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If we work together,
if we learn from each other,
… we will achieve the right outcome for our own nations,
our region, and beyond.
Peter O’Neill,

Prime Minister of Papua New Guinea

The growth momentum of the developing economies of Asia and
the Pacific slowed to 5.6% in 2012 compared with 7% in 2011.
However, this region is vast and very diverse, and aggregate figures
mask the diversity in performance and the challenges being faced
at the subregional and country levels. Therefore, this chapter affords
a more disaggregated analysis of macroeconomic performance and
policy challenges at the subregional level, with some details at the
country level. In the Survey, the Asia-Pacific region is divided into
five geographic subregions: East and North-East Asia; North and
Central Asia; the Pacific; South and South-West Asia; and SouthEast Asia. An overview of macroeconomic performance and policy
challenges in all these subregions is furnished below, followed by
more detailed discussions on each subregion.
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Diversity in performance across subregions

subregion in 2012. A number of the economies in the
subregion are net energy exporters; with oil prices
expected to remain relatively firm, growth rates are
projected to remain more or less the same in 2013.
Consumer price inflation eased in 2012, mainly due
to the decline in global food and fuel prices. Budget
balances deteriorated in most of the economies due
to increased public spending. On the external side,
current account surpluses of the economies that are
net energy exporters contracted, and the current
account deficit of the net energy importers widened.
Owing to slower economic growth in Kazakhstan
and the Russian Federation, the remittances of
overseas workers from these countries to net energyimporting countries in the subregion started slowing.
Economies in the subregion continue to face serious
challenges owing to their reliance on commodity
exports, making them highly exposed to the external
economic environment. Further diversification of these
economies will always remain a challenge. As most
of these countries are landlocked, issues of trade
and transit are highly relevant for them. Further
development of transport infrastructure will continue
to remain a high priority in these countries.

The East and North-East Asian subregion comprises
China; the Democratic People’s Republic of Korea;
Hong Kong, China; Japan; Macao, China; Mongolia;
and the Republic of Korea. As a result of the
continued economic slowdown in the United States
and Europe, all the economies in the East and
North-East Asian subregion, except Japan, registered
lower growth rates in 2012. However, GDP growth
in China was still among the highest in the world.
The situation was different in Japan. The country first
recovered during the early part of 2012 as a result
of the reconstruction activities that were launched in
the wake of the massive earthquake and tsunami
that occurred in March 2011, but then Japan fell into
recession. However, it achieved positive growth for
the year as a whole. Inflationary pressures abated in
most economies in the subregion, enabling monetary
and fiscal policies to function in support of economic
activity. On the external side, most of these economies
continued to achieve current account surpluses, except
Mongolia, which had a large current account deficit.
Foreign direct investment inflows weakened in 2012
as global uncertainty built up. Contingent upon a
mild global recovery, the outlook for the subregion in
2013 is generally positive. Policymakers are conscious
of the need to adapt the broad normative and
institutional environment in a way that is conducive
to more inclusive and sustainable development. In
these circumstances it is important to maintain the
focus on social policy reform and the transition to
a greener economy.

The Pacific subregion includes the Cook Islands,
Fiji, Kiribati, the Marshall Islands, the Federated
States of Micronesia, Nauru, Palau, Papua New
Guinea, Samoa, Solomon Islands, Tonga, Tuvalu
and Vanuatu. Australia and New Zealand are also
part of this subregion. The Pacific island developing
economies face unique challenges, including small
population size, poor resource base (except in a
few exceptional cases), remoteness from their more
developed trading partners, frequent natural disasters
and adverse impacts from global climate change.
These constraints make it difficult for them to achieve
high economic growth rates on a sustained basis.
The growth of these economies generally slowed
in 2012. Papua New Guinea, the resource-rich
and largest economy among the developing island
States in the subregion, continued to achieve high
levels of economic growth, but at a slightly lower
rate than in 2011. Deceleration in growth of these
economies is expected to continue in 2013. With
slower growth, inflationary pressures also subsided

The North and Central Asian subregion covers
Armenia, A zerbaijan, Georgia, Kazakhstan,
Kyrgyzstan, the Russian Federation, Tajikistan,
Turkmenistan and Uzbekistan. Although economic
performance in the subregion remained robust at
the beginning of 2012, several of these economies
began to feel the impact of a deteriorating external
economic environment in the latter part of the year.
In addition, severe weather conditions in some
countries, which resulted in a poor harvest, contributed
to some slowdown in the economic growth of the
70

MACROECONOMIC PERFORMANCE AND POLICY CHALLENGES AT THE SUBREGIONAL LEVEL
in 2012, with Fiji and Papua New Guinea recording
declines in inflation. Budgetary deficits were generally
not very high in 2012 despite some increases in
the larger economies. With regard to the external
sector, these economies face high and rising current
account deficits, reflecting largely poor performance
of their merchandise exports rather than high levels
of imports. Some of these economies are highly
dependent on the remittances of overseas workers,
which slowed due to the weakening global economic
environment.
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Other policy priorities include pursuing reforms to
regain policy space to increase social expenditure and
close infrastructure gaps. Finally, South and SouthWest Asia, which is home to the highest number
of poor and malnourished people compared with all
other subregions combined, needs to maximize its
growth potential and increase productive employment
opportunities by reviving industries and expanding
rural non-farm activities, thereby further reducing
poverty and hunger.
The South-East Asian subregion covers Brunei
Darussalam, Cambodia, Indonesia, the Lao People’s
Democratic Republic, Malaysia, Myanmar, the
Philippines, Singapore, Thailand, Timor-Leste and
Viet Nam. The subregion as a whole achieved
higher levels of economic growth in 2012 than in
2011, despite weakening external demand. Private
consumption was strong and supported by policy
measures, such as minimum wage increases,
while investment benefited from increased public
infrastructure outlays. A strong rebound was also
seen in Thailand following the floods of 2011.
With inflation largely stable across the subregion,
monetary policy was accommodative and credit
growth high, but macroprudential measures were
used to reign in potential asset bubbles. While
exports showed further signs of weakness in the
second half of the year, foreign direct investment
and remittance inflows were largely unaffected. Net
portfolio inflows remained volatile but in a number
of countries, including Malaysia, the Philippines and
Thailand, those inflows trended upward. The nearterm economic outlook is favourable despite strong
headwinds. Productive jobs, social protection and
clean energy are among the key challenges for
achieving inclusive and sustainable growth.

Australia and New Zealand, the two developed
economies in the subregion, suffered from natural
disasters: Australia, from floods and New Zealand,
from earthquakes. Both economies are recovering
from these natural disasters. Reconstruction activities
contributed to improved growth performance of these
economies in 2012, and at the same time inflation
rates fell. The strong Australian dollar is weighing on
the prospects for the Australian economy; however,
the overall performance of the country in 2013 will
depend on the mining sector’s continued boom.
The South and South-West Asian subregion
comprises Afghanistan, Bangladesh, Bhutan, India,
the Islamic Republic of Iran, Maldives, Nepal,
Pakistan, Sri Lanka and Turkey. The global
slowdown is having adverse impacts on exports
and consequently on economic growth in most
economies of the subregion. Moreover, there has
been slower growth as well in domestic demand,
particularly investment. A moderate pickup in growth
is expected in 2013. Inflation is remaining stubbornly
high despite the slowing of economies and is a matter
of serious concern, especially for a large number
of people living in poverty in these countries. Large
fiscal deficits are rising further in some countries.
On the external side, current account deficits are
rising and contributing to depreciation of domestic
currencies. Large remittances from overseas workers
continue to grow in some of these countries. The
global financial and economic crises have highlighted
policy lessons in terms of rebalancing economies
in favour of greater domestic and regional demand,
and for a cautious approach to financial liberalization.

EAST AND NORTH-EAST ASIA
Growth slows as the global economy
weakens again
Most of the economies in the East and North-East
Asian subregion performed broadly well in the first
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half of 2012, but growth slowed during the second
half of the year as Europe struggled to solve its
sovereign debt crisis and the economic recovery
in the United States still remained anaemic. GDP
growth in the subregion as a whole improved to
4.1% in 2012 compared with 3.5% in 2011 (see
table 2.1). However, this improvement in growth was
due to economic recovery in Japan after the 2011
earthquake and tsunami. Excluding Japan, average
GDP growth in the subregion decelerated to 6.4%
in 2012 from 8% in 2011, reflecting the slowdown
of all the economies in the subregion.

growth slowing for 7 straight quarters and missing
the Government’s target in the period July-September
2012, for the first time since the depths of the global
financial crisis. At the end of the year, the activity
indicators of China were generally stronger than
expected, providing further evidence of an economic
rebound in the last quarter. On the demand side,
growth was supported by domestic consumption and
capital formation, partly reflecting the positive effects
of policy easing (cuts in interest rate and reserve
requirements) that had been put into place early in
the year. Investment in real estate development grew
in 2012 but at a rate lower than in the previous
year. While residential property prices continue to
rise, other housing market data point to signs that
China’s real estate market is stabilizing, even as
tightening measures remain in place. As the year
progressed, inventories for major natural resources,
such as coal and copper, built up at record levels.
In the second half of the year, net exports offset
some weakening in overall investment.

Most of these economies are highly export-oriented.
The share of the agricultural sector in GDP has
gone down with the increase in the shares of the
industrial and services sectors in the economy over
the years. In 2011, the agricultural sector accounted
for about 10% of GDP in China and about 15% in
Mongolia. The share of the agricultural sector was
much lower in other economies. The share of the
industrial sector in GDP was more than 40% in
China and somewhat lower in Mongolia and the
Republic of Korea. The services sector gained in
all the economies and dominated in some, including
in Hong Kong, China; and Macao, China.

The economy of Hong Kong, China experienced
tepid growth, with real GDP growth for the full year
abating to 1.4% in 2012, compared with 5% growth
in 2011. Merchandise exports remained sluggish
amid severe external headwinds, while the domestic
sector kept some momentum, propped up by private
consumption expenditures, due to a tight labour

The economy of China grew by 9.2% in 2011 but
growth fell to 7.8% in 2012, with the rate of GDP

Table 2.1. Rates of economic growth and inflation in selected East and North-East Asian economies, 2011-2013
(Percentage)

Asiad

East and North-East
East and North-East Asia (excluding Japan)d
China
Democratic People’s Republic of Korea
Hong Kong, China
Japan
Macao, China
Mongolia
Republic of Korea

Real GDP growth
2011
2012b
2013c
3.5
4.1
4.5
8.0
6.4
6.8
9.2
7.8
8.0
..
..
..
5.0
1.4
3.5
-0.6
2.0
2.5
20.0
9.0
13.5
17.3
12.3
15.5
3.6
2.0
2.3

2011
2.3
5.1
5.4
5.3
-0.3
5.8
9.2
4.0

Inflationa
2012b
1.3
2.7
2.7
4.1
0.0
6.1
14.3
2.2

2013c
2.0
3.8
4.0
4.5
0.4
5.7
12.4
2.5

Sources: ESCAP, based on national sources; and CEIC Data Company Limited. Available from http://ceicdata.com (accessed on 30 March 2013).
a
b
c
d

Changes in the consumer price index.
Estimates.
Forecasts (as of 30 March 2013).
GDP figures at market prices in United States dollars in 2011 (at 2000 prices) are used as weights to calculate the subregional growth rates.
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market, strong construction activity and vigorous
public sector infrastructure works. Gambling, which
attracted 28 million visitors in 2011 and accounts
for more than 40% of GDP, is one of the factors
behind the rapidly growing economy of Macao, China.
GDP growth was still strong at 9% in 2012 but
much lower than 20% in 2011. There are concerns,
however, that this aspect has made the economy
excessively vulnerable to external shocks and that
more efforts are required to diversify the domestic
economy and improve social services.
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lower than the rate of 17.3% in 2011. Thanks to
development of the mining sector financed by foreign
direct investment (FDI), living standards have been
improving and poverty declining significantly in the
country. Moreover, the economy’s prospects are
promising as copper and coal production are set
to expand considerably over the next few years.
However, uncertainty regarding the “rules of the
game” is halting some major FDI projects.
In the Republic of Korea, GDP growth slowedto
2% in 2012 from 3.6% in the previous year.
A weaker global economic environment and
gloomier consumer sentiment served to offset
investment in the information technology sector
and the frontloading of the budget to slow GDP
growth in the Republic of Korea. The pickup at
the beginning of the year proved to be shortlived, with domestic consumption, exports and
fixed investment weakening sharply since the
second quarter of 2012. Economic activity was
basically flat in the third and fourth quarters,
despite the one-off momentum provided by such
special circumstances as the release of new
telecommunications equipment.

Growth slows in China
but still among the highest
in the region
The Democratic People’s Republic of Korea does
not release official economic data. However, available
information suggests that the country’s economy
has contracted during 4 of the last 6 years, and
some 16 million of the country’s 24 million people
suffer from chronic food insecurity and malnutrition
(United Nations, 2012b).
In Japan, following a contraction of the economy by
0.6% in 2011, GDP increased by 2% in 2012 as
growth picked up strongly in the first quarter, driven
by government reconstruction expenditures related
to the earthquake and tsunami of March 2011,
and the export sector’s recovery from the effects
of severe flooding in Thailand in late 2011. Japan,
however, then entered into a technical recession of
two consecutive quarters of contraction, underscoring
the difficulties facing the economy as a result of
weak exports and softening domestic demand.
Capital spending decelerated and net exports made
a negative contribution to growth in the second
half, when Sino-Japanese tensions also took a toll
via different channels, including declines in export
volume, in the sales of China-based subsidiaries of
Japanese firms and in the number of tourists from
China visiting Japan.

