differentials between the college groups
and the zero-education group;

(d) Among different income sources, wage 
income was the largest source of in-
equality. Wage income is the product of 
wage rates and hours of work. Wage rate 
inequality appeared to be a more impor-
tant source of wage income inequality 
because hours of work remained fairly 
stable over time.

Four strategies suggested by the author to 
improve the distribution of income in the Philippines 
were as follows: (a) a more regionally dispersed
industrialization; (b) improvement of access to 
higher education; (c) a favourable policy environ-
ment; and (d) an effective population policy.

Foremost among the strategies is the imple-
mentation of more regionally balanced industrializa-
tion policies. Because Manila has traditionally been 
the country’s major industrial centre, there is a 
concentration of income in Manila -  a factor perpe-
tuating the high level of inequality. Regionalization 
of industries could spread employment opportunities 
to rural areas, increase rural wages and eventually 
distribute income across the country.

As differences in education play a major role in 
determining the level of household income inequality, 
the goal of education for all should be pursued, 
complemented by efforts to improve the quality of
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education because cognitive skill levels of pupils 
from primary and secondary schools in the 
Philippines are substantially lower than those in 
several neighbouring countries.

A proper policy environment conducive to 
investments is another important step to reduce in-
equality. One major task is to nurture competitive 
industries, discourage import substitution, promote 
the production of tradables, and reduce the 
infrastructure and public construction bottleneck.

Finally, sound economic policies require the 
complement of an effective population policy. Faster 
population growth makes it difficult to expand and 
improve the quality of human services, a prerequisite 
for growth and redistribution of income.

Another study was aimed at assessing the 
impact of stabilization policies and structural reform 
measures on growth and income distribution in the 
Philippines during the period 1986 to 1996.28 Seven 
simulation exercises were conducted to test the 
impact of policy changes in respect of foreign 
exchange liberalization, financial liberalization, tariff 
reform, stabilization policies, deregulation of the 
agricultural sector and the telecommunications 
sector, and tax reforms.

The findings of the study are presented below.

Impact Impact
Reform measure on on income

output distribution

Foreign exchange liberalization + _
Financial liberalization + -

Tariff reform + -

Stabilization policies - +
Deregulation: agricultural sector + +
Deregulation: telecom sector + -

Tax reform +

Note: For income distribution, an improvement (+) is 
shown by a reduction in the Gini ratio.

28 Joseph T. Yap and Caesar B. Cororaton, “Impacts of 
macroeconomic adjustment policies on growth and equity 
in the Philippines”, draft report presented at the MIMAP 
Workshop on Impacts of Macroeconomic Adjustment 
Policies on Growth and Equity, Makati City, Philippines, 
September 1997.

The authors conclude that economic growth in 
the Philippines tends to favour the upper income 
groups since income distribution generally deterio-
rates when output increases. The authors note that 
higher economic growth is still needed to alleviate 
poverty, but actions are also required to enable lower 
income classes to be direct participants in the 
development process.

Republic of Korea

The Republic of Korea has been one of the 
fastest-growing countries in the region. Its achieve-
ment in terms of income distribution is also note-
worthy. The country has succeeded in preventing 
any serious deterioration in income distribution 
despite a very fast pace of growth. The Gini co-
efficient increased somewhat in the 1970s, reaching 
its peak in 1976. From then on, it declined 
consistently until the late 1980s, the period up to 
which data are available.

Several factors have been cited in a recent 
paper as having contributed to relatively equitable 
income distribution in the Republic of Korea.29 The 
country started with a relatively high level of equality, 
which was reinforced by land reforms in 1947 and 
1950. The homogeneity of the population in terms 
of race, language and cultural tradition, in con-
junction with the absence of a deeply entrenched 
class structure, has encouraged economic and social 
mobility. The population has a keen aspiration for 
education and enjoys equal opportunities for access 
to education.

The country’s development strategy, based on 
labour-intensive industrialization during the 1960s 
and early 1970s, contributed to the equitable income 
distribution by creating employment opportunities. 
The emerging disparity between the rural and urban 
sectors was contained by a variety of measures 
aimed at rural development.

Another factor that contributed to preventing 
any significant deterioration in income distribution 
was the rising government expenditure for social

29 O. Yul Kwon, “Korean economic developments 
and prospects", Asian-Pacific Economic Literature, vol. 11,
No. 2, 1997, pp. 15-39.
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development. As a proportion of total government 
expenditure, it increased from about 7-8 per cent 
during the 1960s and 1970s to about 20 per cent in 
the early 1990s.

An additional perspective on the growth- 
distribution nexus in the Republic of Korea can be 
obtained from another paper which addresses the 
equity versus efficiency issues in policy making, 
focusing on the period from the late 1970s to the 
mid-1980s.30 It paid particular attention to the impact 
of structural adjustment in the early 1980s on income 
distribution as well as on a social welfare index 
which is constructed as the average of 16 social 
indicators.

According to the study, an important mechanism 
through which structural adjustment exerted a favour-
able effect on income distribution was price stability. 
The stabilization of the economy brought about a 
steady rise in the real income of wage and salary 
earners. It also bridged some of the income distri-
bution gap by limiting the opportunities for windfall 
profits in real estate and other speculative ventures.

The paper argues that import liberalization 
measures adopted as part of a structural adjustment 
did not hurt workers through either lower wages or 
fewer opportunities for employment because the pace 
of liberalization was gradual and many firms were 
quick to adjust to the more competitive environment. 
There were only a few cases of bankruptcies and 
workers being laid off owing to a surge in imports.

The paper concludes with some suggestions for 
future policy directions. Those include creating non-
farm employment opportunities to augment agricul-
tural income for those remaining in the rural areas in 
consideration of the limited scope for raising farm 
productivity and income; expansion of the social 
security system, particularly for the self-employed; 
increasing provisions for the elderly in the govern-
ment social security programmes; and eventually 
implementing an employment insurance scheme 
that protects the unemployed without lowering the 
incentive to work.

30 Sang-Mok Suh and Ha-Chaeong Yeon, “Social 
welfare during the period of structural adjustment”, in 
Viltorio Corbo and Sang-Mok Suh, eds., Structural Adjust-
ment in a Newly Industrialized Country: The Korean
Experience  (Baltimore and London, John Hopkins University 
Press, 1992).

Singapore

Singapore has achieved enviable economic 
and social progress. Absolute poverty has been 
virtually eliminated. Income inequality has remained 
relatively stable. It thus makes an interesting study 
on how the fruits of growth have been more or less 
equally distributed.

A recent study on Singapore analyses the 
trend in income inequality since 1966 and looks at 
the government policies and initiatives that have a 
bearing on managing inequality.31 Household in-
come inequality, measured in terms of the Gini 
coefficient, has remained unchanged in 1987/88 as 
compared with 1972/73. Interestingly, inequality in 
all the various household sizes fell in the latter year. 
Nevertheless, overall inequality remained unchanged 
because the smaller households had greater 
inequality and there was a change in the com-
position of households in favour of smaller sizes in 
1987/88. This shows that demographic factors play 
an important role in shaping income distribution. 
Income inequality in the labour force shows a 
downward trend during 1978-1981, partly due to 
rapid expansion of employment opportunities during 
the 1970s.

The basic strategy of achieving a broad-based 
rapid growth has been largely based on the creation 
of employment opportunities for everyone so that no 
one misses a chance to better his/her life owing to 
lack of income. Education has been one of the 
vehicles for this purpose. This has changed the 
educational composition of the labour force in the 
country substantially. For example, in 1966 about 
one-half of the labour force comprised people with 
less than a primary education or no education. By 
1993, that proportion had dropped to 15 per cent. 
In a few years, it is expected that everyone in the 
labour force will have at least a primary education. 
The proportion of those with a post-secondary 
education rose from 5 per cent in 1966 to 25.7 per 
cent in 1993. All this is the result of the sizeable

31 V.V. Bhanoji Rao, “Income inequality in Singapore: 
facts and policies”, in Lim Chong Yah, ed., Economic Policy 
Management in Singapore  (Singapore, Addison Wesley 
Publishing Company, 1996).
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investment which the country has made in education 
and human resources development since the 1960s. 
Based on existing inequality among people in 
various educational categories, and expected future 
trend in various educational categories as well as 
structural changes in the economy, it is concluded 
that further expansion in education may not help to 
reduce income inequality, but it will certainly help to 
raise the standard of living and the quality of life of 
everyone.

The Government of Singapore almost until 
1990 depended on instruments such as a pro-
gressive income tax and public expenditure on 
education, health and welfare to manage inequality.
In more recent years, the government has paid 
more attention to “participation prizes” and pro-
grammes targeted at the lower income groups. 
Some of these programmes are quite innovative. 
Under the Small Families Improvement Scheme, 
started in 1994, the poor are encouraged to limit 
their family size (no more than two children) and 
in return receive housing grants and education 
bursaries. The Public Assistance scheme provides 
cash benefits on a monthly basis to those who can 
pass the stringent means test. The rates of as-
sistance are close to the absolute poverty threshold 
so that there is no incentive for those who are 
capable of earning more to benefit from this 
scheme. The Medifund scheme, which became 
operational in 1993, provides assistance to the poor 
in paying their medical bills. The government 
implemented the Goods and Services Tax in 1994. 
As it is a regressive tax, the government announced 
a number of measures to offset the impact on low- 
income households. In May 1994, the government 
announced that the Housing and Development 
Board would buy three-room flats on the open 
market and sell them at subsidized rates to low- 
income families. To facilitate a more equitable 
distribution of income from shares, the government 
allowed each citizen in 1995 to buy Telecom shares 
at a discount price, costing the government S$ 3 
billion. There was a ceiling of 1,000 shares for 
each to prevent the rich from appropriating most of 
the benefits of the discount.