Inflation slows but volatile food and fuel
prices continue to affect households
Inflation slowed in all economies of the subregion
in 2012, except in Mongolia (see figure 2.1). On the
other hand, consumer prices became more stable in
Japan. Inflation, which was a major policy concern
in China and the Republic of Korea over 2011, has
been on a declining trend. Slowing growth, stable
commodity prices and cooling property markets
combined to drive inflation within reach of policy
objectives. In China, consumer price inflation fell
to an average of 2.7% in 2012, down from the
previous year’s inflation rate of 5.4%. In the Republic
of Korea, growth in consumer prices dropped to
1.2% in August – a 12-year low – before rising
slightly to 1.5% in December, remaining below the
bottom of policymakers’ 2-4% target range. For
the year as a whole, inflation fell to 2.2% in 2012
from 4% in 2011.

Mongolia is a commodity-based economy and strong
mining activities helped the country to achieve
double-digit growth at 12.3% in 2012, which was
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Figure 2.1 Inflation in selected East and North-East Asian economies, 2010-2012
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Sources: ESCAP, based on national sources; and CEIC Data Company Limited. Available from http://ceicdata.com (accessed on 30 March 2013).
Note: Data for 2012 are estimates.

Monetary policy stance supportive of
growth

In Japan, consumer prices rose during the first half
of 2012. However, deflationary situation re-emerged
in the remainder of the year. For the year as a
whole, consumer price index remained unchanged,
meaning zero inflation in 2012 as compared to
0.3% deflation in 2011. The Bank of Japan boosted
asset purchases five times in 2012 and introduced
a new bank lending facility to provide banks with
collateralized loans at an overnight call rate of 0.1%,
while also announcing no change in its policy rate
of 0-0.1%. Early 2013, in a departure from previous
practice, the Bank of Japan decided to double the
inflation target to 2% for fiscal year 2013/14.

In responding to concerns that growth may be
slowing too quickly, Governments in countries in the
subregion activated appropriate policy levers. The
burden of the countercyclical response was split
between fiscal and monetary policy. Policymakers’
tasks are complicated by actions elsewhere: loose
monetary policies may translate into higher consumer
prices, whereas quantitative easing in the United
States may cause inflows of speculative funds into
the subregion, which may cause nominal appreciation
of the currencies of economies in the subregion.
In December, the Government of the Republic of
Korea acted proactively to ward off possible volatility
and cut the forward position limit for foreign banks
from 200% to 150% of capital, and from 40% to
30% for domestic banks.

Mongolia was a clear outlier, with inflation accelerating to 16% in April 2012, before receding to
14.4% in November 2012, still well above the Bank
of Mongolia’s 10% target. Inflation for the year as
a whole was 14.3%, much higher than the 9.2%
recorded in 2011. The roots of high inflation are
to be found in high food (notably meat) prices
and an expansionary fiscal policy which has led to
demand-side pressures in an already overheating
economy.

The ongoing shifts in the balance of risks from inflation
made it relatively easy to introduce adjustments on
the margin to the country’s monetary policy stance.
In June 2012, China cut borrowing costs for the
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first time since 2008, as the one-year lending rate
declined by a quarter of a percentage point to 6.3%.
A month later, the rate was cut further to 6%. The
People’s Bank of China also reduced the reserve
requirement ratio twice and reaffirmed its commitment
to widen the use of the yuan currency in crossborder trade and investment and to gradually push
ahead with capital account convertibility.
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to stabilize the country’s growth momentum. However, the stimulus was smaller in size, had a
shorter timespan, put less emphasis on credit and
relied less on local government funding than that
of 2009. As was the case with the post-Lehman
Brothers stimulus package, the Chinese package
relied heavily on infrastructure spending. A difference
this time around was the greater focus of the new
package on energy-saving and innovation. In addition
to expansionary fiscal and monetary policies, the
approach has also entailed forms of regulatory
forbearance to encourage bank lending, although
the new schedule is still fully consistent with the
implementation of the capital adequacy reforms of
the Basel Committee on Banking Supervision.

In June 2012,
China cut borrowing costs
for the first time since 2008
Japan’s monetary policy was by far the most
aggressive, with the Government pursuing a dual
goal of beating deflation and weakening the strong
yen through monetary easing. In the meantime,
the Bank of Japan reaffirmed its commitment to
encourage the uncollateralized overnight call rate
to remain in a range from 0 to 0.1%. The Bank
of Korea lowered the base rate by 50 basis points
to 2.75% in two steps, in July and October 2012.
In Mongolia, on the other hand, the policy rate on
the central bank’s bills was increased twice by 50
points, in March and April 2012, to 13.75%. The
draft monetary policy for 2013 that Mongolbank
introduced in October 2012 is aimed at keeping
inflation below 8% by the end of 2013. The Monetary
Policy Council was also established to ensure
financial stability, with a total of 12 members, 4 of
whom are from outside Mongolbank. For the first
time since late 2009, the Hong Kong Monetary
Authority stepped into the market to defend the
currency’s peg to the United States dollar, as the
Hong Kong dollar touched the stronger end of the
7.75-7.85 trading band.

In Japan, the quest to pull the country out of
its deflationary trend continued. In July 2012, the
Government released the draft of its “Comprehensive
Strategy for the Rebirth of Japan”, a medium- to
long-term growth strategy that would be in effect
through fiscal year 2020. Under the strategy, 38
policies in 11 fields are outlined that are aimed at
creating a new market centred on the environment,
which would be worth more than ¥50 trillion and
would create 1.4 million jobs. The Cabinet also
compiled a report on measures to stimulate demand
by retrofitting buildings and renovating dilapidated
infrastructure, including by promoting private finance
initiatives. In August 2012, the Diet, Japan’s
legislature, passed long-debated social security
and tax reform legislation, including an agreement
to double the consumption tax rate to 10% by
2015. Two supplementary stimulus packages of
limited size, earmarked for health-care, agricultural
and public works projects, were announced in the
fourth quarter of 2012. They will be funded by
the fiscal reserve fund, without incurring any new
debt issuance. Subsequently in January 2013, the
Government announced an additional and sizeable
stimulus package to lift the economy out of another
bout of recession. The new stimulus package will
be allocated towards post-disaster reconstruction
and social security, as well as measures to promote
private investment and revitalize industries.

Adequate fiscal space in most economies
provides the flexibility to consider
stimulus
Fiscal policy is also being used to revitalize
subregional economies. Since mid-April 2012, through
different policy announcements, the Government of
China implemented a series of supportive measures
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Figure 2.2. Budget balance in selected East and North-East Asian economies, 2010-2012
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Sources: ESCAP, based on national sources; and CEIC Data Company Limited. Available from http://ceicdata.com (accessed on 30 March 2013).
Note: Data for 2012 are estimates.

The Republic of Korea announced in June 2012
stimulus spending of 8.5 trillion won ($7.4 billion),
equivalent to about 0.6% of GDP, which added a
quarter of a percentage point to GDP in 2012. The
measures, including assistance for small businesses
and low-income earners, used money from the
existing budget. The overall fiscal stance remains
conservative, with plans to balance the budget and
gradually achieve a surplus from 2014. Efforts are
being made to restructure inefficient and unproductive
business projects for the purpose of saving financial
resources and allocating more resources for facility
investment, job creation and investment in green
growth, in order to improve the economy’s potential
for growth. The Government frontloaded its 2013
budget by assigning 60% of planned expenditures
in the first half of the year, with most of the money
geared towards infrastructure projects and other jobcreating endeavours. Government spending on social
protection is also expected to rise significantly starting
in 2013, in line with the new President’s commitment
to make economic growth more inclusive.

expected to move in a more countercyclical manner
after the Fiscal Stability Law, passed in 2012, takes
effect in 2013.

Current account remains in surplus
Economies in East and North-East Asia enjoyed
a current account surplus in 2012 (see figure 2.3).
Mongolia is the only exception; it has a large current
account deficit due to its imports of machinery for
the mining sector and strong domestic demand
because of the economy’s double-digit growth.
In 2012, the current account as a share of GDP
remained positive at about 2.6% in China, 1% in
Japan and 3.9% in the Republic of Korea. The
rebalancing in China is noteworthy as it compares
with a current account surplus of more than 10%
of GDP in 2007, that is, before the outbreak of
the global financial crisis. In Japan, the seasonally
adjusted current account was temporary in deficit in
September 2012 – for the first time in more than
30 years. On the other hand, the current account
balance remained in surplus for 10 consecutive
months for the Republic of Korea, which last posted
a deficit in January 2012. In Mongolia, as imports
of consumption goods rose rapidly as a result of
domestic demand pressures, the current account
deficit remained very high (in double digits).

In Mongolia, fiscal policy was also expansionary in
order to build physical infrastructure and strengthen
the provision of social services (see figure 2.2). This
has resulted in higher inflation and a higher current
account deficit. However, government spending is
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Figure 2.3. Current account balance in selected East and North-East Asian economies, 2010-2012
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Note: Data for 2012 are estimates.

Net exports remain supportive but intraregional trade growth weakens

three consecutive first-half-year periods since 2009;
shipments dropped further by 12% in October
compared with the same month in the previous
year after a 15% fall in September, reflecting the
rise in antagonism over disputed islands. Sales to
economies in the subregion were equally significant
in Mongolia, at more than 94% of the total exports
of the country.

The East and North-East Asian subregion currently
accounts for 24% of real merchandise trade globally.
In fact, it was the main growth driver of global
trade in 2011. Its trade surplus vis-à-vis the rest of
the world rose from $99 billion in 2011 to $102.5
billion in 2012. In China and the Republic of Korea,
exports accelerated more rapidly than imports, while
the reverse held true for Hong Kong, China; and
Japan. The contribution of net exports to growth
remained supportive, except in Japan which saw
a record trade shortfall as purchases of liquefied
natural gas and crude oil rose. In the Republic of
Korea the trade balance briefly fell into deficit early in
2012 as shipping exports slowed and semiconductor
prices kept declining, but then they recovered.

The balance of payments softened under these
conditions. The current account balance in Japan
recorded the smallest surplus in the second quarter,
on a seasonally adjusted basis, since 1996 when
time-consistent data were first collected. These
developments in turn dampened foreign exchange
accumulation, as well as the pace of nominal and
real exchange rate appreciation.
By the end of 2012, total official reserves of
economies in the subregion grew by less than 1%
to $5,118 billion compared with reserves held at the
end of 2011, whereas they had increased by 3.1%
in the second half of 2011.

Trade among the subregion’s three main economies
(China, Japan and the Republic of Korea) fell
slightly in value terms from that of the previous
year. As a percentage of total exports, trade within
the subregion declined from 20% in the first half
of 2011 to 18.8% in the corresponding period in
2012; the reduced salience of intra-area exports
was particularly pronounced for Japan. Exports to
China, Japan’s top export market, fell by 6.1% in
the first half of the year, marking the first drop in

Currencies of countries in the subregion
appreciate slightly against the dollar
The turmoil in Europe led to the flight of capital to
safety and had impacts on the subregion’s financial
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markets. Since the end of 2011, equity prices have
risen in Hong Kong, China; Seoul; and Tokyo,
while they declined in Shanghai. Yields on 10-year
government bonds have fallen to nearly historic
lows. The authorities in China let the currency
appreciate. In addition, they moved towards a more
flexible exchange rate regime and, since the third
quarter of 2011, a substantial reduction in the level
of official intervention in exchange markets, as
well as a series of steps to liberalize controls on
capital movements. All the major currencies in the
subregion appreciated slightly against the United
States dollar in 2012, with the exception of Japan’s
currency which started to drop against the dollar
in response to the rigorous expansionary monetary
stance taken by the Government of Japan.

in telecommunications (Sprint Nextel Corporation in
the United States) and advertising (Aegis Group
PLC in the United Kingdom) signalling a shift to
service-based industries. Against this background,
the relative importance of intra-subregional flows of
FDI increased. Investment in the Republic of Korea
from China increased significantly. Japanese firms
grappling with a strong yen over a longer period
and the disruption caused by the 2011 earthquake
and tsunami were particularly active in building
manufacturing capacity in China and the Republic
of Korea, notably in parts and materials. Tencent,
Inc., a Chinese Internet company, paid $64 million
for a 13.8% stake in Kakao Inc., operator of the
Republic of Korea’s most popular mobile messenger,
Kakao Talk. That stake has turned Tencent into
Kakao’s second largest shareholder.

Foreign direct investment contracts amid
weakening global investment sentiment

Future outlook and policy challenges

FDI inflows weakened in 2012 as global uncertainty
built up. Inflows of FDI to China contracted by 3.7%
in 2012 to $111.7 billion; however, China became the
world’s largest recipient country of FDI (UNCTAD,
2012). Inflows to Hong Kong, China declined much
more significantly. Japan continued recording net
divestment (negative net inbound flows). On the
other hand, inward FDI in the Republic of Korea
reached record highs in the first nine months of
2012 ($11.2 billion, up by 48% from a year earlier).
Performance in the third quarter was the best on
a quarterly basis since 2002. For the whole year,
inward FDI increased by 19%.

As the global economy makes a hesitant and
uneven recovery in 2013, growth is expected to
pick up somewhat in East and North-East Asia, with
increasingly supportive monetary and fiscal policies
offsetting the drag exerted by external demand that
is below par. China is expected to grow by 8% in
2013, better than the official target of 7.5%. GDP
growth is also expected to gather momentum in
the Republic of Korea and is projected to grow
by 2.3%. Growth performance is also projected to
improve in Hong Kong, China; and Macao, China.
Economic activity in Japan, is expected to pick
up, and growth is projected to increase by 2.5%.
In Mongolia, strong mining activity is expected to
push the GDP growth rate up to 15.5% in 2013.