In general, the Singapore strategy of ma-
naging income inequality seems to convey the 
message that the market forces should not be 
tinkered with to alter income inequality, as it can

have adverse consequences on growth. Instead, 
inequality should be managed through safety nets 
and targeted programmes for the benefit of the lower 
income groups, as this will reduce the severity of the 
social burden of inequality. In such a strategy, the 
need for constant monitoring of inequality is also 
emphasized so that timely actions can be taken 
when necessary.

Thailand

Thailand has been one of the remarkable 
success stories of the region in terms of economic 
growth. However, the country’s achievement in 
reducing poverty has not been as remarkable, and 
income distribution has shown a persistently 
deteriorating trend. A recent study by the World 
Bank, based on data for the 1980s and early 1990s, 
examines the trends in poverty and income dis-
tribution, identifies the causal factors and suggests 
some policy recommendations to bring about a 
further reduction in the incidence of poverty and 
greater equality in the distribution of income.32 The 
key findings of this study are summarized below.

Poverty

According to the study, the most distinctive 
characteristic of the poor in Thailand remains where 
they live. The incidence of poverty is much higher 
in the north-east and the north, with the north-east 
alone accounting for nearly 60 per cent of the poor. 
The other notable locational feature is the concentra-
tion of poverty in rural areas, where over 85 per 
cent of the poor live.

Educational attainment is a major determinant 
of poverty. The share of household heads without 
any formal education is almost twice as high among 
the poor than the non-poor. Related to this is the 
difference in occupational status, with almost three- 
fourths of the poor households being involved in 
agriculture.

32 World Bank, Thailand: Growth, Poverty and Income 
Distribution, An Economic Report, Report No. 15689-TH, 
(Washington DC, 1996).
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Much of the slowdown in poverty reduction in 
the 1980s is attributable to the decline in the terms 
of trade for the agricultural sector. However, the 
study notes that this was mostly a consequence of 
changes in the world prices of the major agricultural 
products, rather than a consequence of government 
policies, which actually reduced the tax burden for 
agricultural producers.

The poor also differ from the non-poor in 
certain demographic aspects. Poor households are 
generally larger and have a higher dependency ratio 
(the proportion of non-earners to household size) 
than the non-poor.

While the above characteristics distinguishing 
the poor from the non-poor point to certain policy 
actions, the study itself focuses on the evaluation of 
targeted anti-poverty programmes and suggests a 
number of measures to improve their effectiveness. 
It notes that the level of spending on the main 
programmes for the benefit of the poor, including 
some non-targeted programmes, is rather modest. 
That makes it more critical that the programmes be 
well targeted at the poor to improve their welfare. It 
calls for better targeting in allocation of resources 
among provinces and districts, taking into account 
the differences in the incidence and severity of 
poverty among them. The importance of better 
coordination among programmes is emphasized and 
some changes in the design and/or implementation 
of certain specific poverty alleviation programmes are 
suggested.

Income distribution

According to the study, the poverty-reducing 
impact of economic growth in Thailand was 
significantly undermined by a deterioration in income 
distribution. It was estimated that in the absence of 
such deterioration, poverty could be reduced by an 
additional 3 percentage points in urban areas and 
15 percentage points in rural areas.

As in the case of poverty, location was an 
important determinant of inequality. The widening 
income differential between rural and urban 
households, as well as that between regions, 
contributed significantly to the increase in income 
inequality.

Wages, salaries and entrepreneurial income 
contributed mostly to the overall increase in inequa-
lity, while farm income had an equalizing effect. The 
contribution of wage income to increased inequality 
was largely because the shift from informal to formal 
employment occurred more among higher income 
households, not because of increased inequality in 
wages. However, the entrepreneurial income share 
increased over time, and its distribution also became 
more unequal.

Among the determinants of inequality of 
individual earnings, education was found to be the 
most important. The study also observed that basic 
education had an equalizing effect, while university 
education had the opposite effect.

The study suggests that policies should be 
directed at reducing the main supply-side constraint 
on the labour market which remains the lack of 
adequate education. Education is both a key deter-
minant of labour earnings and is increasingly 
inequalizing (beyond primary schooling). Thus, the 
most substantial contribution that government policy 
could make towards enhancing equity would be to 
improve the access to secondary education of those 
at the bottom of the distributional ladder. The study 
supported the current policy stance of rapidly ex-
panding access to secondary education because it 
would promote equity and foster growth by upgrading 
labour quality.33

The study notes that as the economy becomes 
more complex, more sophisticated systems of wage 
determination, employment security, training, social 
insurance and collective bargaining will be required. 
Such issues are better dealt with through tripartite 
consultation among labour, employers and the 
government. Furthermore, it will be necessary for 
the government to enact and enforce adequate 
standards in such areas as workplace health and 
safety.

33 The importance of education beyond the primary 
level as a means to bridge income gaps has also 
been emphasized in another study on Thailand. See 
Chalongphob Sussangkarn, Towards Balanced Develop-
ment: Sectoral, Spatial and other Dimensions, Thailand 
Development Research Institute, Bangkok, 1992, the 1992 
Year-End Conference.
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MAJOR POLICIES FOR PROMOTING 
GROWTH WITH EQUITY

It has been shown before that growth helps 
alleviate poverty. However, the positive impact of 
growth on poverty alleviation may be either under-
mined or reinforced by accompanying changes in 
income distribution. Furthermore, it has been shown 
that there is no inherent trade-off between growth 
and income distribution, implying that the simul-
taneous pursuit of growth and equity is not an 
infeasible task.

However, neither growth nor income distribution 
is a policy variable. These are themselves outcomes 
of policies, institutions, initial conditions and external 
circumstances. A particular combination of growth 
and distribution achieved by an individual economy 
at a given point in time will therefore depend on the 
joint interaction of all these factors. Nevertheless, 
based on the findings noted in table IV.5, case 
studies included in this chapter and other evidence, 
it is possible to identify some policies which promise 
to yield positive results in terms of both growth and 
distribution. These are briefly discussed below.

Human resources development

Human resources development has many 
dimensions. The particularly important ones are 
education and health. A country’s achievements in 
these respects largely determine the quality of its 
stock of human capital. This, in turn, is widely 
acknowledged as a major determinant of economic 
growth as well as an important means to alleviate 
poverty and improve income distribution.

The favourable effect of education on growth 
has received considerable empirical support since 
the pioneering works of Denison and Schultz.34 The

34 E.F. Denison, The Sources o f Economic Growth 
in the United States and Alternatives Before Us (New 
York, Committee for Economic Development, 1962); and 
Theodore W. Schultz, The Economic Value o f Education  
(New York and London, Columbia University Press, 1963). 
For some references to subsequent studies confirming the 
positive impact of education on economic growth, see 
Survey  1986, footnote 31, p. 101 and for more recent 
evidence, see George Psacharopoulos, “Returns to invest-
ment in education: a global update”, World Development, 
vol. 22, No. 9, 1994, pp. 1325-1343.

principal contribution of education to growth occurs 
through increased productivity. Education is a 
medium for the acquisition of the knowledge, skills 
and technology required in modern production. It is 
a precondition for the development of indigenous 
technology or the adaptation of imported technology 
to suit domestic conditions. It promotes healthier 
work habits and discipline among the working 
population. It also produces an indirect beneficial 
impact on other aspects of human resources 
development. For example, educated parents are 
more likely to be concerned about the health of their 
children as well as their own. In countries expe-
riencing fast population growth, the education of 
women plays an important role in reducing fertility 
and thereby increasing savings, investment and 
growth.

Education is often singled out as an important 
policy instrument to bring about greater equity.35 
The principal asset that most people at the lower 
end of income distribution possess is their labour 
time. The opportunities for productive utilization of 
this asset through employment are enhanced through 
education. It raises the productivity of formally 
employed workers, as well as those who are self- 
employed. Thus, it is likely to reduce inequalities by 
enhancing the opportunities for the poor to increase 
their income. Specially important from this per-
spective is the role of primary and secondary educa-
tion.36 It should be noted that at some stage of 
development, education may not be very effective as 
an equalizing force. For example, in an economy 
undergoing rapid shifts in the composition of 
output in favour of highly skill-intensive goods and 
services, the demand for those skills tends to 
outstrip supply as access to higher education may 
be constrained by cost or availability of facilities. In 
consequence, the wage differential between the 
highly skilled workers and the semi-skilled or the 
unskilled may widen.37

35 See table IV.5 and the case studies in the preced-
ing section.

36 See, for example, the case study on Thailand.

37 In the case of the United States, for example, there 
was a dramatic decline in the relative position of young 
high school graduates relative to workers with a college 
education between 1979 and 1989. See Peter Gottschalk 
and Timothy M. Smeeding, “Cross-national comparisons of 
earnings and income inequality” , Journal o f Economic 
Literature, vol. XXV, No. 2, 1997. See also the case study 
on Singapore.
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Health also contributes to economic growth in 
several ways. Health status has a direct impact on 
workers’ motivation and productivity. Improvement in 
health reduces absenteeism among the work force. 
Poor health uses up resources for treatment and 
health maintenance that could otherwise be devoted 
by individuals or households to investment in 
education or physical capital. Better health may 
cause a decline in the drop-out rate among 
schoolchildren and thus reinforce the positive impact 
of education on growth and equity. As is the case 
with education, improvement in the health status of 
the poor is likely to increase their income-earning 
potential and thus reduce the prevailing disparity in 
distribution.

Achievements in the Asian and Pacific region 
and the challenges that still need to be confronted in 
the areas of education and health were treated at 
length in the 1993 and 1996 issues of the Survey. 
They will not be repeated here. However, it is useful 
to recall a number of key issues which demand the 
urgent attention of policy makers in the region. 
Those are:

•  Measured by such criteria as school enrol-
ment ratios at different levels of education, 
adult literacy rate, life expectancy and re-
duction in mortality rates, the Asian and 
Pacific region has made remarkable 
progress in education and health over the 
last two to three decades.

•  However, there is a wide dispersion in 
achievement among countries as well as 
persistent disparities within countries be-
tween rural and urban areas or between 
men and women.