The relative importance of intrasubregional flows of FDI increased, as
FDI outflows from China and Japan to
the subregion increased

There are considerable and interrelated downside
risks for the subregion. Externally, a further slowing of
demand from the euro zone and the United States can
quickly reverberate through the subregion’s production
and trade networks. China (including Hong Kong,
China) occupies an increasingly central position in
such networks, but Japan and the Republic of Korea
are also closely connected as producers of hightech tangible and intangible inputs, while Mongolia
is an increasingly relevant supplier of coal and

In sharp contrast, outward FDI flows from China
expanded by 28.6% in 2012. The acquisition by the
China National Offshore Oil Corporation of Nexen Inc.,
a Canadian oil sands and shale gas producer, for
$15.1 billion has been the largest Chinese overseas
deal ever. Japanese deals for companies overseas got
bigger and bolder, with multibillion dollar purchases
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An increasing share of the population in Japan; the
Republic of Korea; Hong Kong, China; and, to a
lesser extent, China is now occupied in economic
activities that are more technologically sophisticated,
human capital-based and intensive in design and
organizational capabilities than ever before. This is
the result of considerable and sustained investments
in education, advanced infrastructure, such as highspeed communications and broadband technology,
and institutions that reward innovation and facilitate
economic transactions. While the subregion’s
achievements over the past 50 years are nothing short
of extraordinary, there is no room for complacency.
There are still considerable gaps in aligning people’s
investment in acquiring innovative and organizational
skills with the private returns from such efforts.
These gaps appear particularly pronounced in the
service sector, where productivity in the subregion
is much lower than both in domestic manufacturing
and in services internationally. Burdensome regulation
that protects incumbent firms, including State-owned
enterprises, and other vested interests hinders other
efforts to enhance economic resilience and boost
growth momentum.

other natural resources. Rising geopolitical tensions
in the subregion and elsewhere in East Asia have
already taken a toll on trade flows between some
economies and made it more difficult to advance
talks and negotiations on regional cooperation
and integration. Domestically, the property market
adjustment that has so far remained gradual and
orderly may get out of control in case there is an
external shock or turmoil in global financial markets.
Rising household and business sector debt is also
a major concern.

Although unemployment rates in the
subregion are generally low, job quality
remains a key concern
Although unemployment rates in the subregion are
generally low, job quality remains a key concern.
Labour markets have proven robust even in the midst
of the weak global environment, and unemployment
remains at low levels. The jobless rate in Japan
stood at 4.3% at the end of 2012, whereas it
was 2.9% in the Republic of Korea, in each case
lower than it had been in 2011. In both countries,
however, there are concerns that the quality of new
jobs being created is declining, especially insofar
as many new contracts are short-term and in the
service sector. The urban unemployment rate in
China was at 4.1% in the second quarter of 2012,
although the quality of labour market statistics is
not fully comparable with those of other major
countries. Employment growth in Hong Kong,
China is starting to slow, with a lag in response
to weaker economic growth and corporate profits.
According to the last labour force surveys for the
fourth quarter of 2011, the unemployment rate in
Mongolia was estimated at 9%, down from 13%
in last quarter of 2010.

The development of the service sector and the
gradual transition to an economic model where
domestic demand replaces external demand as the
main source of growth are important to mitigate
the trend of social exclusion that is gaining ground
across the subregion. While economic growth has
generally been accompanied by a reduction in
absolute poverty, relative poverty – the share of the
population living on less than half of the median
income – is still surprisingly common, including in
Japan and the Republic of Korea where relative
poverty is the sixth and seventh highest in the
OECD area. Inequality has also risen, driven by
labour market dualism, high university tuition fees
and growing household debt, as well as rigid norms
for internal migration in the case of China. Gender
inequality remains a concern in the subregion and
Governments are taking measures to close gender
gaps (see box 2.1).

In the longer run, the subregion faces economic,
social and environmental challenges to achieve
or consolidate, depending on individual country
circumstances, the evolution from middle- to highincome levels.
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Box 2.1. Resource allocation for social equality and inclusiveness: the experience with gender-responsive budgeting
Despite impressive GDP growth at the aggregate level, in East and North-East Asia the functional, spatial and gender distribution
of income and wealth has become more unequal over time (OECD, 2011). In particular, gender inequality remains stubbornly
high, as reflected in some indices. For example, the percentage of seats held by women in single or lower chambers of national
parliaments in 2012 was 21.3% in China, 14.7% in the Republic of Korea and 10.8% in Japan.a In fact in Japan the percentage fell
even lower, to 7.9%, after the lower house election on 16 December 2012. These three countries also rank low in the annual World
Economic Forum gender gap index, which is based on 14 indicators related to economic participation, educational attainment,
health and political empowerment (they ranked 69th, 101st and 108th, respectively, among the 135 countries surveyed) (Hausmann,
Tyson and Zahidi, 2012).b In addition, the Republic of Korea has the widest gender wage gap among OECD countries at 39%,
followed by Japan (OECD, 2012a; and 2012b).
Gender-responsive budgeting (also called “gender-sensitive budgeting” or simply “gender budgeting”) is one of the available policy
tools to address gender inequality. Awareness rose during the 1980s that government budgets, instead of being gender-neutral, are
in fact often gender-blind. The Beijing Platform of Action,c adopted at the Fourth World Conference on Women in 1995, called
for integration of a gender perspective into budgetary decisions on policies and programmes. Subsequently, the outcome document
adopted at the Beijing+5d meeting called on all Governments to “[i]ncorporate a gender perspective into the design, development,
adoption and execution of all budgetary processes, as appropriate, in order to promote equitable, effective and appropriate resource
allocation and establish adequate budgetary allocations to support gender equality and development programmes that enhance women’s
empowerment and develop the necessary analytical and methodological tools and mechanisms for monitoring and evaluation”e.
Gender-responsive budgeting (GRB) is a form of gender-impact assessment that enables examination of the budgeting cycle at each
step (conception, planning, approval, execution, monitoring, analysis and auditing) from a gender perspective, to ensure that resource
allocation and utilization reduce existing gender inequalities and do not create new ones. GRB can be conducted at different
levels of Government and include civil society groups, thereby enhancing citizens’ participation and inclusiveness in governance.
More than 70 countries around the world have engaged in gender budget initiatives in one form or another (UNIFEM, 2008).
About half of OECD countries “always” or in “some cases” require GRB at all levels of Government. Within East and North-East
Asia, the Republic of Korea has enacted a solid legal basis for GRB. Its National Finance Act of 2006 requires implementation
of gender budgeting from 2010 onwards. Article 16 of the act stipulates that the Government “should evaluate the impact of
public expenditure on women and men and try to reflect the results in the national budgetary allocation”. Other articles require
each office to implement gender budgeting at both the planning and monitoring stages and to submit a gender balance sheet
of their budget (Elson and others, 2009).e
Thanks to the act, GRB in the Republic of Korea is considered one of the most comprehensive and progressive national schemes
in the world. Various obstacles remain, however: lack of understanding on gender issues among officials, lack of gender-segregated
data to analyse the current situation or to evaluate policy impact and the fact that the submitted gender budget sheet is not
discussed in the National Assembly (Ma, 2008). Japan has only recently (from 2010) started to do so, by including the need to
incorporate gender perspectives into all stages of the budgeting process in the Third Basic Plan for Gender Equality (Ichii and
others, 2009). UNDP and UN-Women have assisted China and Mongolia in gender budget training for governmental officials.
Governments can benefit from GRB if they wish to ensure accountability to the public for policy commitments. By applying
the same principles, the budget can be monitored to evaluate policy impacts on other vulnerable groups, such as the disabled,
elderly, survivors of disasters and ethnic minorities.
a This is the percentage of seats held by women in single or lower chambers of national parliaments, as indicated in The Updated

Handbook on Indicators for Monitoring the Millennium Development Goals, http://mdgs.un.org (accessed on 20 December 2012).

b The Russian Federation ranked 59th and Mongolia 44th.
c See Report of the Fourth World Conference on Women, Beijing,4–15 September 1995 (United Nations publication, Sales No. E.96.

IV.13), chap. I, resolution 1, annexes I and II.

d See General Assembly resolutions S 23/2, annex, and S 23/3, annex, as they relate to the twenty-third special session of the General

Assembly, entitled “Women 2000: gender equality, development and peace for the twenty-first century”.

e See General Assembly resolution S-23/3, annex, para. 73(b).
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The Government of China unveiled comprehensive
guidelines in February 2013 to improve income
distribution in the country.1 The average real income
of urban and rural residents will be doubled in 2020
from the 2010 level. The middle-income group will
be expanded and the number of those living below
the poverty line will be sharply reduced by 80 million
by 2015. In China, poverty is mainly a rural problem
and 128 million people were estimated to constitute
the rural poor in 2011. The Government will enhance
spending on social security and employment, and
economic growth will be more consumption driven.
The guidelines also offer directions on an extensive
range of policy areas, such as taxation, subsidies,
salary system, financial regulation, farmers’ incomes,
household registration and social security. The local
governments and various departments have been
urged to map out supporting schemes and detailed
rules for implementation of the guidelines. Effective
implementation of the guidelines will help in reducing
growing income inequality and accelerate the process
of poverty reduction in the country.

CHAPTER 2

Ageing is an additional challenge, as the subregion
experiences the fastest demographic transition in
the world, with the proportion of persons 65 years
or older projected to rise from 1 in 10 in 2010
to 1 in 3 in 2050. Care of the elderly, including
care for physical and psychological health, and
social and income support, will have implications
for fiscal sustainability and economic growth, but
it is imperative for policymakers to recognize that
older citizens can contribute to the economy and
societies at large in their multiple roles as producers,
consumers, transmitters of traditions, tenders of
children in families, moral authorities in communities
and so on.
The environment is the third dimension of sustainable
development, and the subregion faces great
challenges in this regard. In order to tackle them,
individual countries have initiated various policies,
in particular to reduce air pollution and its adverse
impacts on human health and the environment. The
Fourth Basic Environmental Plan of Japan2 includes
both regulatory measures on pollutants and economic
tools to protect the atmospheric environment. In
the Republic of Korea, the Total Air Pollution Load
Management System, an advanced environmental
management system which rations annual total
allowable emissions, has been implemented. The
Government of China has made significant progress
and has put forward its ambitious twelfth five-year
plan to reduce by 2015 the level of sulphur dioxide
in the air by 8% compared with that of 2010, despite
the projected rapid increase in the number of power
plants and vehicles. Mongolia also tightened the
national standard for air pollution emissions from
coal-fired power plants in 2011; however, outdated
technologies and power plants, as well as increasing
major emissions from informal settlements (gers)
and mobile air pollution sources (old cars), still pose
significant challenges. Policy coherence is a major
problem to be addressed. A poignant example is
the decision to make raw coal more affordable by
reducing its price, while restricting its use in order
to improve air quality.

Boosting potential growth
and improving income inequality
appear as common medium-term
policy priorities
Boosting potential growth and improving income
inequality appear as common medium-term policy
priorities across East and North-East Asia. Boosting
productive capacity requires additional efforts to
increase the labour force participation rate, especially
for women, which is about 50% in Japan, Mongolia
and the Republic of Korea and much lower than
male rates of more than 65%, and to further
prepare the population for the challenges of the
knowledge economy. Measures to align service sector
productivity with the levels prevailing in manufacturing
and in developed countries would also ease the
shift in sources of growth to domestic demand.
Prompt action on these fronts, also drawing on best
practices in Asia and the rest of the world, should
pave the way for more inclusive growth.
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In addition, various innovative policy measures
have been taken to address local and global
challenges to environmental sustainability and
mitigate greenhouse gas emissions. All countries
in the subregion promote sustainable transport,
sustainable consumption and production, the
greening of industry, expansion of green space and
enhanced energy efficiency. Still, policy coherence
will remain a particular challenge to make such
measures more effective and efficient.

dramatically. Services have become the dominant
sector for all net energy importers, while the
industrial sector, including hydrocarbon and mining
industries, remain the highest contributing sector in
energy exporting economies, such as Azerbaijan and
Turkmenistan. In addition, all net energy importers,
with an exception of Georgia where the services
sector accounts for about three quarters of GDP
growth, the agricultural sector still accounts for large
shares of employment and contributes to nearly one
fifth of GDP growth.

NORTH AND CENTRAL ASIA

In Armenia, there was strong performance in
agriculture and industry, pushing up GDP growth
from 4.7% in 2011 to 7.2% in 2012. Demand for
Armenian metals and minerals remained relatively
strong amid weak external conditions. Unlike several
economies in the subregion, where agricultural
sectors suffered losses caused by poor weather
conditions, the country’s agricultural output grew
strongly. The Government’s accommodative fiscal
policy and support to small and medium-sized
enterprises also contributed to a sustained growth.
Growth of workers’ remittances slowed in 2012,
partly due to a high base effect, but remained a
major source of income generation, accounting for
more than 10% of GDP.

Growth slows across the subregion
Growth in the North and Central Asian subregion
as a whole slowed to 3.9% in 2012 from 4.8% in
2011 (see table 2.2). Most of the countries in the
subregion are commodity exporters, and a larger
group among those consists of energy exporters.
These economies have strong economic linkages
and energy-importing economies rely heavily on
workers’ remittances from the Russian Federation
and to a lesser extent from Kazakhstan. Some
softening of high oil and gas prices contributed to
somewhat lower growth rates in 2012 compared
with that of the previous year.

Azerbaijan experienced a sharp slowdown in GDP
growth to 0.1% in 2011, reflecting a contraction in oil
production owing to repair work on the major oilfields.
There was some improvement in oil production and
that helped in raising GDP growth to 2.2% in 2012.
Agricultural, construction and services sectors also
contributed to improved growth. Nevertheless, this
pace of growth is still much slower than its long-term
trend. Sluggish growth in the major destinations for
oil exports, namely the euro zone and China, also
kept growth of the economy below its potential.