•  In many instances, both educational and 
health systems are plagued by poor quality 
of services, particularly in rural areas.

•  Public provision or support of education 
and health services may be crucial for the 
poor as they cannot afford to pay the 
prices charged by private providers.

•  There are systematic inefficiencies in both 
sectors reflected, for instance, in high drop-
out rates from schools or inadequate utiliza-
tion of the rural health infrastructure. The 
causes of these inefficiencies should be 
explored and remedial measures adopted.

•  The “merit good” nature of certain types of 
education and health services and positive 
externalities associated with them will re-
quire a substantial increase in the alloca-
tion of public resources for both expanded 
coverage and qualitative improvements. In 
particular, it would be important to ensure 
that the current economic crisis facing the 
region does not lead to a reduction.

•  One avenue by which governments can 
increase or protect public expenditure on 
education and health is through re-examina-
tion of intersectoral priorities in public 
expenditure, including those on defence 
and general administration. Governments 
also need to pay attention to reordering of 
intrasectoral priorities, for example, as 
between basic and tertiary within the edu-
cation sector or between preventive and 
curative within the health sector.

•  In certain instances, such as in the provi-
sion of hospital-based curative health care 
or higher education, there remains consi-
derable scope for greater resort to a user 
charge. This is likely to improve efficiency 
in resource use and generate more re-
sources for attending to distributional 
concerns.

•  Efforts should be made to secure greater 
involvement by the private sector, non-
governmental organizations and communi-
ties in the provision of health and educa-
tional services.

Agricultural development

Agricultural development can play an important 
role in promoting both growth and equity in many 
countries of the region. Between one-fifth and one- 
half of GDP originates in this sector in the majority 
of the developing countries of the region, including 
some of the more populous countries, such as 
Bangladesh, China, India, Pakistan, the Philippines 
and Viet Nam.38 What happens to such an

38 Survey 1997, table II.2, pp. 32-33.
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important component is bound to have a substantial 
impact on the growth of overall GDP. Exports 
originating in the agricultural sector (including 
forestry and fishery products) feature as one of the 
three major items of foreign exchange earnings in 
many countries.39 The crucial importance of export 
earnings in maintaining stability and sustaining 
growth has been brought to the fore by the recent 
turmoil, which was partly occasioned by slowdown in 
export growth, as analysed in the previous chapter. 
Agricultural sector continues to employ a very large 
portion of the labour force. This is true even for 
most of the countries which have undergone a rapid 
structural transformation in the sense of a large 
increase in the share of industry in GDP. To illus-
trate, the share of agriculture in total employment in 
Indonesia is well over one-half even though its share 
of GDP is well below one-fifth. Improvements in the 
productivity of the vast section of the labour force 
employed in agriculture would clearly have a positive 
impact on over?.ll output growth. The agricultural 
sector also contributes to growth as a provider of 
raw materials and as a market for industrial 
products. Finally, a large part of the agricultural 
sector in the region is devoted to the production of 
cereal or other food crops for domestic consumption. 
Thus, output growth in the agricultural sector 
contains increases in food prices, moderates the 
demand for wage increase and helps restrain 
inflationary pressure, which in turn is widely ac-
knowledged as harmful to economic growth. Quite 
understandably, therefore, agricultural growth cor-
relates strongly with overall output growth in many 
countries of the region, particularly those in South 
Asia, as noted in chapter II.

The role that agriculture can play in promoting 
equity, particularly alleviating poverty, is almost self- 
evident. As noted earlier in the chapter, poverty 
remains largely a rural phenomenon. Properly con-
ceived policies for the development of the agricultural 
sector could alleviate poverty through improvements 
in the productivity of small owner-farmers, and 
tenant-farmers and by creating employment opportu-
nities for landless peasants. The increased produc-
tivity of the agricultural sector could also stem the 
tide of rural-urban migration, which is emerging as 
an important factor in the growing urban poverty in

39 Ibid, annex table III.1, pp. 127-128.

some countries of the region. In the event of large- 
scale job retrenchments in the manufacturing sector 
following any crisis, the agricultural sector usually 
provides the cushion for absorbing the unemployed 
and thus protects at least a part of their income. 
This is facilitated by the fact that, with its lower 
dependence on imported inputs, the agricultural 
sector can respond readily to an export incentive 
arising from a major depreciation of the exchange 
rate. The evidence in several case studies pre-
sented in this chapter, such as those of Bangladesh, 
India, the Republic of Korea and Thailand, lend 
support to the importance of agricultural/rural deve-
lopment for greater equity.

Agricultural development requires policy action 
in many areas. Those include development, acquisi-
tion and dissemination of improved technologies; in-
put and output pricing; credit; rural infrastructure 
and land relations. A detailed analysis of these 
issues is beyond the scope of the present exer-
cise.40 The reader’s attention is, however, drawn to 
one particular aspect, namely land relations, which 
does not seem to receive as much importance on 
the policy agenda as it deserves.

The landless and the small agricultural house-
holds are generally among the poorest of the poor in 
the region. Their access to land is greatly con-
strained by persistent inequity in the distribution of 
ownership. The Gini coefficient of the size distribu-
tion of landholding is quite high in several countries. 
These facts necessitate a spotlight on land relations. 
The key conclusions of some recent studies in this 
respect are summarized below.41

•  Land remains the most important income- 
generating asset in many economies of the 
region. Access to land is a major deter-
minant of the difference between poverty 
and affluence. Access to land can be

40 For a fairly comprehensive discussion on the 
subject, see ESCAP, Rural Poverty Alleviation and Sustain-
able Development in Asia and the Pacific  (ST/ESCAP/ 
1617), 1996.

41 ESCAP, Rural Poverty Alleviation and Sustainable  
Development in Asia and the Pacific (ST/ESCAP/1617),
1996, pp. 39-42; and M.G. Quibria, “Access to land and 
poverty alleviation”, Asia-Pacific Development Journal, vol.
2, No. 2, December 1995, pp. 1-15.
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obtained either through ownership or 
through a land tenure mechanism. There-
fore, both redistributive land reforms and 
tenurial reforms need to be undertaken in 
the interest of improving the productivity of 
the rural economy as well as equity.

•  With respect to tenurial conditions, the em-
pirical findings appear to be that tenant- 
cultivated farms are no less efficient than 
owner-cultivated farms. Therefore, legisla-
tion should permit a wide variety of con-
tractual choices (such as share-cropping, 
fixed rental tenancy, etc.) that would allow 
the landless or the small farmers greater 
access to land. This should improve equity 
and efficiency of the agricultural sector. 
Furthermore, it might allow landless labour-
ers to progress through the agricultural 
“ladder” , starting from the position of hired 
labour for large farmers through tenant- 
farmer and eventually owner-cultivator.

•  Empirical evidence suggests that there is 
an inverse correlation between farm size 
and output per hectare.42 The justification 
for redistributive land reform in countries 
where the distribution of landholding is 
highly unequal is therefore based solidly on 
efficiency consideration. In addition, it 
would obviously contribute positively to 
equity. Major land redistribution efforts in 
most developing countries have had limited 
success, largely due to legal loopholes as 
well as bureaucratic and political hurdles in 
their effective implementation. This expe-
rience suggests caution, but not inaction, in 
undertaking any new redistribution initia-
tives. Any new initiatives must enjoy strong 
political commitment and provide rules that 
are simple, transparent and uniformly 
enforceable.

42 M.G. Quibria and Salim Rashid, “Is land reform 
passe? With special reference to Asian agriculture", in 
M.G. Quibria, ed., "Critical issues in Asian Development: 
Theories, Experiences and Policies  (Hong Kong and New 
York, Oxford University Press for the Asian Development 
Bank, 1995); and Michael Lipton, “Land reform as 
commenced business: the evidence against stopping”,
World Development, vol. 21, No. 4, 1993, pp. 641-658.

Selected aspects 
of development policies

Apart from the policies discussed above, there 
are many other aspects of a country’s development 
policies that affect both growth and equity. A few of 
those are briefly discussed below.

Macroeconomic stability

An important element in the pursuit of 
complementarity between growth and equity is non- 
inflationary growth. There is wide consensus that 
high and unstable inflation rates are harmful to 
growth. It frequently discourages saving by reducing 
the return to savers in real terms. It encourages 
savings in non-financial forms, complicating the 
task of mobilizing savings for investment. The de-
velopment of financial and capital market institutions, 
which are essential intermediaries between savers 
and investors, is adversely affected. It distorts the 
pattern of investment by encouraging investment in 
real estate or other forms of property which provide 
a hedge against inflation without adding much to 
productive capacity. The profit uncertainty resulting 
from an unstable macroeconomic environment dis-
courages long-term investment. Furthermore, high 
inflation causes capital flight.

A high rate of inflation is also likely to hurt 
the poor in several ways. The poor often have to 
buy from the market, and food purchases account 
for a large part of their family budget. An infla-
tionary rise in the prices of food may thus have an 
adverse impact on their access to basic nutrition as 
well as other human-capital-augmenting services, 
such as health and education. Wage increases 
generally fall behind price rises in an inflationary 
environment. The wage earners, both in the public 
sector and in private occupations, suffer a decline 
in real income. Inflation usually benefits the prop-
erty owners, who constitute the rich segment of the 
society. A high rate of inflation is also likely to hurt 
exports and thereby reduce employment in export 
industries, which are usually more labour-intensive 
activities. The relevance of price stability for im-
provement in equity has been established in the 
case studies on India, the Philippines and the 
Republic of Korea.
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Outward orientation

Another element is outward orientation, more 
particularly trade orientation. The positive impact of 
exports on economic growth has long been recog-
nized in both theoretical and empirical literature on 
economic development. This perception became 
embodied in such concepts as trade as “an engine 
of growth” or “handmaiden of growth”.43 Following 
the seminal empirical works of Bhagwati and 
Krueger44 there has been an explosion of investi-
gations, most of which support the conclusion that 
developing countries with better export performance 
also achieved higher economic growth. A recent 
publication lists as many as 12 studies, all but one 
of which found a positive relationship between export 
growth and economic growth.45 The underlying 
arguments will not be repeated here in view of a 
very large measure of consensus that export 
orientation impacts positively on economic growth. 
Suffice it to mention that these are based on 
static and dynamic efficiency gains associated with 
engagement in international trade.