The subregion as a whole has become
more exposed to commodity-related
risks than had been the case
a decade ago
In terms of export structure, the subregion as a
whole has become more exposed to commodityrelated risks than had been the case a decade ago,
making the domestic economies vulnerable to a sharp
decline in commodity prices (ESCAP, 2012b). For
net energy exporters,3 the share of energy-related
products in total merchandise exports increased from
53% in 2001 to 67% in 2010. Similarly, for metal
and mineral exporters, the share of mineral products
in total merchandise exports increased from 49%
to 52%. Over the same period, the composition
of economies in the subregion has also changed

The economy of Georgia maintained a 7% growth
rate in 2012, the same rate registered in 2011. A
worsening external environment dampened demand
for mining, quarrying and metallurgy products, and
poor weather conditions weighed down the growth
of agricultural output. However, robust growth in
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Table 2.2. Rates of economic growth and inflation in North and Central Asian economies, 2011-2013
(Percentage)

Asiad

North and Central
Armenia
Azerbaijan
Georgia
Kazakhstan
Kyrgyzstan
Russian Federation
Tajikistan
Turkmenistan
Uzbekistan

Real GDP growth
2011
2012b
2013c
4.8
3.9
4.0
4.7
7.2
5.5
0.1
2.2
1.5
7.0
7.0
6.0
7.5
5.0
6.0
5.7
-0.9
7.0
4.3
3.4
3.6
7.4
7.5
6.5
14.7
11.1
8.0
8.3
8.1
7.0

2011
8.7
7.8
8.1
8.5
8.3
16.9
8.4
12.5
12.0
12.8

Inflationa
2012b
5.4
2.6
1.8
-0.9
5.1
2.8
5.1
5.8
8.5
13.2

2013c
6.4
3.5
2.1
4.0
6.5
6.4
6.4
9.1
10.0
10.0

Sources: ESCAP, based on national sources; data are from the Interstate Statistical Committee of the Commonwealth of Independent States.
Available from www.cisstat.com (accessed in March 2013); CEIC Data Company Limited. Available from http://ceicdata.com (accessed on 30 March
2013); and Economist Intelligence Unit, Country Reports.
a
b
c
d

Changes in the consumer price index.
Estimates.
Forecasts (as of 30 March 2013).
GDP figures at market prices in United States dollars in 2011 (at 2000 prices) are used as weights to calculate the subregional growth rates.

Although the economy of Kyrgyzstan regained
stability in 2011 after the sociopolitical crisis in 2010,
the country’s economic performance in 2012 was
subdued due to weak production of gold, a poor
grain harvest and a slowdown in the economies
of its trading partners. Gold production, accounting
for nearly half of industrial production, was hindered
due to a combination of difficult weather conditions
and labour strikes at the Kumtor gold mine, the
largest mining site in the country. Output of the
manufacturing sector also fell, which led to a
slowing of exports. On the positive side, remittance
growth rebounded strongly, supported by the steady
economic expansion of the Russian Federation. In
2012, the economy of Kyrgyzstan contracted by
0.9%; by comparison, in 2011 it recorded a positive
growth rate of 5.7%.

manufacturing, financial services, transport and
communications all helped to offset such negative
consequences. Remittance inflows from Italy, Greece
and the Russian Federation, the main destinations
for Georgian workers, also slowed but held up
relatively well. Remittances are important means for
funding domestic consumption and accounted for
about 8% of GDP. Increased government spending
on infrastructure and public consumption contributed
to GDP growth.
In Kazakhstan, GDP growth slowed to 5% in 2012
from 7.5% in 2011, reflecting lower export revenues
and sluggish investment from the euro zone and
the United States. The poor performance of the
hydrocarbon and mining sectors weighed on growth.
In addition, agricultural output suffered a sharp
contraction due to severe drought conditions in
the latter part of the year. The increased public
social spending, the ongoing State-led investments
in the development of the hydrocarbons sector, as
well as the Government’s initiatives to diversify the
economy through helping the manufacturing and
construction sectors contributed to job creation and
helped somewhat in boosting domestic demand and
avoiding a rapid slowdown in economic growth.

In the Russian Federation, GDP growth decelerated
from 4.3% in 2011 to 3.4% in 2012, resulting
largely from sluggish global growth. Growth in
the industrial sector slowed, but overall economic
performance was relatively solid compared with other
developed countries in the world. The unemployment
rate hit a record low of 5.2% in mid-2012 as a
result of increased public spending accompanied
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by a shrinking economically active population.
Nevertheless, domestic demand started to weaken
in late 2012, which weighed on the economic
performance of neighbouring economies through
reduced outflows of remittances. The performance
of the economy of the Russian Federation has a
large impact on other economies in the subregion
through trade, investment and remittances channels.

sector wages and social payments also helped to
sustain private consumption.

Inflation eases during the first half of
2012 but subsequently picks up
In most countries in North and Central Asia, there
was a slowdown in inflation during the first half
of 2012 but it picked up during the remainder
of the year due to rising food prices caused by
severe weather conditions in some countries in
the subregion. For the year as a whole, inflation
declined in all countries except Uzbekistan (see figure
2.4). Armenia, Azerbaijan, Georgia and Kyrgyzstan
saw a sharp fall in the rates of inflation in 2012.
In Armenia, agricultural recovery, moderating global
commodity prices and appropriate monetary policy
responses acted to contain consumer price inflation
in 2012. Azerbaijan experienced inflation easing to
1.8% in 2012 from 8.1% in 2011, despite the fact
that planned salary increases boosted domestic
demand. Georgia saw weak deflation throughout
2012 as food prices continued to contract from
the high base of the previous year. In Kyrgyzstan,
inflation fell dramatically from 16.9% in 2011 to
2.8% in 2012, punctuated by a sharp contraction
in economic activities, coupled with a slower pace
of global food and fuel price increases.

The economy of Tajikistan expanded at a slightly
more rapid rate of 7.5% in 2012 compared with
7.4% in 2011. A sharp rise in remittances and
industrial expansion helped to prop up the economy
amid external challenges. The agricultural sector,
which accounts for two-thirds of total employment
and one-third of GDP, also expanded strongly as it
was unaffected by a regional drought that heavily
damaged grain harvests in neighbouring countries.

The performance of the economy of
the Russian Federation has a large
impact on other economies in the
subregion through trade, investment
and remittances channels
Turkmenistan recorded another year of a double-digit
growth, at 11.1% in 2012, compared with 14.7% in
2011. This still-robust growth amid weak external
conditions was driven by strong hydrocarbon exports,
especially gas exports to China, strong private
consumption and public spending. Investment to
enhance hydrocarbon capacity and production as
well as new pipeline projects also further supported
economic growth.

In Kazakhstan, the Russian Federation, Tajikistan
and Turkmenistan, rates of inflation slowed relative
to the pace observed in 2011, although prices
remained high. In Kazakhstan, food prices followed
a declining trend during the first half of the year
until they started rising again in mid-2012. In the
Russian Federation, inflation exceeded the target
rate of 5-6% in the second half of 2012, driven by
services, fuel and food prices. However, inflation for
the whole year was 5.1%, compared with 8.4% in
2011. In Tajikistan, inflation dropped to 5.8% in 2012,
but high price pressures returned towards the end of
the year. A regional drought pushed up significantly
the cost of food imports; food costs account for
about 70% of Tajikistan’s consumer goods basket.
Increased import duties on oil products, hikes in the
electricity tariff and a sharp rise in the minimum

In Uzbekistan, GDP growth remained strong at 8.1%
in 2012 but it was slightly lower than the 8.3%
growth rate recorded in 2011. Growth in 2012 was
driven mainly by the services sector. The economy
was also assisted by rising investment through the
Government’s ongoing industrial modernization and
infrastructure development programme for the period
2011-2015. Furthermore, unlike in other economies
in the subregion, favourable weather conditions and
abundant availability of water lifted the agricultural
outputs of Uzbekistan. The recent increases in public
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Figure 2.4. Inflation in North and Central Asian economies, 2010-2012
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Sources: ESCAP, based on national sources; data from the Interstate Statistical Committee of the Commonwealth of Independent States. Available
from www.cisstat.com (accessed on 30 March 2013); CEIC Data Company Limited. Available from http://ceicdata.com (accessed on 30 March 2013);
and Economist Intelligence Unit, Country Reports.
Note: Data for 2012 are estimates.

Deterioration in fiscal balances

wage, which became effective in 2013, all contributed
to consumer price inflation. In Turkmenistan, inflation
slowed to 8.5% in 2012 from 12% in 2011. High
levels of subsidies, regulated prices, particularly
for utilities and food, and the deteriorating external
economic climate contributed to the containment
of inflationary pressure. However, robust growth
in private and public consumption, coupled with
a boost in public wages and transfers, served to
prevent inflationary pressure from easing rapidly.

The budget balances of economies in North and
Central Asia deteriorated in 2012, and most of
them were in deficit (see figure 2.5). Weak global
economic conditions and increased public spending
contributed to widening budget deficits. The budget
balances of the Russian Federation and Uzbekistan,
both of which had recorded surpluses in 2011, were
nearly balanced or slightly in deficit. By contrast,
in Azerbaijan, Tajikistan and Turkmenistan, budget
surplus increased in 2012.

Unlike in other economies in the subregion, consumer
price inflation accelerated in Uzbekistan, from 12.8%
in 2011 to 13.2% in 2012, and remained well above
the Government’s target band of 7-9%. This still
high level of inflation is partly explained by public
sector wage hikes and increases in welfare benefits.
The poor grain harvest in Kazakhstan, owing to a
drought, pushed up food prices, as Kazakhstan is
one of the main suppliers of grain to Uzbekistan.
This led to an increase in inflationary pressures
in late 2012. Large inflows of gas-related foreign
exchange and a continuation of expansionary fiscal
policy also exerted upward pressure on prices.

Armenia, Georgia, Kazakhstan and Kyrgyzstan
continued to experience budget deficits in 2012.
The deficit decreased in Armenia from 2.8% of
GDP in 2011 to 2.1% of GDP in 2012 owing to
the Government’s effort to restrain its spending and
improve tax and customs administration, including
clamping down on tax evasion. In Georgia, the
Government met its deficit target of 3.4% of GDP
in 2012 despite an increase in social spending. The
budget deficit of Kazakhstan increased to 3.1% of
GDP in 2012 from 2.1% in 2011, due to higher
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Figure 2.5. Budget balance in North and Central Asian economies, 2010-2012
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Sources: ESCAP, based on national sources; Asian Development Bank, Key Indicators for Asia and the Pacific 2012 (Manila, 2012); International
Monetary Fund, 2012 Article IV Consultations reports. Available from www.imf.org/external/ns/cs.aspx?id=51 (accessed on 30 March 2013); and
Economist Intelligence Unit, Country Reports.
Note: Data for 2012 are estimates.

government spending. Weaker global economic
conditions crimped tax revenue, although the sale
of shares in State-owned companies and transfers
from the oil fund supported budget revenue. In
Kyrgyzstan, there was a large budget deficit in
2012, at 6.3% of GDP, which was much higher
than the deficit in 2011, which was 5% of GDP,
due to high levels of social and economic spending
and difficulties with raising revenue. The impact
of low gold production on government revenues
was rather limited thanks to a revenue-smoothing
arrangement between the Government and Kumtor
Gold Company (IMF, 2012a).

In sharp contrast to most economies in the subregion,
Azerbaijan, Tajikistan and Turkmenistan maintained
a budget surplus and that surplus even widened.
The fiscal surplus of Azerbaijan increased from
0.6% of GDP in 2011 to 1.3% of GDP in 2012
thanks to rapid revenue growth from the low base
of 2011. The revenues continued to be heavily reliant
on transfers from the oil fund; more than half of
such transfers were directed towards social and
infrastructure projects, such as the reconstruction of
infrastructure damaged by the earthquake in early
2012. In Tajikistan, a budget surplus expanded to
1.5% of GDP in 2012 from 0.8% of GDP in 2011
despite high social spending. The rise in government
revenue was supported by an increase in sales
and import taxes. In Turkmenistan, increased gas
exports to China and the Islamic Republic of Iran
as well as growing exports of oil provided a boost
to revenues. The rise in public revenue enabled
faster growth in public investment in hydrocarbons
development, utilities, the rural economy and other
major projects under the Government’s social and
economic development programme for the period
2012-2016. The budget surplus increased to 1.4%
of GDP in 2012 from 0.5% of GDP in 2011.

The fiscal balance of the Russian Federation
and Uzbekistan dropped into deficit or reached
near balance in 2012. The budget of the Russian
Federation was in balance in 2012. Although nonfuel revenues remained high, oil and gas revenues
shrank because of a decline in oil prices. The
Government of Uzbekistan continued to spend on
social, defence and internal security measures and
support infrastructure development and investment
in basic services. The budget balance is estimated
to have fallen into deficit in 2012, although the
target of having the budget deficit not exceed 1%
of GDP was met.
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Central banks face a policy dilemma
between supporting growth and taming
inflation

CHAPTER 2

inflation. Nonetheless, banking problems persist,
with the share of non-performing loans rising. As
inflationary pressures continued to abate, the central
banks of Kyrgyzstan and Tajikistan cut their policy
rates sharply since the beginning of 2012. With
economic growth slowing and policy rates already
low, the prospect of a rise in food price inflation
in late 2012 created a potential policy dilemma.