However, the impact of export orientation on 
equity is more controversial. There is a perception 
that liberal foreign trade policies would improve 
equity. The essence of the argument is that, under 
certain conditions, a country will specialize in the 
production of goods using more of its abundant and 
cheaper resources. The demand for the abundant 
factors will rise, and the demand for scarce factors 
will fall. In consequence, the prices of the relatively 
abundant factors will increase, and those of the 
relatively scarce factors will decline.

43 I.B. Kravis, "Trade as a handmaiden of growth: 
similarities between the nineteenth and twentieth centuries”, 
The Economic Journal, vol. LXXX, No. 320, 1970, pp. 
850-872.

44 See Jagdish N. Bhagwati, Foreign Trade Regimes 
and Economic Development: Anatomy and Consequences  
of Exchange Control Regimes  (New York, National Bureau 
of Economic Research, 1978); and Anne O. Krueger, 
Foreign Trade Regimes and Economic Development: 
Liberalization Attempts and Consequences  (Cambridge, 
Massachusetts, Ballinger Publishing Company, 1978).

45 F. Greenaway and D. Sapsford, “Exports, growth,
and liberalization: an evaluation”, Journal of Policy Model-
ling, vol. 16, No. 2, 1994, pp. 165-186.

The implication of this analysis for the distribu-
tion of income in developing countries is that the 
income of the more abundant factor of production in 
these countries, labour, would rise and the income of 
capital, the scarce factor, would fall. Given that 
ownership of capital is typically much more uneven, 
policies oriented towards more free trade and the 
promotion of exports would result in a more 
egalitarian distribution. Conversely, import-substitut-
ing strategies based on high rates of protection of 
domestic manufactured products would tend to exac-
erbate inequities in income distribution by increasing 
returns to capital.

The above line of reasoning is contestable. 
The assumptions of identical production technologies 
in all countries and perfect immobility of factors of 
production which underlie the above construct are 
not valid. Therefore, there are no a priori reasons to 
expect an unambiguous relationship between trade 
orientation and income distribution in the real world. 
Empirical evidence on the issue is generally incon-
clusive.46 Among the case studies included in the 
chapter, the one on India seems to suggest that 
closed economy orientation tended to undermine the 
impact of manufacturing sector growth on poverty 
alleviation. In the case of the Philippines, tariff 
reforms seem to have had an adverse impact on 
income distribution and in the Republic of Korea, the 
import liberalization measures did not hurt workers 
either through low wages or fewer opportunities for 
employment because the pace of liberalization was 
gradual. A recent cross-sectional study found no 
evidence linking trade openness or trade liberaliza-
tion to increased inequality.47 Therefore, there does 
not appear to be a strong case against trade 
liberalization on the grounds of a more egalitarian 
distribution of income, though the speed of such 
liberalization may have to be determined, taking into 
account the circumstances of each individual country. 
However, in so far as growth itself has a favourable 
impact on poverty alleviation, as shown earlier, trade 
liberalization may have a favourable impact on equity 
through growth.

46 See UNCTAD, Trade and Development Report 1997 
(United Nations publication, Sales No. E.97.II.D.8), pp. 134- 
138 for an analysis of the contrasting experiences of Asia 
and Latin America.

47 Sebastian Edwards, “Trade policy, growth, and 
income distribution”, The American Economic Review, 
vol. 87, No. 2, 1997, pp. 205-209.
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Demographic aspects

Demographic factors play an important role in 
shaping the pattern of growth and equity. As a 
matter of arithmetic, rapid population growth results 
in lower per capita income growth at any point in 
time. However, in countries suffering from labour 
supply constraints, growth may be accelerated by a 
larger number of productive workers in the longer 
run. However, many countries in the region have 
yet to reach that stage and continue to face dif-
ficulties in providing gainful employment to their 
growing labour force. A high fertility rate, typically 
associated with fast population growth, increases 
dependency ratios. This, in turn, often leads to a 
reduction in savings, lower investment and a decline 
in the rate of output growth. A lowering of the 
growth rate of the population and of the fertility rate 
therefore promises acceleration of growth in most 
countries. It would also enable an increase in 
expenditure per child on health, nutrition and educa-
tion, with direct consequences for human resource 
development and therefore equity. The case study 
on the Philippines emphasizes the importance of 
effective population policies as a means to improve 
income distribution. The case study on Thailand 
notes that poor households are generally larger and 
have a higher dependency ratio than non-poor 
households. The implication is that reduced fertility 
among the poor would contribute to poverty alle-
viation.

Comprehensive population policies and pro-
grammes thus remain important in the region. 
Those policies should include publicly provided or 
publicly subsidized services for the poor relating to 
reproductive health, including family planning, wider 
female education and better child health care. The 
success of these programmes is contingent on 
both the financial resources allocated to them and 
the enhancement of efficiency in the delivery 
systems.

Small and medium enterprises

Finally, a mention should be made of the 
contribution of small and medium-sized enterprises 
to growth and equity. These enterprises are 
perceived to have several advantages compared with 
their large counterparts because of: (a) dynamism,

flexibility and resilience with great growth potential 
because of their size structure; (b) provision of 
employment in largely labour-intensive low-skill 
activities (whereas large enterprises tend to be 
relatively capital-intensive, requiring higher skills);
(c) their ability to generate employment suitable for 
women; (d) their ability to accelerate rural indus-
trialization by forging linkages between the more 
organized sector in urban areas and the rural sector;
(e) low production costs and utilization of local 
resources; (f) their superior ability to monitor the 
productivity of inputs, including labour; and (g) their 
potential to provide off-farm employment in rural 
areas.48

However, they also suffer from several weak-
nesses. These include resource constraints, low 
technology, poor marketing skills and an inadequate 
capacity to respond to changing conditions in the 
domestic and world market. Support for these enter-
prises could take the form of strengthening links 
between large and small firms (for example, through 
subcontracting), facilitating modernization and 
technological improvement, eliminating unfair and 
anti-competitive practices by large firms, training en-
trepreneurs and managers, and providing incentives 
that are time-bound and tied to performance criteria, 
such as the adoption of improved technologies.

Target-oriented programmes

Poverty alleviation programmes directly tar-
geted to- benefit specific groups are needed in many 
of the developing countries of the Asian and Pacific 
region. The imperatives for the programmes arise 
from several considerations. Despite the implemen-
tation of various policies discussed earlier, some 
population groups may not be able to move out of 
poverty or could take an unacceptably long time to 
do so in the absence of specific interventions. 
Among the poor, some groups are usually more 
disadvantaged, such as those living in remote and 
isolated areas or female-headed households, and 
require special attention.

48 See ESCAP, Rural Poverty Alleviation and Sus-
tainable Development in Asia and the Pacific (ST/ESCAP/ 
1617), 1996, p. 70.
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The objectives of targeted programmes can 
broadly be divided into four types: those providing 
employment and income transfer; those providing 
skill-improving and awareness-building training; 
those providing credit for undertaking gainful eco-
nomic activities; and those providing access to 
health and nutrition services. A selection of projects 
of these types, currently under implementation in 
various countries by both governmental and non-
governmental organizations, is briefly described in 
annex table IV.3.

The impact of these programmes has been 
varied. Evidence available from a study on an 
employment-creating programme, namely the 
Sarvodaya scheme of Sri Lanka, indicates that the 
programme might have had a significant effect on 
employment and income.49 It was found that 52 per 
cent of the beneficiaries were participating in small- 
scale agricultural activities, which are usually 
employment-intensive. On the income front, 62 per 
cent of the beneficiaries were able to generate net 
returns which appear to have increased their 
incomes considerably to levels above the poverty 
line.

On the other hand, a study50 on a training 
project called Training of Rural Youth for Self-Employ-
ment (TRYSEM) of India notes that, although the 
programme was able to train the poor, they were not 
able to increase their income. Despite success in 
targeting, the economic impact of the programme 
has been minimal owing to lack of supporting action, 
such as the provision of physical and financial 
resources to the trained youth after the completion of 
the training, which could enable them to undertake 
income-generating activities.

A study51 on the well-known Grameen Bank of 
Bangladesh, a credit programme, notes its tremen-

49 ESCAP, A Review o f the Incidence o f Poverty and  
Target Oriented Poverty Alleviation Programmes  (ST/ 
ESCAP/1568), 1995.

50 D.K. Ghosh, “TRYSEM: performance analysis”,
Journal o f Rural Development, vol. 12, No. 3, 1993, 
Hyderabad, India, p. 281.

51 Shahidur R. Khandkar, “Grameen Bank: impact,
costs and programme sustainability", Asian Development
Review, vol. 14, No. 1, 1996, pp. 117-118.

dous success in benefiting the poor. A village level 
impact study shows that the programme helped to 
increase beneficiary household income by 29 per 
cent and the total value of production (farm and 
non-farm) by 50 per cent. It helped to reduce 
poverty among participants significantly compared 
with non-participants. Income-generating activities 
undertaken with the credit often created strong 
backward and forward linkages in rural areas as 
most of the activities used local resources and 
supplied goods and services to the local markets. 
However, in some instances, as in the case of the 
Poverty Alleviation Programme of Thailand,52 output 
produced by the poor under self-employment pro-
grammes financed through credit faced marketing 
problems.

Programmes providing basic needs are prima-
rily intended to improve the health and nutrition 
standard of the poor and thus their welfare and their 
physical ability to undertake income-generating 
economic activities. An evaluation study53 of one 
such programme, the Posyandus Programme of In-
donesia, showed significant participation in the 
programme and improvement in child nutrition. The 
study, conducted in four provinces of Indonesia, 
showed 80-90 per cent enrolment in the programme 
and 45-52 per cent of the participating children 
gaining weight.

Despite the success stories noted above, it 
should be emphasized that the multitude of pro-
grammes implemented in the region operate with 
varying degrees of effectiveness. Based on an 
examination of the available literature on evalua-
tion of target-oriented programmes, a number of 
guiding principles can be formulated for improving 
their performance. These are briefly discussed 
below.

Effective targeting techniques are needed in 
order to keep the non-poor out of the programmes 
and at the same time increase the programmes’

52 World Bank, Thailand: Growth, Poverty and Income  
Distribution, Report No. 15689-TH, 1996, pp. 43 and 47.

53 J. Rohde, “Indonesia’s Posyandus: accomplish-
ments and future challenges", in J. Rohde, M. Chatterjee 
and D. Morley, eds., Reaching Health for A ll (New Delhi, 
Oxford University Press, 1993), p. 141.

140



IV

outreach to the poor. The selection or targeting 
of the beneficiary groups can be undertaken in 
several ways. One modality uses an income cut-off 
point. Persons whose incomes are found to be 
above this limit are not eligible to receive benefits. 
This modality is also known as means testing. 
Geographical targeting can be another modality 
under which projects are located in areas where the 
poor are concentrated (e.g. backward rural areas 
with poor infrastructures). A third modality, known 
as categorical targeting, uses various characteristics 
and correlates of poverty, such as landlessness, 
very small land size, employment status, etc. to 
identify the poor. The fourth modality which can 
be used to identify beneficiaries is known as self-
targeting. Under this approach, no direct screening 
of the beneficiaries is done, but the programmes 
are so designed that the non-poor have no incen-
tive to join the programme. For example, employ-
ment generation programmes such as Jawahar 
Rojgar Yojana of India make payments to the
beneficiaries at the minimum wage rate, discourag-
ing the non-poor, who might have better opportuni-
ties for employment, from joining the programmes. 
In many credit programmes (for example Badan 
Kredit Kecamantan of Indonesia), the practice of 
charging interest on loans at a rate higher than the 
market rate but lower than the informal money 
market rate attracted the poor, whose only alterna-
tive was the latter, but the non-poor, who could 
obtain access to other formal sources of credit,
were discouraged. Broadly speaking, a combination 
of categorical targeting (including geographical 
targeting) and self-targeting appear to be efficient 
and inexpensive.

The financing of targeted programmes is often 
based on the premise that benefits to the poor are 
required to be distributed free of charge or at a
highly subsidized rate as it is “unethical” to take
money from the poor. Programmes based on such 
principles need perpetual external financing for 
providing services to the beneficiaries and are often 
unable to increase their outreach to the poor or 
their scale of operation for lack of such financing. 
Experiences with some successful poverty allevia-
tion programmes suggest that it is feasible to 
charge the participants for the benefit which they 
receive, at least partially, as was done in the case 
of health services provided by Gonosastha Kendra

(Bangladesh) or even higher than the market rate 
for credit, as was done in Indonesia.

Many programmes (such as training pro-
grammes) have not been able to realize their full 
potential benefits owing to lack of complementary 
programmes, such as lack of access by trainees 
to credit programmes which could provide the 
necessary financial resources to begin new self- 
employment ventures. Thus, although a training 
programme is successful in fulfilling its training 
objectives, its impact on poverty would be se-
riously constrained in the absence of comple-
mentarity with other programmes. Similarly, the 
success of a credit programme may be com-
promised if the credit recipients do not have 
access to technology to improve their productivity. 
A multi-pronged strategy is needed in order to 
enhance the capacity of the poor to be self-reliant 
and to improve their standard of living. Under such 
a strategy, targeted beneficiaries should have ac-
cess to a number of schemes which (separately) 
focus on providing employment, income, assets, 
health services and education.54 This requires an 
appropriate coordination mechanism among the 
agents implementing various programmes for effec-
tively channeling benefits to the poor. A model for 
such coordination has recently been tried out with 
significant success in several South Asian coun-
tries.55

Target-oriented programmes are often con-
ceived and designed outside the community which 
they are intended to serve, by either central govern-
ment agencies or the headquarters of non-govern-
mental organizations. As a result, they sometimes 
fail to address the real needs of the poor. There is 
a strong case for involving the potential benefi-
ciaries at all stages of the programmes -  design, 
implementation, monitoring and evaluation. Such 
involvement could contribute to better cost-effective- 
ness, reduce leakages and enhance sustainability.

54 ESCAP, A Review of the Incidence of Poverty and 
Target Oriented Poverty Alleviation Programmes (ST/ 
ESCAP/1568), 1995.

55 ESCAP, A Replicable Model for Improving District- 
Level Coordination in Poverty Alleviation in South Asia  (ST/ 
ESCAP/1772), 1997.
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Crisis management

The policies discussed above are essentially 
medium- and long-term in nature. There is also a 
need for governments to be prepared for managing 
short-term crises.

Transitory crisis situations adversely affecting 
the welfare of people, especially those in lower 
income groups can arise from various sources, 
including natural factors, such as floods, droughts, 
earthquakes and poor agricultural harvests. Some-
time these crises can be result of a combination of 
external shocks and internal weaknesses in the 
economic system of a country leading to job losses 
and inflation. A good example of this is the present 
currency and financial crises engulfing a number of 
East and South-East Asian countries. Job losses 
are estimated at 2-3 million in Indonesia and over 1 
million in Thailand. The emerging policy stance in 
several countries with respect to repatriation of 
foreign workers, particularly illegal ones, also points 
to the mounting unemployment problem. Another 
source of such crises can be the restructuring of 
the public sector in order to improve its efficiency 
and productivity, typically leading to substantial 
unemployment. These situations can turn many 
non-poor into poor and increase the depth of 
poverty of those who are already poor. There is a 
need for mechanisms to deal with such transitory 
regress.

Immediate cash or in-kind relief is needed for 
those hit by natural calamities. Governments can 
provide financial assistance and soft loans to the 
affected people for rehabilitation. The two most 
damaging things that usually happen in the crises 
outlined above are loss of jobs and higher prices. 
To deal with unemployment, public works pro-
grammes and schemes promoting self-employment 
can be started. Public works programmes serve a 
function similar to an unemployment benefit scheme, 
with the added advantage of building an infrastruc-
ture, such as roads, irrigation networks or labour- 
intensive works to improve the environment. For 
self-employment programmes, financial assistance, 
training and some advisory services are needed. 
Merely providing financial assistance in the form of 
soft loans may not succeed in creating self-employ-
ment. Sudden sharp increases in prices, especially

of food items, hit the poor the hardest. Measures 
aimed at stabilizing the prices of items mainly 
consumed by the poor are thus important. At the 
same time, food coupons can be provided to the 
poor to enable them to meet their minimum nutri-
tional requirements.

Restructuring of the public sector, including 
privatization of public enterprises, has been an 
important element of economic reforms to reduce 
fiscal deficits and improve efficiency. However, this 
restructuring can result in loss of jobs. Developing 
countries usually have low absorptive capacities 
because of already high unemployment rates or 
low rates of growth in employment. The public 
sector in these countries has become a significant 
source of employment to compensate for a 
weak private sector and inadequate social safety 
nets. In these circumstances, support measures 
are needed for those who end up losing their 
jobs. Under privatization programmes, employment 
guarantees from new owners for workers can be 
sought for a certain period, though this may 
depress the sale price of the enterprise. The 
proceeds from privatization can be used to create 
social safety nets, which may include a “golden 
handshake” scheme. Some benefits can also be 
offered for voluntary early retirement. However, one 
has to be careful about overgenerous retirement 
plans, which can induce much-needed skilled and 
competent public sector staff to quit. The unem-
ployed workers may also be given support for 
retraining or vocational training to upgrade skills so 
that they can have better prospects for alternative 
jobs or self-employment.

* * *

In conclusion, some qualifications to the 
above analyses should be noted. First, the po-
licies indicated above should by no means be 
considered exhaustive. As noted earlier, there are 
many policy elements which may impact on growth 
and equity. What has been attempted here is to 
identify elements that appear to be more important 
on the basis of the evidence analysed in this 
chapter.

Second, the importance of any individual 
policy element varies over time for a country as 
well as from one country to another. In the case
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of human resources development, for example, it 
has already been noted that at some stage of 
development, this policy instrument may lose its 
potency as an equalizing force. Similarly, different 
policy instruments would have different degrees of 
importance for various countries at a point in time. 
For example, agricultural development would hardly 
be of any relevance for economies such as those 
of Hong Kong, China; and Singapore.