Diverse monetary policy responses were adopted
by countries in the subregion in 2012 to suit their
circumstances. In the Russian Federation, there
was a policy rate hike, while in Armenia its policy
rates were kept on hold. A reduction in inflationary
pressure and deterioration in external conditions
enabled the central banks of Azerbaijan, Georgia,
Kazakhstan, Kyrgyzstan and Tajikistan to cut their
policy rates. Given further slowing of economic
growth and already low policy rates, the prospect
of a rise in food price inflation in late 2012 posed
a policy dilemma between supporting growth and
containing inflationary pressure.

The central bank of Armenia also faced a policy
dilemma between supporting growth and containing
inflationary pressure. Although the refinancing rate
has not been changed since September 2011, the
bank’s conduct of monetary policy would have only a
limited impact on inflation due to its weak institutional
capacity and the relatively undeveloped domestic
debt market. The central bank is now trying to
broaden its policy tools gradually by increasing the
use of such instruments as repurchase operations.

The slower pace of inflation in late
2011 enabled some of the central
banks in the subregion to cut policy
rates in order to maintain
growth momentum

In contrast to most economies in the subregion,
the central bank of the Russian Federation lifted
the refinancing rate by 25 basis points to 8.25%
in September 2012, as inflation exceeded the 6%
upper limit of the bank’s target range around that
period after a poor harvest had pushed up prices.
Since then, the bank has kept the policy rate on
hold due to a slowdown in the real economy.
The central bank is now trying to shift the basis
of monetary policy to inflation-targeting rather than
containing fluctuations in the exchange rate.

The slower pace of inflation in late 2011 enabled
some of the central banks in the subregion to cut their
policy rates in order to maintain growth momentum.
The central bank of Azerbaijan cut its policy rate
by 25 basis points in December 2012 after having
put it on hold in May 2011, and it cut another
25 basis points in February 2013. Sufficiently low
inflation and the central bank’s strong commitment
to maintaining the stability of the banking system,
while ensuring sufficient liquidity in the financial
system, enabled a reduction in interest rates. The
central bank of Georgia successively lowered the
refinancing rate from 6.75% at the beginning of 2012
to 4.5% in March 2013. Similarly, deterioration of
external conditions and a reduction in inflationary
pressures since late 2011 enabled the central bank
of Kazakhstan to ease the policy rate by a total of
200 basis points, from 7.5% at the beginning of 2012
to 5.5% in August 2012, which was its lowest-ever
rate. The central bank also imposed a ceiling on
deposits in order to maintain credit growth at a rate
that would support domestic growth without raising

Moderate export growth deteriorates
current account balances
Energy exporters in the subregion ─ with the notable
exception of Turkmenistan where the deficit remained
sizeable in the services account ─ recorded current
account surpluses in 2012, although the surpluses fell
for all of them (see figure 2.6). Firm export prices
for oil and natural gas were the main reason for
this current account surplus.
In Azerbaijan, the current account remained in
surplus at 20.5% of GDP in 2012. The country’s
trade surplus remained sizeable as high global oil
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Figure 2.6. Current account balance in North and Central Asian economies, 2010-2012
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prices helped to offset to some extent its widening
deficit on the services account. FDI remained
robust and largely directed towards the oil and gas
sector. In Kazakhstan, the current account surplus
narrowed to 4.7% of GDP in 2012 from 7.6%
in 2011. The country’s persistent services deficit
remained substantial, particularly that related to the
hydrocarbon sector. In the Russian Federation, the
current account remained in surplus at 4% of GDP
in 2012. High oil prices were the main reason
for the current account surplus as two thirds of
export revenue came from oil and gas. Exports of
other raw materials and basic manufactures, such
as timber, metals and chemicals, accounted for
much of the remainder. In Uzbekistan, the current
account surplus narrowed to about 4.7% of GDP
in 2012, from 5.8% in 2011, as global prices for
their commodity exports, such as gold and cotton,
declined. Although a fall in global food prices in
early 2012 reduced import costs, demand rose
for consumer goods and imported inputs for the
country’s infrastructure development and housing
construction programme.

while continuing rapid growth in imported services
generated a sizeable services deficit.
In contrast to the healthy external account of the
net energy exporters, the net energy importers
continued to post large current account deficits
in 2012. In Armenia, the current account deficit
remained sizeable at 10.4% of GDP in 2012, as
the worsening external economic conditions showed
no sign of improvement in the trade account or a
pickup in remittance inflows from Armenians working
abroad. The current account deficit of Georgia also
widened in 2012 to 12.7% of GDP from 11.8% of
2011. Export growth slowed sharply as economic
conditions in key trading partners deteriorated.
Georgia’s ability to attract FDI inflows was also weak
in 2012 for the same reason. Although imports of
Kyrgyzstan were tempered by falling food prices
during the first half of the year, high prices for
energy imports and increased demand for consumer
goods worked in the opposite direction. International
prices for gold have remained high, but a drastic
curtailment of output from the domestic gold sector
reduced export earnings. This divergence between
export contraction and import growth intensified the
external imbalance, which resulted in the current
account deficit widening to 9% of GDP in 2012
from 6.3% of GDP in 2011. Similarly in Tajikistan,
a drop in the global prices of aluminium and cotton

Among net energy exporters, Turkmenistan is
the only country in the subregion with its current
account falling into deficit in 2012. Gas exports,
especially to China, drove export growth and helped
in maintaining a large merchandise trade surplus,
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reduced export earnings, and increased import
demand contributed to a widening trade deficit in
2012. The 2012 current account deficit widened to
5.8% of GDP in 2012, compared with 4.7% in 2011.

CHAPTER 2

With most economies in North
and Central Asia being landlocked,
development of infrastructure is
important to further accelerate growth
in the subregion

Future outlook and policy challenges

Risks for the future derive from uncertainty about
commodity exports, as countries in the subregion
are highly reliant on exports of oil, gas, metals
and other commodities. Despite the recent efforts
of Governments to diversify the economies of their
countries away from heavy commodity dependence,
the subregion as a whole has become more exposed
to commodity-related risks as compared with 10
years ago (ESCAP, 2012b). The importance of this
long-term challenge is enhanced by the looming
prospect of medium-term global economic growth
which would dampen global demand and lower
commodity prices. Countries must design and, more
importantly, implement effectively those policies aimed
at reducing their dependency on a few commodity
exports, especially during the boom years when
fiscal and external positions are still healthy relative
to resource-poor economies. Moreover, the subregion
needs to make more efficient use of its resources
and generate a permanent income stream, rather than
rely on a limited stock of resources. Transparency
and accountability in decision-making as well as in
implementation, which would entail monitoring the
extraction of resources and putting in place anticorruption reforms, are also vital.

With oil and gas prices continuing to remain high,
growth rates in 2013 in most economies are
expected to be similar to those in 2012. However,
if the euro zone economies suffer further setbacks,
growth of the economies in North and Central Asia
will slow due to strong economic linkages between
the two groups.
The economy of the Russian Federation is projected
to grow at 3.6% in 2013, slightly up from 2012.
Increased oil production in Kazakhstan will push
growth to 6% in 2013. In Armenia, Georgia and
Tajikistan, export prices and demand will remain
subdued, and higher inflation could hold back
economic growth. In contrast, GDP growth in
Kyrgyzstan is expected to rebound sharply to 7%
in 2013 from a low base, driven by a boost to
trade and remittances from a pick-up in growth
in the Russian Federation and from higher gold
production. Gold production and foreign sales of the
metal returning to more usual volumes will be key
factors if the economy is to keep growing in 2013.
In Azerbaijan, hydrocarbon production is expected
to stay below the pre-crisis levels, holding economic
growth prospects at 1.5% in 2013. Turkmenistan is
to a large extent isolated from the direct effects of
turbulence on global financial markets and the euro
zone crisis. Growth is expected to remain high at 8%
in 2013, supported by rising gas exports to China
and robust private consumption. Economic growth in
Uzbekistan is expected to ease to 7% in 2013. The
authorities are likely to retain many regulations on
private-sector activity, including currency controls and
high tariffs on imports, making it difficult to enhance
foreign investment inflows. Ample revenue from
commodity exports would further limit the incentive
for undertaking far-reaching economic reforms.

With most economies in North and Central Asia
being landlocked, the subregion faces high costs
for transportation and the storage of goods. At the
same time, however, a geographic feature of the
subregion, which is located midway between Asia
and Europe, affords an opportunity for it to serve
as a transit zone and platform for trade between
those two large consumer markets. Therefore,
development of infrastructure is important to further
accelerate growth in the subregion. Policymakers
in the subregion have recognized the importance
of being further connected to their neighbours and
have embarked on a number of initiatives in this
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regard. For example, the Central Asia-China gas
pipeline, the first pipeline to bring natural gas from
the subregion to China, was jointly developed by
Kazakhstan, Turkmenistan and Uzbekistan together
with China. The proposed trans-Afghanistan pipeline,
which will connect Turkmenistan with India though
Afghanistan and Pakistan, is another example of a
project to be implemented in coming years. Further
cooperation among the economies of the subregion
could lead to the creation of transnational transport
infrastructure, and the elimination of barriers and
obstacles to the movement of goods and services
could further accelerate development of these
countries (Farra, 2012).

The unemployment rate reached historical lows
in the Russian Federation, as job growth was
accompanied by a shrinking population in the
economically active age groups. The economy of
Kazakhstan continued to generate employment at
a pace just in line with the growth of the labour
force. For low-income countries, unemployment rates
are high but migration and remittances remained
a channel to alleviate labour market tensions and
support domestic demand.
Labour migration is another key concern of policymakers in the subregion (see box 2.2). The generalized economic slowdown could force many sectors
employing migrant workers to a standstill, and
potentially risk a rise in anti-immigrant sentiment.
Policymakers in the subregion should be aware
that migrant workers not only support their home
countries through remittances but also play a key
role in providing the labour needed in host countries,
especially those countries with labour shortages, such
as Kazakhstan and the Russian Federation. In the
medium to long term, it is essential to strengthen
social safety nets for migrant workers, generate
employment opportunities at home and formulate
regionally coordinated migration policies and laws.

Food security is another challenge, as some
economies in the subregion face relatively high
levels of poverty and are vulnerable to swings in
food prices due to high shares of food items in
household expenditure. Poor weather in late 2012
in areas producing wheat and maize became the
main cause of reduced harvests and consequent
food price spikes all over the subregion. To counter
these threats, Governments need to strengthen social
safety nets to ensure household food security; lower
domestic food prices through short-run trade policy
measures or administrative action; and enhance
longer-term food supply.

The recent accession of the Russian Federation
to the World Trade Organization (WTO) will have
little immediate impact on the subregion, as most
of the tariff cuts effectively will not come into
force in the near term although they may generate
additional positive growth impulses in the long term.4

Sustained economic growth has brought about
a reduction in unemployment in the subregion,
although there are some marked differences in the
performance of labour markets across countries.

Box 2.2. Recognizing economic contributions of migrant workers to host countries
Several economies in North and Central Asia are highly reliant on remittance inflows of workers from other economies in
the subregion, such as Kazakhstan and the Russian Federation. The economic and social contributions of migrant workers are
typically well recognized in source countries. Remittances are found to be countercyclical and play an important role in sustaining
domestic demand in source countries. Remittances are also an important source of foreign exchange, vitally needed for essential
imports and for development activities. At the household level, remittances contribute to poverty reduction and human capital
formation as well as to safety nets. In Tajikistan, workers’ remittances account for nearly a half of GDP, the highest proportion
of remittances to GDP in the world. In other countries in the subregion, the value of such contributions is similar: remittances
account for 29% of Kyrgyzstan’s GDP; and about 10% each of GDP of Armenia and Georgia (see figure A).
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Box 2.2. (continued)
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Source: World Bank, Migration and Remittances database (accessed on 7 January 2013).
Note: Data for Turkmenistan and Uzbekistan are not available.