Third, the overall impact of national policies on 
which this chapter has focused is influenced by 
external developments as well. To illustrate, in the 
event of a drastic decline in the terms of trade of 
agricultural exports, there may occur a deterioration 
in equity that may be independent of policy 
decisions by national governments.56

56 See the case study on Thailand on this point.

Finally, in the context of the importance of 
external sector developments, mention should be 
made of the fact that there are some concerns 
about the potentially adverse impact of globaliza-
tion on equity, both among and within countries. 
The present chapter has not addressed those 
issues.57

57 Research in this area is relatively new, driven by 
the recent intensification of the globalization process. For 
a discussion of some of the relevant issues, see J. G. 
Williamson, “Globalization and inequality: past and present”, 
The World Bank Research Observer, vol. 12, No. 2, 1997, 
pp. 117-136; S. Roy, “Globalisation, structural change and 
poverty: conceptual and policy issues” , Economic and 
Political Weekly, vol. 32, Nos. 33 and 34, August 1997, pp. 
2117-2135; D. Rodrik, “Globalization, social conflict and 
economic growth”, Eighth Raul Prebisch Lecture delivered 
at UNCTAD, Geneva on 24 October 1997; and also 
UNCTAD, Trade and Development Report 1997 (United 
Nations publication, Sales No. E.97.II.D.8).
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Annex table IV.1. Gini coefficient and quintile income shares for selected developing 
economies of the ESCAP region

Country/area Year
Income (l) 

or
Expenditure (E)

G i n i

Income/expenditure shares

Bottom
20%

Bottom
40%

Middle
40%

Top
20%

Top 20%/ 
Bottom 20%

Bangladesh 1963 | 0.3731 0.0690 0.1790 0.3760 0.4450 6.45
1967 | 0.3420 0.0790 0.1960 0.3810 0.4230 5.35
1973 | 0.3600 0.0700 0.1830 0.3790 0.4380 6.26
1977 | 0.3334 0.0710 0.1933 0.3982 0.4085 5.75
1978 | 0.3517 0.0736 0.1903 0.3805 0.4292 5.83
1981 | 0.3900 0.0664 0.1736 0.3732 0.4532 6.83
1983 | 0.3600 0.0720 0.1895 0.3767 0.4338 6.03
1986 | 0.3700 0.0699 0.1935 0.3462 0.4603 6.59
1989 | 0.3800 0.0664 0.1753 0.3628 0.4620 6.96
1992 | 0.3900 0.0652 0.1741 0.3772 0.4487 6.88

China 1980 | 0.3200 0.0793 0.2020 0.4314 0.3666 4.62
1982 | 0.2880 0.0847 0.2220 0.4020 0.3760 4.44
1983 | 0.2720 0.0865 0.2322 0.4127 0.3551 4.11
1984 | 0.2570 0.1008 0.2369 0.4226 0.3405 3.38
1985 | 0.3140 0.0871 0.2162 0.3963 0.3875 4.45
1986 | 0.3330 0.0756 0.1950 0.4190 0.3860 5.11
1987 | 0.3430 0.0692 0.1804 0.4439 0.3757 5.43
1988 | 0.3490 0.0660 0.1752 0.4496 0.3752 5.68
1989 | 0.3600 0.0646 0.1804 0.3993 0.4203 6.51
1990 | 0.3460 0.0701 0.1890 0.4012 0.4098 5.85
1991 | 0.3620 0.0644 0.1784 0.4610 0.3606 5.60
1992 | 0.3780 0.0602 0.1672 0.4163 0.4165 6.92

Hong Kong, China 1971 | 0.4090 0.0570 0.1580 0.3310 0.5110 8.96
1973 | 0.3980 0.0410 0.1500 0.3800 0.4700 11.46
1976 | 0.4090 0.0530 0.1530 0.3460 0.5010 9.45
1980 | 0.3730 0.0620 0.1710 0.3640 0.4650 7.50
1981 | 0.4518 0.0462 0.1437 0.3528 0.5035 10.90
1986 | 0.4200 . 0.0631 0.1579 0.3492 0.4929 7.81
1991 | 0.4500 0.0489 0.1507 0.3556 0.4937 10.10

India 1959 E 0.3260 0.0770 0.2030 0.3780 0.4180 5.43
1960 E 0.3210 0.0840 0.2050 0.3770 0.4180 4.98
1961 E 0.3250 0.0800 0.2030 0.3790 0.4190 5.24
1962 E 0.3230
1963 E 0.3200 0.0840 0.2080 0.3750 0.4180 4.98
1964 E 0.3150 0.0850 0.2100 0.3750 0.4130 4.86
1965 E 0.3080 0.0850 0.2120 0.3800 0.4060 4.78
1966 E 0.3050 0.0870 0.2140 0.3850 0.4020 4.62
1967 E 0.3050 0.0850 0.2120 0.3870 0.4000 4.71
1968 E 0.3010 0.0860 0.2150 0.3870 0.3990 4.64
1969 E 0.3090 0.0840 0.2100 0.3830 0.4060 4.83
1970 E 0.3050 0.0860 0.2120 0.3820 0.4050 4.71
1971 E 0.2950 0.0870 0.2160 0.3880 0.3950 4.54
1973 E 0.3070 0.0880 0.2150 0.3750 0.4090 4.65
1974 E 0.2780 0.0940 0.2280 0.3930 0.3790 4.03
1978 E 0.3310 0.0810 0.2040 0.3710 0.4250 5.25 

(Continued on next page)
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Annex table IV.1 (continued)

Country/area Year
Income (I) 

or Gini
Income/expenditure shares

Expenditure (E) Bottom
20%

Bottom
40%

Middle
40%

Top
20%

Top 20%/ 
Bottom 20%

1984 E 0.3050 0.0870 0.2150 0.3810 0.4040 4.64
1988 E 0.3120 0.0880 0.2130 0.3750 0.4120 4.68
1989 E 0.2940 0.0910 0.2210 0.3800 0.3980 4.37
1990 E 0.3010 0.0890 0.2170 0.3830 0.4000 4.49
1991 E 0.2910 0.0900 0.2210 0.3890 0.3900 4.33
1992 E 0.3170 0.0880 0.2120 0.3690 0.4190 4.76
1994 E 0.3190 0.0860 0.2100 0.3700 0.4190 4.87

Indonesia 1964 E 0.3330
1967 E 0.3270
1970 E 0.3070
1976 E 0.3460 0.0800 0.1956 0.3796 0.4248 5.31
1978 E 0.3859 0.0803 0.1813 0.3653 0.4534 5.65
1980 E 0.3561 0.0729 0.1955 0.3818 0.4227 5.80
1981 E 0.3373 0.0772 0.2044 0.3746 0.4210 5.45
1984 E 0.3240 0.0825 0.2075 0.3728 0.4197 5.09
1987 E 0.3201 0.0799 0.2087 0.3747 0.4166 5.21
1990 E 0.3309 0.0920 0.2131 0.3674 0.4195 4.56
1993 E 0.3169 0.0868 0.2095 0.3835 0.4070 4.69

Kazakhstan 1993 | 0.3267 0.0749 0.1981 0.3980 0.4039 5.39

Kyrgyzstan 1993 | 0.3532 0.0670 0.1820 0.3954 0.4226 6.31

Lao People’s 1992 
Democratic Republic

E 0.3040 0.0955 0.2247 0.3729 0.4024 4.21

Malaysia 1970 I 0.5000 0.0400 0.1170 0.3210 0.5620 14.05
1973 I 0.5180
1976 I 0.5300 0.0330 0.1110 0.3160 0.5730 17.36
1979 I 0.5100 0.0370 0.1190 0.3230 0.5580 15.08
1984 I 0.4800 0.0420 0.1280 0.3400 0.5320 12.67
1989 I 0.4835 0.0458 0.1291 0.3336 0.5373 11.73

Pakistan 1969 I 0.3360 0.0820 0.1840 0.3960 0.4200 5.12
1970 I 0.3360 0.0800 0.2010 0.3910 0.4080 5.10
1971 I 0.3300 0.0840 0.2090 0.3760 0.4150 4.94
1979 I 0.3730 0.0740 0.1950 0.3660 0.4500 6.08
1985 I 0.3690 0.0730 0.1910 0.3590 0.4500 6.16
1986 I 0.3550 0.0760 0.2050 0.3550 0.4400 5.79
1987 I 0.3460
1988 I 0.3480 0.0800 0.1970 0.3640 0.4380 5.48
1991 I 0.4070 0.0570 0.1600 0.3470 0.4930 8.65
1993 I 0.4100 0.0620 0.1710 0.3470 0.4820 7.77

Philippines 1957 I 0.4614 0.0654 0.1427 0.3721 0.4852 7.42
1961 I 0.4971 0.0420 0.1210 0.3140 0.5650 13.45
1965 I 0.5132 0.0350 0.1600 0.2800 0.5600 16.00
1971 I 0.4939 0.0360 0.1170 0.3430 0.5400 15.00
1985 I 0.4608 0.0520 0.1430 0.3360 0.5210 10.02
1988 I 0.4573 0.0520 0.1430 0.3320 0.5250 10.10
1991 I 0.4500

(Continued on next page)
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Annex table IV.1 (continued)

Country/area Year
Income (|)

or Gini 
Expenditure (E)

Income/expenditure shares

Bottom
20%

Bottom
40%

Middle
40%

Top
20%

Top 20%/ 
Bottom 20%

Republic of Korea 1953 | 0.3400
1961 | 0.3200
1964 | 0.3300
1965 | 0.3434 0.0580 0.1934 0.3885 0.4181 7.21
1966 | 0.3416 0.0650 0.1840 0.4100 0.4060 6.25
1968 | 0.3045 0.0860 0.2140 0.3940 0.3920 4.56
1969 | 0.2982 0.0840 0.2140 0.4040 0.3820 4.55
1970 | 0.3330 0.0730 0.1963 0.3875 0.4162 5.70
1971 | 0.3601 0.0720 0.1870 0.3790 0.4340 6.03
1976 | 0.3910 0.0570 0.1685 0.3781 0.4534 7.95
1980 | 0.3863 0.0509 0.1610 0.3850 0.4540 8.92
1982 I 0.3570 0.0696 0.1880 0.3821 0.4299 6.18
1985 | 0.3454 0.0680 0.2050 0.3760 0.4190 6.16
1988 I 0.3364 0.0739 0.1968 0.3808 0.4224 5.72

Singapore 1973 I 0.4100
1978 I 0.3700 0.0721 0.1859 0.3942 0.4199 5.82
1980 I 0.4069 0.0652 0.1727 0.3614 0.4659 7.15
1983 I 0.4200
1988 I 0.4100 0.0652 0.1727 0.3614 0.4659 7.15
1989 I 0.3900

Sri Lanka 1953 I 0.4780 0.0520 0.1450 0.3170 0.5380 10.35
1963 I 0.4700 0.0445 0.1366 0.3403 0.5231 11.76
1970 I 0.3771 0.0690 0.1780 0.3730 0.4490 6.51
1973 I 0.3530 0.0717 0.1902 0.3776 0.4322 6.03
1979 I 0.4350 0.0573 0.1606 0.3407 0.4987 8.70
1980 I 0.4200 0.0786 0.2537 0.3781 0.3682 4.68
1981 I 0.4530 0.0573 0.1532 0.3277 0.5191 9.06
1987 I 0.4670 0.0506 0.1414 0.3347 0.5239 10.35
1990 E 0.3010 0.0892 0.2205 0.3861 0.3934 4.41

Taiwan Province 1964 | 0.3224 0.0790 0.2035 0.3820 0.4145 5.25
of China 1966 | 0.3243 0.0784 0.2006 0.3857 0.4137 5.28

1968 | 0.2890 0.0884 0.2221 0.3960 0.3819 4.32
1970 | 0.2942 0.0860 0.2185 0.3954 0.3861 4.49
1972
1973

| 0.2902 
| 0.3360

0.0884 0.2233 0.3904 0.3863 4.37

1974
1975

| 0.2809 
| 0.3120

0.0891 0.2255 0.4019 0.3726 4.18

1976 | 0.2840 0.0896 0.2244 0.3988 0.3768 4.21
1977 | 0.2800 0.0889 0.2260 0.4023 0.3717 4.18
1978 I 0.2843 0.0864 0.2232 0.4016 0.3752 4.34
1979 I 0.2770 0.0882 0.2272 0.4048 0.3680 4.17
1980 I 0.2796 0.0880 0.2256 0.4040 0.3704 4.21
1981 I 0.2815 0.0869 0.2249 0.4024 0.3727 4.29
1982 I 0.2851 0.0861 0.2225 0.4020 0.3755 4.36 

(Continued on next page)
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Annex table IV.1 (continued)

Country/area Year
Income (/)

or Gini 
Expenditure (E)

Income/expenditure shares

Bottom
20%

Bottom
40%

Middle
40%

 Top 
20%

Top 20%/ 
Bottom 20%

1983 I 0.2845 0.0849 0.2218 0.4046 0.3736 4.40
1984 I 0.2881 0.0837 0.2196 0.4040 0.3764 4.50
1985 I 0.2920 0.0830 0.2181 0.4003 0.3816 4.60
1986 I 0.2929 0.0811 0.2161 0.4035 0.3804 4.69
1987 I 0.2965 0.0789 0.2132 0.4043 0.3825 4.85
1988 I 0.3002 0.0770 0.2120 0.3979 0.3901 5.07
1989 I 0.3041 0.0745 0.2067 0.4073 0.3860 5.18
1990 I 0.3011 0.0776 0.2101 0.4039 0.3860 4.97
1991 I 0.3049 0.0737 0.2061 0.4073 0.3866 5.25
1992 I 0.3078 0.0713 0.2025 0.4109 0.3866 5.42
1993 I 0.3078 0.0713 0.2025 0.4109 0.3866 5.42

Thailand 1962 I 0.4128 0.0800 0.1660 0.3362 0.4978 6.22
1969 I 0.4263 0.0513 0.1524 0.3469 0.5007 9.76
1975 I 0.4174 0.0492 0.1501 0.3660 0.4839 9.84
1981 I 0.4310 0.0430 0.1370 0.3520 0.5110 11.88
1986 I 0.4740 0.0420 0.1290 0.3400 0.5310 12.64
1988 I 0.4740 0.0410 0.1260 0.3320 0.5420 13.22
1990 I 0.4880 0.0400 0.1230 0.3250 0.5520 13.80
1992 I 0.5150 0.0370 0.1130 0.3020 0.5850 15.81

Turkey 1968 I 0.5600 0.0300 0.1000 0.3000 0.6000 20.00
1973 I 0.5100 0.0350 0.1150 0.3200 0.5650 16.14
1987 I 0.4409 0.0524 0.1485 0.3521 0.4994 9.53

Viet Nam 1992 E 0.3571 0.0780 0.1920 0.3780 0.4300 5.51

Source: The data are described in Klaus Deininger and Lyn Squire, “A new data set measuring income inequality”, 
The World Bank Economic Review, vol. 10, No. 3, 1996. The detailed data set is available on the Internet at http://www. 
worldbank.org/html/prdmg/grwthweb/growth_t.htm
For some countries, data have been drawn or updated from national sources.
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Annex table IV.2. Trends in absolute poverty, inequality and growth in selected economies 
of the ESCAP region

Period
Percentage change 
per year in poverty 
(headcount index)

Percentage change 
per year in Gini 

coefficient

Annual growth rate of 
real GDP per capita

Bangladesh 1982-1986 -7.32 -1.28 1.70
1986-1992 -1.35 0.90 2.32

China 1981-1985 -13.01 -0.47 12.52
1985-1990 -2.55 2.04 7.04

India 1978-1984 -2.21 -1.31 1.59
1984-1988 -3.15 0.57 4.28
1988-1994 -1.24 0.37 2.86

Indonesia 1980-1987 -6.74 -1.44 2.86
1987-1993 -1.55 -0.16 5.92

Malaysia 1984-1989 -5.00 0.17 2.07
1989-1995 -6.67 0.65 6.59

Pakistan 1979-1985 -3.37 -0.18 4.09
1985-1991 -1.61 1.72 2.69
1991-1993 0.66 0.37 1.81

Philippines 1985-1991 -2.78 0.78 1.26
1991-1994 -2.96 -1.21 -0.24

Sri Lanka 1979-1987 5.26 1.21 0.24
1987-1993 -4.63 -1.78 2.72

Thailand 1981-1988 -0.62 1.43 5.95
1988-1992 -10.23 2.16 9.69

Hong Kong, China 1980-1986 3.15 8.24
1986-1991 1.43 6.09

Republic of Korea 1980-1985 -2.12 7.98
1985-1988 -0.87 11.47

Singapore 1980-1983 1.07 8.91
1983-1989 -1.19 5.52

Taiwan Province 1980-1985 0.89 5.51
of China 1985-1990 0.62 9.30

1990-1993 0.74 6.15

Sources: ESCAP, based on sources listed in table IV.1 and annex table IV.1.

Note: The magnitude of each variable is calculated as the percentage change between the initial and final years of the 
period divided by the number of years during the period.
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Annex table IV.3. Selected target-oriented programmes in the ESCAP region

Name of programme Objectives of the programme Key features of the programme

Bangladesh
(a) Rural Development 

Programme (RDP) and 
Rural Credit Pro-
gramme (RCP) of 
Bangladesh Rural Ad-
vancement Committee 
(BRAC)

To mobilize, organize and train rural 
poor households and to provide credit, 
if needed.

(b) Grameen Bank To provide banking for rural poor who 
are otherwise excluded from formal 
banking because they lack physical 
collateral.

(c) Gonoshashthya Kendra Provision of health services to the 
poor.

Target group: Programmes explicitly target the
rural poor who do not have access to formal 
lenders or government development organizations. 
Programme organizers select members to partici-
pate in BRAC programmes from landless rural 
residents of programme areas.
Implementor: Bangladesh Rural Advancement
Committee, the largest non-governmental organi-
zation (NGO) in Bangladesh.
Funding: Compulsory savings of the members,
and to a large extent, grants from donors.
Intended impact: Social mobilization through the 
formation of small “solidarity group" of target 
households. Motivate the group (formed sepa-
rately for men and women) members to inculcate 
regular savings habit. Help improve the quality of 
human resources (through training) and the 
health of the poor to make them more productive 
and to enable them to undertake income-genera- 
ting activities.

Target group: Rural poor, particularly women who 
own less than half an acre of land or whose 
assets do not exceed the value of an acre of 
land. Beneficiaries form small groups of five. 
Individuals receive loans but the entire group 
responsible for repayment.
Implementor: Grameen Bank, which began as a 
national NGO, now given status of a full-fledged 
bank.
Financing: Donor funds, government funds, sav-
ings mobilization from members, interest pay-
ments on loans.
Intended impact: Alleviation of poverty among
beneficiaries by enabling them to undertake 
income-generating activities with the credit pro-
vided.

Target group: Poor persons in low-income areas. 
The basic nature of services and the selection of 
project sites ensure participation of the poor in 
greater numbers. Potential beneficiaries are also 
“screened" through personal interviews. 
Implementor: Gonoshostha Kendra (People’s
Health Centre) which is a national NGO.
Financing: A self-reliant NGO, which has evolved 
a system of recovering health care costs from the 
participants through the introduction of a health 
insurance scheme and user charge procedures 
suitable for the poor.
Intended impact: Programme is intended to de-
liver health services to the doorstep of poor 
beneficiaries through local paramedics.

(Continued on next page)
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Annex table IV.3 (continued)

Name of programme Objectives of the programme Key features of the programme

China
(a) Food work programme

(b) Specific loans with 
subsidized interest rate 
for poverty alleviation

(c) Programme of applica-
tion of science and 
technology

India
(a) Jawahar Rozgar Yojana

To provide employment to the poor in 
infrastructure-creating projects.

To provide loans to poor farm house-
holds.

To provide training courses for the 
poor on modern technologies.

 -arfni larur ni tnemyolpme sedivorP
structure and asset-building projects.

Target group: The poor in areas with weak
infrastructure and development.
Implementor: Central and local governments. 
Financing: Budgetary allocation by the central
government.
Intended impact: Creation of employment and
income and strengthening of productive infrastruc-
ture, such as roads, bridges, drinking water 
projects, basic farm land construction, prevention 
of water loss, soil erosion, and postal and com-
munication facilities in rural areas.

Target group: Poor farm households in the pro-
vinces and autonomous regions (identified by the 
leading group of Economic Development of Poor 
Areas under the State Council).
Implementor: People's Bank of China and Bank
of Agriculture.
Financing: Allocation from government banks. 
Intended impact: Enabling poor farm households 
to engage in productive activities that require 
small investments, yield immediate return and use 
local resources. Priorities include livestock and 
poultry raising, aquatic products, small mining 
and transportation projects and economic forests.

Target group: Farmers in poor areas.
Implementor: Central government.
Financing: Government funds.
Intended impact: Need-based training given to
farmers in poor counties (with a stipend and free 
tool kits given to trainees) to enable them to 
promote resource utilization, raise labour produc-
tivity, optimize economic, social and ecological 
benefits and speed up the process of poverty 
alleviation.