Among the nine economies in the North and Central Asian subregion, Kazakhstan and the Russian Federation are the net
receivers of migrant workers, and the rest are net senders (see figure B). The Russian Federation became one of the world’s largest
recipients of migrant labour, with its estimated population of about 12.3 million migrants, equivalent to 8.6% of the national
population and 12% of those in the working-age population, which is second only to that of the United States.a
There is a common perception that migrant workers take away jobs, and their presence is seen as socially harmful for the host
or destination countries. As many of the host countries in the ESCAP region started to feel the impact of the recent generalized
economic slowdown, migrant workers could become exposed to backlash and rising anti-migrant labour feelings. As a result,
migrant workers are now at greater risk in terms of their job security and access to basic social protection.
The anti-migrant labour feelings arise partly from a lack of sufficient studies showing the benefits that migrant workers bring
to host countries. To understand that migrant workers are beneficial, one needs to ask a very simple question: Why do host
countries allow these workers entry to work? They do so obviously because there is a shortage of particular types of workers
in the host country. For example, most migrant workers in the Russian Federation are low-skilled, providing a source of cheap
labour and filling niches in the labour market that do not appeal to local workers, such as in the construction sector.
Therefore, “migrant workers often supply manual skills, leaving native workers to take up jobs that require more complex skills
– even boosting demand for them. Migrant workers replace ‘tasks’, not workers” (D’Amuri and Peri, 2010). In fact, migrant
workers do not compete with the native or domestic workers; instead, they complement them. Therefore, the popular notion of
migrant workers taking away jobs or lowering the wages of native workers does not have strong empirical foundations. Migrant
workers add to the prosperity of the host countries, as they play a key role in supplying much-needed labour. As a matter
of fact, migrant workers are found to increase productivity, decrease costs to consumers and increase corporate profits (which
means that employers do not have to relocate their operations to low wage economies). The benefit of migrant workers to the
host countries becomes enhanced if they face demographic transition, with their working-age population shrinking.
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Box 2.2. (continued)
The economic contribution of migrant workers to the host countries can be measured in different ways. One way is to look at the
increase in GDP made possible due to migrant workers by the increasing supply of labour. However, it is argued that immigrants
send home most of their salaries and wages. Even if it is assumed that migrant workers send home the entire amount of their
wages and salaries, the total income generated by them is much larger due to complementarities between migrant and native
workers and higher corporate profits, that is, the increment in GDP is much higher than the income of the migrant workers.
One approach to estimate this additional benefit uses the concept of consumer surplus (Borjas, 2010). Consumer surplus arises
due to lower prices that consumers pay as a larger supply of goods or services is made available by the migrant workers. Prices
also decline when migrant workers induce productivity gains through complementarities between them and native workers.
Based on this concept and using approximate values of the parameters and variables involved, the net benefit to the economy
of the Russian Federation due to migrant workers is estimated to be 0.13% of GDP, or $2.5 billion per year. The gain from
migrant workers in Kazakhstan, based on the same methodology, is estimated to be 0.57% of GDP, or $1.1 billion annually. These
estimates clearly show that the net benefit to the two host countries is quite large, even if it is assumed that migrant workers
remit their entire incomes back to their countries. In reality, migrant workers spend part of their incomes in the host countries
and generate demand for products, such as food, housing, health care and entertainment, and a wide range of commercial services.
As a result, aggregate demand further rises, resulting in higher GDP. Migrant workers, by making available an increased supply
of goods and services, also help control inflation. For example, Singapore used migrant workers very successfully to maintain
macroeconomic stability and industrial restructuring, and thereby enhance its international competitiveness.
These gains could be further enhanced with improved working conditions and social safety nets for migrant workers because
they would be more likely to invest in education for themselves and their children if they feel settled. Greater stability promotes
integration and assimilation, both of which factors help the host country’s economy. Policymakers in the subregion have already
realized the need for migration legislation, including social and legal protection for migrant workers, as they appreciate the
role of migrant workers. They are also aware of the need to find ways to help migrants adapt and integrate with people and
systems in host countries by, for instance, offering language training programmes. Appropriate regulatory frameworks should
be formulated in a regionally coordinated and harmonized manner as immigration issues always intermingle with other legal
problems. Meanwhile, authorities in the subregion are advised to avoid policies forcing migrant workers into vulnerable employment,
which would expose them to serious risk of abuse and exploitation.
There is no denying the fact that migrant workers, especially illegal ones, sometimes cause social problems in host countries,
but such situations could be minimized through the development of regionally coordinated migration policies and laws. In the
medium to long run, it is also essential to strengthen social safety nets, address income inequalities and focus on generating
employment opportunities at home.
a For further information, see World Bank, Migration and Remittances database. Available from http://econ.worldbank.org/WBSITE/EXTERNAL/

EXTDEC/EXTDECPROSPECTS/0,,contentMDK:21121930~menuPK:3145470~pagePK:64165401~piPK:64165026~theSitePK:476883,00.html.
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Tajikistan’s entry to WTO in March 2013 as well as
Kazakhstan’s membership, which is currently under
negotiation, could further boost subregional economic
activity. Meanwhile, Governments of countries in
the subregion should continue to make progress
in tackling corruption within the tax and customs
administrations, strengthening the rule of law and the
protection of migrant workers’ rights and ensuring
fair business competition.
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In Fiji, the contribution of the agricultural sector
declined from 20.4% of GDP in 1990 to 12.1% in
2010, while in Samoa it declined from 18.5% of
GDP in 1995 to 9.8% of GDP in 2010. However,
in some larger countries the contribution of the
agricultural sector increased, such as in Papua New
Guinea, from 30.9% of GDP in 1990 to 35.9% of
GDP in 2011, and from 28.9% of GDP in Solomon
Islands in 1990 to 34.5% in 2005. The contribution
of the industrial sector experienced some declines
in many economies of the subregion. Except for
Papua New Guinea and Samoa, the contribution of
the industrial sector is about a quarter of GDP. In
Papua New Guinea, the share of industry increased
from 32.4% of GDP in 1990 to 44.6% of GDP
in 2011, reflecting the domination of the mineral
resource boom being experienced by the country.
Owing to the large and growing tourism sector,
the contribution of the services sector to GDP has
been on the rise. In Fiji, the contribution of the
services sector increased from 55.6% of GDP in
1990 to 68.6% of GDP in 2011 while in Samoa
it increased from 51.9% of GDP in 1995 to 62%
of GDP in 2011.

PACIFIC
The Pacific subregion has been divided into two
distinct groups for analytical purposes. One group
consists of Pacific island developing economies
and the other, the developed countries, Australia
and New Zealand.

Pacific island developing economies
Growth slows
In 2012, Pacific island developing economies
experienced lower economic growth, averaging
6.4%, mainly due to the slowdown in growth in
Papua New Guinea and Solomon Islands (see
table 2.3). All the Pacific island economies, except
Marshall Islands, Federated States of Micronesia
and Tonga, improved their growth performance in
2011, averaging an economic growth rate of 7.9%,
following the setback they had experienced during
the global financial and economic crisis of 2008/09.
The high economic growth rate in 2011 may be
attributed mainly to resource-rich Papua New
Guinea and Solomon Islands, as growth rates in
the subregion remained low, averaging only about
2% for non-resource-based economies.

Papua New Guinea, the largest
economy in the subregion, has been
growing at high rates
Papua New Guinea, the largest economy in the
subregion, grew by 9.2% in 2012 on top of growth of
11.1% in 2011, making it one of the better performing
economies in the Asia-Pacific region. Much of the
growth was driven by business activities associated
with the construction of a liquefied natural gas
(LNG) project and a high level of private sector
investments and government spending. While there
were some declines in the international prices of
the country’s commodity exports, production at new
nickel and cobalt mines boosted output in the mining
sector, even though petroleum output continued to
fall due to declining oil reserves. All other related
sectors also performed strongly in 2012, led by
construction and transport, as building of the new
LNG pipeline reached its peak, and as a result of

Many of the Pacific island economies are heavily
dependent on the tourism and agricultural (including
fisheries) sectors. However, their economic structure
underwent some changes in the past decade, with
declines in the contribution of the agricultural and
industry sectors to GDP in some countries and the
increasing and heavy reliance on the services sector.
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higher than expected government spending. Strong
performance of the economy is also reflected in
persistent increases in the level of employment and
private sector credit.

partly due to weak global demand for commodities.
Lower demand from Asia coupled with unfavourable
weather resulted in lower production of timber and
other agricultural commodities, even though there
was some increase in gold output compared with
that of 2011. Natural forest logging, which has
been the leading export of the country for decades,
is projected to decline in coming years. Mining,
fisheries and tourism need to be further developed
in order to offset the revenue and export losses
from the decline in logging. In February 2013, a
severe earthquake and tsunami in the coastal areas
destroyed hundreds of houses, making thousands
of people homeless. Devastation caused by the
earthquake and tsunami will have an adverse impact
on the economy.

The economy of Fiji grew by 2.5% in 2012 compared
with 1.9% in 2011. Growth was contributed by
expansion of the agricultural and forestry sector
and the manufacturing and fishing sectors and the
impressive performance of the tourism sector. The
Government invested heavily in the sugar industry in
recent years but the total sugarcane crop is estimated
to have decreased by 14% in 2012 due to the impact
of floods in the early part of the year. The sugar
industry remains beleaguered, partly as a result of
the phasing out of the European Union’s preferential
prices for imports of sugar from the country.

Except for Cook Islands, Nauru and Palau, other
Pacific economies dependent on tourism and
remittances are barely growing. Vanuatu’s economy
grew by 2% in 2012, somewhat lower than the

Solomon Islands is a relatively resource-rich country
and achieved a high economic growth rate of 10.6%
in 2011 but growth decelerated to 5.5% in 2012,

Table 2.3. Rates of economic growth and inflation in selected economies in the Pacific, 2011-2013
(Percentage)

Pacificd

Pacific island developing economiesd
Cook Islands
Fiji
Kiribati
Marshall Islands
Micronesia (Federated States of)
Nauru
Palau
Papua New Guinea
Samoa
Solomon Islands
Tonga
Tuvalu
Vanuatu
Developed countriesd
Australia
New Zealand

2011
2.5
7.9
3.4
1.9
3.0
5.0
1.4
4.0
5.8
11.1
2.1
10.6
2.9
1.0
4.3
2.4
2.5
1.5

Real GDP growth
2012b
2013c
3.5
2.5
6.4
3.4
3.3
3.0
2.5
2.7
3.0
3.5
1.9
2.3
1.4
1.0
4.9
8.0
4.0
3.0
9.2
4.0
1.2
0.9
5.5
4.0
0.8
0.5
1.2
1.3
2.0
3.2
3.5
2.5
3.6
2.5
2.5
2.3

2011
3.4
7.5
0.6
7.7
7.7
9.5
7.9
-3.5
2.1
8.5
2.9
7.4
6.2
0.5
0.8
3.4
3.3
4.0

Inflationa
2012b
1.8
3.9
2.8
3.5
-1.8
5.7
5.6
-0.5
6.0
4.1
2.1
5.9
1.2
1.4
1.4
1.7
1.8
1.1

2013c
2.5
5.9
3.0
3.0
3.0
4.5
4.5
0.5
5.5
8.0
1.4
4.5
2.7
2.0
2.5
2.4
2.5
1.5

Sources: ESCAP, based on national sources (for Fiji and Papua New Guinea); International Monetary Fund, 2012 Article IV Consultations reports.
Available from www.imf.org/external/ns/cs.aspx?id=51; Asian Development Bank, Asian Development Outlook 2012 (Manila, 2012); and CEIC Data
Company Limited. Available from http://ceicdata.com (for Australia and New Zealand) (accessed in March 2013).
a
b
c
d

Changes in the consumer price index.
Estimates.
Forecasts (as of 30 March 2013).
GDP figures at market prices in United States dollars in 2011 (at 2000 prices) are used as weights to calculate the subregional growth rates.
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4.3% growth rate achieved in 2011. This reflects
lower than expected tourist numbers and a decline
in international prices of some of Vanuatu’s key
exports, such as coconut oil, cocoa and kava, and
slow progress in implementation of major public
works projects.

CHAPTER 2

the continued good performance of the fishing sector.
Palau’s GDP growth at 4% in 2012, also driven by
the tourism sector with strong growth from East
Asian countries, was somewhat lower than in the
previous year. The economy of Tuvalu, dominated
by public sector activity, grew at a slightly higher
rate of 1.2% in 2012, while Federated States of
Micronesia also grew by only 1.4%.

The economic prospects of Nauru appeared weak until
the recommencement of phosphate mining in 2007.
Phosphate exports grew strongly in the first half of
2012 and contributed to the economy’s 4.9% GDP
growth in 2012 compared with 4% growth in 2011.

Inflationary pressures subside
Inflation has always been a concern in many of
the Pacific island developing economies despite
the fact that many of them have had modest
economic growth. Inflation in these economies
is largely influenced by changes in external food
and energy prices. Owing to slower economic
growth and relatively lower global prices of food
and energy, inflation slowed in 2012 in a number
of economies in the subregion, including in Fiji,
Kiribati, the Marshall Islands, Federated States of
Micronesia, Nauru, Papua New Guinea, Samoa,
Solomon Islands and Tonga (see figure 2.7). Kiribati
and Nauru experienced deflation in 2012 mainly as
a result of the appreciation of the Australian dollar.

Samoa’s economy, which is heavily dependent on
tourism, remittances and foreign aid, grew by just
1.2% in 2012 compared with 2.1% in 2011. The
country continued to receive increased levels of
remittances, which grew by about 10% in 2012.
However, tourist arrivals declined in 2012. Tourism
growth in Fiji has been significant in the last two
years and this could have deflected some tourists
away from Samoa.
Tonga has not been able to improve its economic
growth significantly since 2007. GDP growth was
only 0.8% in 2012 falling from 2.9% growth in 2011.
Remittances account for about 30% of GDP and
a declining trend in these in recent years is partly
responsible for low growth of the economy.

Papua New Guinea recorded a lower inflation rate
of 4.1% in 2012 compared with 8.5% in 2011. The
appreciation of the domestic currency coupled with
the country’s tariff reduction programme helped in
containing imported inflation. Tightening of monetary
policy also contributed to lower inflation. The
education programme of the Government, which is
free of tuition fees, curtailed the cost of education.

The economy of Kiribati is dominated by the public
sector, with the main sources of income being
derived from fishing licence fees, aid, remittances
and the Revenue Equalization Reserve Fund, which
was established with proceeds from the extraction
of now-exhausted phosphate deposits. The economy
grew again by 3% in 2012 which is unchanged from
the growth in 2011, partly due to faster construction
activities, funded by development partners. The
Fund has been an important source for financing
government expenditures when needed.

Tightening of monetary policy
contributed to lower inflation in Fiji
and Papua New Guinea
In Fiji, inflation declined from 7.7% in 2011 to
3.5% in 2012. Monetary policy continued to focus
on safeguarding foreign reserves and maintaining
stable prices to support growth and investment.
More recently, the liquidity position of the banks
has increased significantly. Moderation in inflation
in recent years was helped by more stable wages.

Largely driven by the tourism sector, the Cook Islands
virtually maintained its economic growth at 3.3% in
2012. The Marshall Islands slowed to 1.9% growth
in 2012, largely driven by public sector activity and
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Figure 2.7. Inflation in selected Pacific island developing economies, 2010-2012
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ns/cs.aspx?id=51; International Financial Statistics online database. Available from http://elibrary-data.imf.org/ (accessed in March 2013); and Asian
Development Bank, Asian Development Outlook 2012 (Manila, 2012).
Note: Data for 2012 are estimates.

Diverse budget performance

Inflation in Solomon Islands fell from 7.4% in 2011
to 5.9% in 2012, despite pressure from wage
increases and a significant increase in the income
tax-exemption limit. The liquidity position of the
country’s banks improved but credit growth remained
weak and had a dampening impact on inflation.

Budget deficits were generally low in 2012, except
in the case of Kiribati and Samoa where they were
above 8% of GDP (see figure 2.8). Both Fiji and
Papua New Guinea recorded a slight increase in
budget deficit in 2012 but still it was well below 2%
of GDP. On the other hand, Tonga and Tuvalu
recorded budget surpluses in 2012, benefiting from
foreign aid and grants and also higher fishing license
revenues and lower spending in the case of Tuvalu.

Samoa experienced a lower inflation rate of 2.1%
in 2012 compared with 2.9% in 2011. Because of
slower growth of GDP in 2012 and the winding
down of tsunami-related construction, inflationary
pressures are expected to subside in 2013. In
Tonga, inflation decelerated from 6.2% in 2011 to
1.2% in 2012. Appreciation of domestic currency
against the currencies of its major partners served
to contain imported inflation.

In Papua New Guinea, the budget deficit increased
to 1.2% of GDP in 2012 from 0.2% of GDP in 2011.
The deterioration in the budget outcome reflects lower
revenue collection as a result of declining commodity
prices, particularly for gold and copper, combined with
overspending, mainly related to national elections. It
is planned that the 2013 budget will be increased by
23% in nominal expenditure, which will raise the size
of the expected budget deficit to 7.2% of GDP. This
significant economic stimulus is well timed to counter
falling domestic demand as construction of the LNG
project begins to wind down. Under the 2013 budget,
the priority sectors of health, education, infrastructure

Vanuatu had a relatively low inflation rate of 0.8%
in 2011. However, it climbed to 1.4% in 2012.
National elections held in 2012 led to higher than
expected spending in the economy, which put
pressure on prices. To promote investment and
GDP growth, extension of credit to the private
sector was increased. This also contributed to
upward pressure on prices.
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Figure 2.8. Budget balance in selected Pacific island developing economies, 2010-2012
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and law and order are being targeted. The budget
2010
allows for increased spending on education, mainly
related to the implementation of the Government’s “free
education” policy and transport infrastructure. Grants
to provincial, district and local level governments have
been increased significantly, signalling a major shift
in the Government’s approach to delivering services
to rural and remote areas. While the large increase
in funding to provincial and local governments will
directly transfer large amounts of funds to rural areas,
it is expected that this will strain the capacity of the
provinces to effectively implement the Government’s
ambitious service delivery agenda. Moreover, Papua
New Guinea is to be commended for taking steps
to establish its Sovereign Wealth Fund which is
expected to be operational by the end of 2013.
The fundamental aim of the fund is to reduce the
risks to Papua New Guinea of large fluctuations in
mineral revenue due to changes in global commodity
prices. The Papua New Guinea Sovereign Wealth
Fund also consists of a Development Fund, which is
to be an important source of financing for building
infrastructure.

investment in the country. Available data reveal that
consumption expenditure increased but investment
remained subdued. Recurrent expenditure dominated
government spending, accounting for more than 80%
of total expenditure. The budget deficit is projected
to deteriorate further to 2.8% of GDP in 2013 mainly
as a result of increased spending on capital and
infrastructure projects, especially expenditures to
upgrade infrastructure. The deficit will be financed
through domestic borrowing and loans from the
Export-Import Bank of China and the Export-Import
Bank of Malaysia, a situation that raises long-term
concern about the sustainability of government
spending and debt levels, if these infrastructure
investments do not attract private investment and
improve productivity.

20 112012

In Samoa, government revenue in 2012 increased
by 9.9% even though external grants declined by
6.8%. On the other hand, its expenditure increased
by 11.5%, mainly as a result of a sharp increase in
current expenditures. These developments resulted
in the budget deficit of Samoa increasing to 8.8%
of GDP compared with a deficit of 5.3% of GDP
in 2011. For 2013, the Government expects the
budget deficit to decline, with revenue and grants
expected to increase more rapidly, while expenditure,
especially on infrastructure spending, is expected to
increase at a slower rate.

The budget deficit of Fiji increased slightly to 1.6% of
GDP in 2012 from 1.4% of GDP in 2011. The national
budget for 2012 was a bold one where significant
reductions in personal income tax and company tax
were implemented in order to spur consumption and
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The Cook Islands recorded a higher budget deficit
equivalent to 2.2% of GDP in 2012 compared with
1.4% of GDP in 2011. Total revenue increased due
to the reintroduction of a 15% withholding tax on
interest from bank deposits. On the other hand, total
expenditures increased more sharply, partly as a result
of the higher cost of underwriting two Air New Zealand
routes. Kiribati recorded a budget deficit, equivalent
to 10% of GDP in 2012, which is better than the
original estimate of 18.1% of GDP. The improved
results in 2012 were due mainly to the increase in
the fish catch and changes in the economy’s licensing
scheme. The Revenue Equalization Reserve Fund
remains the Government’s main source of deficit
financing, but a recent drawdown has exceeded the
Government’s annual target, which raises concern
about the Fund’s long-term sustainability (ADB, 2012c).

2012. The implementation of the new licensing scheme
for foreign vessels contributed to higher revenues
from fishing licences. Nauru passed a supplementary
budget in October 2012 which forecast an extra
A$ 8 million in revenue, mainly related to reopening
of the refugee processing centre; most of the amount
has been allocated for extra current expenditure.
Vanuatu recorded a budget deficit equivalent to
1.7% of GDP in 2012. The Government introduced
a State-owned enterprise reform programme in 2012.
These reforms should enable the Government to
reduce fiscal pressures arising from operating losses
of the State-owned enterprises.

Current account deficits remain large
The high and rising current account deficits in some
Pacific island developing economies in 2012 were
largely a result of poor export performance and a
slowdown in overseas workers’ remittances (see
figure 2.9). Overseas workers’ remittances relative
to GDP are quite large in some of these countries.
In Samoa and Tonga, remittances are more than
25% of GDP. These remittances not only provide
support to balance of payments but also play a
major role in these economies. The current account
deficits of Kiribati, the Marshall Islands, Samoa and
Tonga widened in 2012 as growth in the import of
goods and services outpaced that of exports.

Higher fishing license revenues
contributed to improved budget
performance in Kiribati, Nauru
and Tuvalu
Solomon Islands is among the countries in the Pacific
that continued to record budget surpluses in recent
years, but the budget recorded a deficit of 1.9% of
GDP in 2012. Revenues from domestic sources, which
account for two thirds of total government revenue,
were higher in the first half of 2012 compared with
the level in 2011. However, these were still well
below 2012 projections, with overall revenues down
by 10.4%. This development prompted the Government
to limit its spending to mirror revenue shortfalls. The
Government approved a supplementary budget of $35
million in September 2012. The additional spending
was partly offset by reallocation of an unexpended
development appropriation, which resulted in a smaller
drawdown from cash reserves. Federated States of
Micronesia has been enjoying budget surpluses in
recent years. The budget surplus, at 0.4% of GDP
in 2012, was unchanged from that of the previous
year. The Government in late 2012 enacted revenueenhancing measures, including a standardized value
added tax, a net profit tax and the Unified Revenue
Authority, which is responsible for the administration
of tax laws. Nauru also recorded a budget surplus in

Papua New Guinea recorded a current account
deficit of 28.4% of GDP in 2012. Lower international
commodity prices and appreciation of the domestic
currency had an adverse impact on exports.
Investments in new resource-related projects led to
higher imports. The deficit in the current account was
also due to net service and income payments, which
more than offset a surplus in the trade account and
net transfer receipts. The level of foreign reserves
at the end of June 2012 was sufficient to cover
10.8 months of imports.
Current account deficit in the case of Fiji also
continues to be large, but it declined to 9.8% of GDP
in 2012 from 10.1% of GDP in 2011. Both exports
and imports grew by about 5%. The devaluation
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of the Fiji dollar in April 2009 increased tourist
arrivals considerably by making Fiji more attractive
to tourists from Australia and New Zealand. In 2012,
the tourism industry earned more than the combined
revenues of the country’s top five merchandise
exports. Foreign reserves remain comfortable and
sufficient to cover 5 months of imports.

Solomon Islands dollar appreciated against several
major currencies, including the Japanese yen, the
Australian dollar and the British pound sterling but
depreciated marginally against the New Zealand dollar.
At the end of June 2012, Solomon Islands’ foreign
reserves were equivalent to 10 months of import cover.
Tonga’s current account deficit, at 4.2% of GDP in
2012, has changed little from the deficit in 2011,
largely reflecting low private remittances and exports.
To a large extent, the fall in remittances has been
caused by a deterioration in employment and income
growth in Australia, New Zealand and the United
States. The seasonal workers programme, whereby
local Tongans are provided employment picking fruit
in Australia and New Zealand, is furnishing limited
support to the growth of remittances, accounting
for less than 5% of total remittances over the
period from January to August 2012. The surplus
in Tonga’s capital account narrowed but was still
large enough to offset the current account deficit.
The level of foreign reserves in August 2012 was
sufficient to cover 8.2 months of imports.

There is a great concern that
the level of remittances in many
economies in the subregion has been
on a declining trend
Samoa has only a limited number of exports. Higher
import payments and a drop in export earnings led
to a widening in the merchandise trade deficit in
2012. Although tourism earnings increased, there
was a downturn in private remittances. As a result,
the current account deficit widened to 11.4% of
GDP in 2012 from 8.6% in 2011. The Samoan
domestic currency strengthened against the United
States dollar and the Australian dollar but weakened
against the New Zealand dollar in 2012. The level
of international reserves was sufficient to cover 5.3
months of imports in September 2012.

Future outlook and policy challenges
The Pacific island economies are strongly linked to
the neighbouring major economies of Australia and

The current account deficit in Solomon Islands improved
slightly in 2012 to 5.8% of GDP. During 2012, the
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New Zealand. These economies are projected to
grow by 2.5% and 2.3% respectively in 2013 and
contribute to GDP growth of 3.4% for Pacific island
developing economies as a group. Many of these
economies are projected to grow at lower rates in
2013 than in 2012.

accounted for about 14% of Tonga’s GDP in the
12 months to August 2012. As the United States
economy gradually recovers and unemployment
falls, remittances to Tonga are expected to improve.
This combined with construction and infrastructure
projects along with the tourism sector could help
Tonga’s economy to grow by 0.5% in 2013.

Papua New Guinea’s economy is expected to slow
to 4% in 2013, partly due to the LNG project having
already reached its peak levels of investment. The
slowdown is also attributed to the reduction in global
market prices of gold and copper in 2012. In addition,
prices of other commodities, such as timber, coffee,
cocoa, palm oil and copra which comprise 20% of
the country’s exports, also declined, and this could
have a negative impact on incomes of the rural
poor. Fiji’s economy is projected to grow at a slightly
higher rate of 2.7% in 2013. The current constitutional
process and the plans to hold general elections in
2014 could inspire confidence in the country and
attract better levels of investment in coming years,
thereby promoting economic growth. Solomon Islands
benefited from high commodity prices, particularly
for timber in previous years. However, there is
concern that the current rate of timber logging is far
beyond the sustainable rate; exports could continue
to decline and may virtually cease in coming years.
The severe earthquake that occurred in February
2012 is expected to have an adverse impact on
growth in 2013. Australia’s utilization of Nauru as a
processing centre for refugees is expected to boost
economic activity in Nauru, and this is likely to raise
the level of growth in coming years by improving
the retail and services sector and by generating
employment in the country. Nauru’s economy is
projected to grow by 8% in 2013.

Among the various challenges being faced by these
small island economies is their narrow base and
high dependence on subsistence agriculture and
tourism; in some cases, the mining sector plays a
major role. Diversification of these economies will
always remain a challenge. However, the subsistence
agricultural sector can be further developed, and its
productivity should be enhanced. The involvement
of the private sector and the role of Government
as a facilitator in improving agricultural productivity
are important. Pacific island developing economies
need to invest heavily in physical infrastructure
(roads, ports, water and electricity) and in research
and development in agriculture.

Countries in the Pacific need to
strive for better and deeper regional
integration for long-term economic
prospects
The tourism industry plays an important role in
these economies. There are two challenges for
Pacific island economies in promoting the tourism
industry as a driver for economic growth. The first
challenge is to ensure that the benefits of tourist
spending have a large multiplier effect. This can be
done through linking the tourism industry to local
production. Supplying agricultural products to hotels
in the tourism sector could spread the impact of
the money spent by tourists. Fiji is probably the
only country which is now in a position to supply
some of the needs of hotels locally, but even there
much of the food items for hotels is imported.
These economies would need to improve the
infrastructure and value chain in order to ensure that
the agricultural sector is well linked to the tourism
industry. The second major challenge is to ensure
that the pristine environment is managed well. The

Despite the development of new tourism
infrastructure, including hotels, in coming years,
Samoa could face capacity constraints, which would
result in higher-priced tourism products and services.
The economy is expected to slow down and grow
by 0.9% in 2013. Vanuatu’s economy is projected
to grow further by 3.2% in 2013 driven largely by
construction and infrastructure development and the
tourism sector. Remittances from the United States
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environment (beaches, forests, rivers, coral reefs
etc.) provides these countries with a comparative
advantage in tourism products. The management of
the environment in a sustainable manner will ensure
long-term comparative advantages for tourism.

primary education. The improvement in agricultural
productivity, including downstream value added
processing and better linkages of the tourism sector
with the wider community, could help address the
high youth unemployment levels.