Target group: Open to all in rural areas (villages) 
of the country. However, payment at minimum 
wage-rate (with partial payment in kind) act as a 
self targeting mechanism which discourages the 
non-poor from participating in the programme. 
Implementor: Programme is organized by gov-
ernment (central and State) and coordinated by 
district rural development agency and executed by 
village panchayats (village self-governments). 
Funds: Government (State and central) funding. 
Intended impact: Generation of additional gainful 
employment in rural areas in projects intended to 
strengthen rural and economic infrastructures, 
create community and social assets of direct and 
continuing benefit to rural poor, generate a posi-
tive impact on wage levels and improve the over-
all quality of life in rural areas.
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Annex table IV.3 (continued)

Name of programme Objectives of the programme Key features of the programme

(b) SEWA cooperative Bank Provides collateral-free small loans to 
members of the cooperative.

(c) Training of Rural Youth 
for Self Employment

Provision of vocational training for 
poor rural youth.

Indonesia
(a) Badan Kredit Kecamatan

To provide small loans to individuals in 
rural areas who are otherwise ineligi-
ble for commercial loans.

Target group: Beneficiaries are selected (through 
informal screening) from members of the Self- 
Employed Women’s Association, where members 
are admitted on the basis of their profession 
(women who are self-employed in petty activities), 
usually associated with poverty. Programme im-
plemented in the Gujarat State of India.
Financing: Funds from SEWA Cooperative Bank 
owned by the members, who are poor women 
engaged in informal activities. Resources of the 
bank include small deposits from its members. 
Intended impact: To meet working capital needs 
and to provide financial resources (for buying 
equipment and acquiring assets) to the poor ben-
eficiaries (women) to enable them to generate 
income by undertaking informal activities in trad-
ing, vending and production.

Target group: Potential poor beneficiaries identi-
fied by screening on the basis of their employ-
ment status (e.g. agricultural labourers, rural arti-
sans, etc.) by a committee consisting of repre-
sentatives from various village-level bodies and 
institutions.
Implementor: District Rural Development Agency 
of the government.
Financing: Funds from central government. 
Intended impact: Developing the skills of the
poor to undertake self-employment activities in 
several areas of production and services in rural 
areas.

Target group: Eligibility determined by needs and 
creditworthiness of potential beneficiaries, as per-
ceived by local community leaders. Interest rate 
charged on loans kept above the market rate but 
less than the rate prevalent in informal money 
markets.
Implementor: Coordinated by Bank Perm-
bangohan Daerah (Provincial Development Bank 
of the government).
Financing: Initial capital of the programme was
provided by the government. Higher interest rate 
(than market) allowed the programme to be self- 
sustaining.
Intended impact: Credit is provided to finance
activities that complement and supplement agri-
cultural endeavours (beginning new enterprises 
and strengthening old ones) in rural areas.

(Continued on next page)
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Annex table IV.3 (continued)

Name of programme Objectives of the programme Key features of the programme

(b) Impres Deas Tertinggal 
Programme (IDT)

Provides seed capital to groups of 
poor people and wage employment for 
relatively unskilled (poor) labour.

(c) Posyandus Provides services for child growth and 
evaluation of nutritional status of chil-
dren in rural areas.

Nepal
(a) Small Farmer Deve-

lopment Programme

To provide credit support for various 
income-generating activities.

Target group: Residents of backward villages
with a concentration of poor people. Backward-
ness judged by level of facilities and potential, 
housing, environment and population characteris-
tics. Assistance channelled to groups of poor 
villagers.
Implementor: Government-run. However, NGOs
involved in design, training, etc.
Financing: Funds from the government and
international and regional development banks. 
Commercial rate of interest charged on loans 
contributes positively to the financial viability of 
the programme.
Intended impact: To help start income-generating 
projects and to provide wage employment through 
implementation of village infrastructure develop-
ment projects, including rural water supply and 
sanitation.

Target group: Children aged under five and
nursing women in poor households in rural areas. 
Location of the project in rural areas, where poor 
people live in greater numbers.
Implementor: Community women’s groups under 
the technical guidance and operational super-
vision of the Department of Health of the Govern-
ment of Indonesia.
Financing: Government-run programme; two-
thirds of financial resources provided by the 
government, the rest covered by local community 
resources and from the sale of medicines to 
beneficiaries.
Intended impact: Improvement in child health
and nutrition.

Target group: Small farmers and other disadvan-
taged groups. Beneficiary groups selected on the 
basis of size of land holding.
Implementor: Agricultural Development Bank of
Nepal.
Financing: Funds from government and interna-
tional organizations routed through Agricultural 
Development Bank.
Intended impact: To help beneficiaries to
generate income by undertaking activities in 
cereal and crop production, livestock and horti-
culture, cottage and rural industries, agricultural 
product marketing and farm mechanization and 
irrigation.
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Annex table IV.3 (continued)

Name of programme Objectives of the programme Key features of the programme

Philippines
(a) Project Dunganon

(b) SEA- Kaunlaron

Republic of Korea
(a) Rural industrial com-

plex programme

(b) Social Welfare Pro-
gramme for the poor

Sri Lanka
(a) Samurdhi

Focuses exclusively on delivering 
collateral-free credit to groups of poor 
women.

Provides an integrated package of 
social welfare services, including tech-
nical and marketing assistance and 
interest-free and collateral-free credit 
to beneficiaries.

To increase non-farm income and de-
velop rural areas.

To assist the poor under all cate-
gories: (i) those protected at home 
(supported by relatives); (ii) those 
protected by public welfare facilities; 
and (iii) the self-reliant poor.

A comprehensive programme under 
which cash assistance, loan facilities 
and limited health facilities are pro-
vided to poor families.

Target group: Poor women in the province where 
the programme is implemented. Beneficiaries 
selected through eligibility screening on means 
and urgency of loans.
Implementor: Project Dungannon functions as a
bank and organized by the Negros Women for 
Tomorrow Foundation, a local NGO.
Financing: Initial financing for project provided by 
international donors.
Intended impact: To help poor women to under-
take income-generating activities and escape 
poverty.

Target group: Unemployed or under-employed
family heads, disadvantaged women, out-of-school 
youth and persons with disabilities whose 
incomes fall below the poverty line.
Implementor: Government.
Financing: Government resources.
Intended impact: To assist poor beneficiaries in 
undertaking viable income-generating activities.

Target group: By locating the programmes in
rural areas the programme expected to benefit 
the rural poor.
Implementor: Local government.
Financing: Local government.
Intended impact: Under the Farm Household
Income Source Development Act, rural industrial 
complexes were built in places where the popula-
tion size was large enough to supply the neces-
sary labour. Local government provided finance 
and credit for infrastructure. The local govern-
ment also provided for tax reductions and credits 
for the factories of the industrial complexes.

Target group: Beneficiaries identified through
means testing by conducting an annual survey. 
Implementor: Government.
Financing: Government financed.
Intended impact: Protection of standard of living
of the poor. Persons with income under poverty 
norm subsidized for such expenses as minimum 
consumption, rehabilitation, secondary education, 
funeral and medical care.

Target group: Beneficiary families are selected
by an income criterion (poverty line).
Implementor: Government through the Samurdhi
Authority.
Financing: Government-financed programme. 
Intended impact: To protect the standard of living 
of poor families through cash grants as supple-
ments, a savings programme, and loans for 
income generation.
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Annex table IV.3 (continued)

Name of programme Objectives of the programme Key features of the programme

(b) Sarvodaya To provide training, advisory services 
and grants to enable the beneficiaries 
to initiate income-generating endea-
vours.

Target group: Socially and economically disad-
vantaged groups with particular emphasis on the 
rural population.
Implementor: Sarvodaya Sramadana Movement, 
which is an NGOs.
Intended impact: Poverty alleviation through in-
come generation.

Thailand
(a) Poverty Alleviation Pro-

gramme

Provides interest-free loans to poor 
households.

Target group: Poor households with annual income. 
less than baht 5,000 are eligible for these loans 
within the 700 villages in which the programme 
operates. Loan application screened by a village 
welfare committee before approval for funding. 
Implementor: Government/Village Welfare Council. 
Financing: Government funds.
Intended impact: The project is intended to 
provide investible resources to poor individuals for 
income-generating activities.

(b) Tambon Development 
Programme

Rural employment generation. Target groups: Programme implemented in rural 
areas. Self-targeting has been attempted through 
wage payment at “unskilled” rate.
Implementor: Government.
Intended impact: Employment generation during 
slack agricultural season in infrastructure projects, 
such as water supply, irrigation facilities and 
roads.

(c) Cash Transfer Pro-
gramme

To provide cash assistance to needy 
families and subsistence to the elderly.

Target groups: Needy families and elderly poor 
people in villages. Target poor identified by 
village welfare committees.
Implementor: Department of Public Welfare of 
the Ministry of Labour and Social Welfare of the 
government.
Financing: Government funds.
Intended impact: Some protection of the stan-
dard of living of groups in abject poverty.

Sources: Compiled by the ESCAP secretariat from various national and international sources.
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QUESTIONNAIRE

Excellent Very
good

Average Poor

1. Please indicate your assessment of the quality 
of the publication on:

• presentation/format 4 3 2 1

• readability 4 3 2 1

• timeliness of information 4 3 2 1

• coverage of subject matter 4 3 2 1

• analytical rigour 4 3 2 1

• overall quality 4 3 2 1

2. How useful is the publication to your work?

• provision of information 4 3 2 1

• clarification of issues 4 3 2 1

• its findings 4 3 2 1

• policy suggestions 4 3 2 1

• overall usefulness 4 3 2 1

3. Please give examples of how this publication has contributed to your work:



4. Suggestions for improvement of the publication:

5. Your background information, please,

Name:

Title/position:

Institution:

Office address:

Please use additional sheets of paper if required to answer the questions. 
Thank you for your kind cooperation in completing this questionnaire.