The largest social problem facing many of these
economies is the high level of youth unemployment
(see box 2.3). Performance of these economies will
depend on how they are able to address youth
issues. About 20% of the total population in the
subregion is aged between 15 and 24. The majority
of the youth that are unemployed are also not
skilled, and many do not have secondary or even

Aid and remittances also contribute significantly to
these economies. While remittances are likely to
continue to increase, the importance of aid cannot
be understated in some of the countries. Donor
assistance for infrastructure, health and education
will have to continue, as some of them will not
have the budgetary capacity to develop those areas.
While improving household freedom and capabilities,

Box 2.3. Youth unemployment in the Pacific island developing countries
Young people make up a large proportion of the population of the Pacific island developing countries. Young people in the age
group of 15-24 years account for nearly one fifth of the total population and one third of the total working-age population.
Almost one quarter of the total population is in the wider age group of 15-30 years, and the more populous Pacific island
countries are facing a “youth bulge”— the proportion of youth in the population is much higher than that of other age groups
(UNICEF and SPC, 2011).
Younger people are disproportionately unemployed in the Pacific, and youth from all across this subregion have identified lack
of employment opportunities as the top problem facing their generation (UNICEF and SPC, 2011). For example, those between
the age of 18 and 30 accounted for one third of the Fiji labour force in 2004/05, but accounted for almost two thirds of the
total unemployed. In Kiribati, young people 15-24 years of age made up a quarter of the labour force in 2005 but made up
58% of the unemployed (EPOC, 2007). In Tonga, youth accounted for 42% of the total unemployed in 2003. The magnitude of
the unemployment problem among the young people might be even higher than these figures suggest, as many youth might
drop out of the labour force and give up looking for jobs once it becomes clear that few opportunities exist. The extent of the
problem is so severe that an ESCAP report compared unemployed youth in the Pacific to a “social time bomb” (EPOC, 2007).
There are several causes of high youth unemployment in the region. First, economic growth is an absolute prerequisite for
providing employment opportunities, and only an expanding economy can provide jobs for a growing labour force. However,
most Pacific economies are growing very slowly and cannot keep pace with the increasing number of young people entering their
labour forces every year. Additionally, young people are also less experienced and thus face structural disadvantages compared
with older cohorts in an already squeezed labour market. Second, in most Pacific island developing countries there is a great
mismatch between skills gained through the education system and the skills required to be employed given the country’s economic
structures (ILO, 2010a; World Bank, 2009). While the curriculum of most educational institutions prepares students for jobs in
the formal sector, there are very few jobs in that sector. The few that exist are predominantly based in the public sector and in
urban areas. Given the high population growth and low economic growth rates, it is inevitable that young people in the Pacific
will end up in the informal sector (ILO, 2010b), and the education system does not increase a young person’s employability in
the informal economy. This results in a large number of school leavers — for example, half of school leavers in Fiji in 2005 —
not having a job in the formal sector and not having any skills to use in the informal sector (World Bank, 2009). The weak
linkages between education and the job market are often exacerbated by the lack of support/counselling furnished to students
concerning opportunities available after they leave school (UNICEF and SPC, 2011).
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Box 2.3. (continued)
Pacific island developing countries also exhibit skilled labour shortages, both in the formal and the informal economy. The informal
economy consists of minor processing and merchandising in primary produce, the provision of services of such as carpentry and
mechanical repairs, transport, handicrafts and small-scale vending. Skill gaps exist in all these activities and there is a lack of
training for workers in the informal economy (ILO, 2010b). Employment and income growth in the informal economy is further
hindered by the inability to commercialize economic activities, lack of secure individual land tenure, difficulty in accessing loans
to start businesses and the lack of basic business skills. For very specific job opportunities in the formal economy, in areas such
as mining, hospitality or mechanical repairs, technical and vocational education and training is available but it is often inadequate
(World Bank, 2009). It is considered as a second option for people who “fail” the mainstream schools. Additionally, such training
schools do not coordinate with industries to design and prepare their curriculum. As a result, the students are not taught to
standards agreed with the industry, and the industry does not consider the students trained and employable. Therefore, while
there is high unemployment in the labour market, this co-exists with skill shortages in specific occupational areas.
Private sector development to increase formal sector jobs, reforming education policies to decrease the mismatch between skills
taught by educational institutions and the skills required in the labour market, improving young people’s access to land and
capital to foster entrepreneurship and self-employment, and youth-focused active labour market programmes (training, employment
services, self-employment assistance and information services) can help young people in the Pacific find meaningful employment
in both the formal and informal sectors.
There have been some efforts in the region to tackle the issue of youth unemployment. The Pacific Youth Strategy 2010a was developed
in 2005 as a strategic regional framework to guide the development of young people in the region. This framework was derived
from national and regional consultations with stakeholders — including youth (SPC, 2012). A review of the strategy reveals several
initiatives across the Pacific to support youth employment. For example, Fiji commits itself to community-based training centres to
enable youth skills training; Kiribati commits to establishing training centres for youth outside the formal education system; and Tonga
commits to developing a national pilot skills set project to improve access to training in emerging areas related to economic needs
and youth (SPC, 2012). The National Youth Policy 2007-2010 of the Cook Islands included strategic interventions to engage young
people in the two of the country’s main economic activities: fishing and pearl farming. The interventions provided young people
with training on fishing methods, maintenance and accounting and marketing skills — things directly relevant to economic needs.
While more work on long-term strategies is required to adopt innovative labour market and growth strategies in the region,
migration for work can be a short-term solution to the issue of youth unemployment (Asia Pacific Interagency Group on Youth,
2011). Mobility of unskilled labour to Australia and New Zealand, through seasonal work schemes for example, could provide
some temporary relief to the high youth unemployment situation in the Pacific. Existing schemes, such as the Recognised Seasonal
Employer Work Policy in New Zealand and Australia’s Pacific Seasonal Worker Pilot Scheme (made permanent in July 2012 as
the Seasonal Worker Programme), have been hailed as a success. Governments of Pacific island economies have argued that more
needs to be done, in terms of numbers and sectoral coverage, and in ensuring greater certainty for such schemes. Moreover,
existing schemes do not cover all Pacific island countries; as a result some opportunity is being lost. Any employment scheme
related to youth migration should operate within a policy framework that focuses on the particular vulnerabilities youth face
in these settings and increasing awareness of their rights and entitlements, and should also look at how such schemes could
contribute to professional and skills-development in the country of origin.
a Available from http://linkasea.pbworks.com/f/SPC+Pacific+Youth+Strategy+2010.pdf.
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goods, such as roads, water supply and power supply,
as well as education and health-care services. Aid
will also be important in helping the countries in
dealing with the impacts of climate change.
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To deal with some of the above challenges, Pacific
island developing economies need to strengthen
cooperation among themselves. They are part of
various regional organizations and discuss many
issues of interest. However, the achievement of
better and deeper regional integration would be
in the long-term interest of these economies.
Regional cooperation will enable them to reduce
the cost of doing business and improve public
services. These economies are strongly linked to
the neighbouring major economies of Australia and
New Zealand. Some bigger countries, such as Fiji,
Papua New Guinea and Solomon Islands, have
undertaken several initiatives for enhancing trade
and investment links with their Asian neighbours.
Papua New Guinea is currently a member of AsiaPacific Economic Cooperation and has observer
status in the Association of Southeast Asian Nations
(ASEAN). Papua New Guinea’s exports to China,
for example, increased from $122 million in 2001
to $817 million in 2011 on the back of increasing
Chinese demand for Papua New Guinea’s petroleum
products. Meanwhile the exports of Solomon Islands
to China, dominated by timber logs, reached $348.4
million in 2011. Many countries also import at least
10% of their total imports from China. Infrastructure
investment in many of these economies has been
bolstered by funding from the Government of China.
Trade and investment linkages between Pacific
island developing economies and Asia are likely
to continue to expand due to low transportation
costs. However, their long-term economic prospects
will depend more heavily on their capacity to seize
opportunities in a changing global landscape.

Despite their small size and remote location, Pacific
island developing economies have growth potential
but unlocking this requires the development of
appropriate institutional environments, including
reforming the investment and communication
technologies sector (ADB, 2012c). For example,
Fiji, Samoa, Tonga, Solomon Islands and Vanuatu
have introduced competition among mobile phone
service providers, leading to substantial reductions
in costs. Thus economic reforms that lead to
productivity increases, such as opening internal
telecommunications and airline services for
competition, opening trade and investment channels
and improving education and training, become even
more critical for these small island economies if they
are to exploit fully their growth potential.
For the Pacific island economies, the effects of
climate change and natural disasters are well known.
For some of them, the implications are serious as
they not only affect their short-term growth and
development prospects but could threaten their very
existence if predictions of a rise in sea levels are
borne out. A policy challenge for them is to focus
on adapting to climate change and reducing their
vulnerability to its effects, rather than on trying
to mitigate it. However, the resources available to
these economies to implement national adaptation
programmes are scarce. It is now accepted that,
for the Pacific islands developing economies with
sufficient resources and technology transfer, adapting
to climate change can be turned into an opportunity
to create a new approach to development based
on sustainability. Applying improved agricultural
practices, adopting clean technologies, enhancing
energy efficiency and making modern and clean
energy available to the poor would help to
simultaneously fight climate change and promote
sustainable development in these countries.

Australia and New Zealand
Growth performance improved steadily
In Australia, GDP growth accelerated to 3.6% in
2012 from 2.5% in 2011 when the country suffered
from severe floods (see figure 2.10). Total fixed
investment growth surged to a multi-year high in
mid-2012 on stellar resource investment that benefited
from high commodity demand from Asia. However,
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Figure 2.10. Economic growth of Australia and New Zealand, 2010-2013
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Sources: ESCAP, based on national sources; and CEIC Data Company Limited. Available from http://ceicdata.com (accessed on 26 March 2013).
Note: Real GDP growth rates for 2012 and 2013 are estimates and forecasts, respectively.

the overall picture was uneven; investment beyond
the mining sector was much more subdued. A huge
expansion in the mining sector and high commodity
prices are contributing to strong economic growth of
the country. Meanwhile, steady wage growth, stable
inflation and low interest rates supported private
consumption, although high household debt and
higher unemployment towards the end of 2012 held
back consumer confidence somewhat. The housing
market displayed some signs of improvement in
mid-year after a continuous fall in house prices,
which benefited from lower mortgage costs.

Moderate inflationary pressures

In New Zealand, the economy continued to recover
at a steady pace. GDP growth strengthened to 2.5%
in 2012 from 1.5% in 2011. Favourable weather
conditions supported agricultural output in the early
part of the year. Reconstruction effort following major
earthquakes in late 2010 and early 2011 helped to
boost fixed investment and fuelled the construction
sector, albeit with some delays due to earthquake
aftershocks. Private consumption growth was subpar
on elevated unemployment rates and a fragile
housing market. Exports of goods and services also
contracted, particularly in the first half of 2012, partly
weighed down by the strong domestic currency.

Inflation in New Zealand softened to 1.1% in 2012
from 4% in 2011. This is at the lower end of the
official inflation target range of 1-3%. Lower imported
commodity prices, below-trend private consumption
growth and the strong currency kept the price
pressures at low levels. Inflation is expected to
edge up slightly in 2013 on stronger domestic
demand and continued reconstruction activities in
the wake of earlier earthquakes that have reduced
spare capacity.

Consumer price pressures remained moderate.
Australia’s inflation softened to 1.8% in 2012 from
3.3% in 2011, thus it was comfortably within the
official target range of 2-3%. The introduction of
a carbon tax in July 2012 pushed up electricity
prices but the overall inflation impact tended to be
moderate. Near-term inflation is likely to be tempered
by fragile private consumption. The strong domestic
currency would also help to limit imported inflation
but its effect should gradually fade.
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Subdued global economic growth and
strong currencies weigh down exports
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would have been a major turnaround from a deficit
of 3% of GDP in the fiscal year ending in June
2012. The Government implemented a carbon tax
in 2012 for a greener economy. In New Zealand,
the fiscal cost of reconstruction is considerable. It is
estimated that the fiscal deficit would moderate to
about 4% of GDP in the fiscal year ending in June
2013 from more than 6% of GDP in the preceding
fiscal year. Fiscal consolidation is planned over
the medium term. The Government has targeted
a modest fiscal surplus of 0.1% of GDP in the
fiscal year ending in June 2015. Although spending
cuts will account for a large part of savings, the
Government also plans to enhance non-tax revenue
by partial privatization of some State-owned assets.

Despite still strong export volume, an economic
slowdown in China, Australia’s largest trading partner,
has pushed down export prices of key commodities,
such as coal and iron ore. The currency appreciation,
mostly due to high commodity demand as well as
higher interest rates relative to most other advanced
economies, added more pressures on export
earnings. By end-2012, the Australian/United States
dollar exchange rate reached 0.96, or 33% stronger
compared with the rate at end-2008. In addition to
shipments, the strong Australian dollar also affected
trade in services, such as receipts from tourism and
overseas students. In contrast, imports continued to
increase solidly on capital goods imports for the
mining sector and more generally strong domestic
currency. Trade deficits widened further in late 2012.
Overall, the current account deficit increased to 4.1%
of GDP in 2012 from 2.3% of GDP in 2011.

Monetary policy eased
The monetary policy stance in Australia eased
steadily over 2012 to support economic growth. The
policy interest rate of 3% at end-2012 was already
175 basis points below the level in October 2011.
Monetary policy in New Zealand is also conducive to
growth. The policy interest rate has been maintained
at 2.5% since March 2011 when it was cut by 50
basis points after the earthquake. In Australia and
New Zealand, the policy interest rates at end-2012
were similar to the troughs observed during the
global financial turmoil in 2009.

New Zealand’s current account deficit also increased.
About three quarters of total exports of the country
are commodities, so the weak global economy and
commodity prices have constrained export growth.
The impact of China’s slowdown is also channelled
through Australia, which is New Zealand’s top export
destination. Strong domestic currency also depressed
exports of goods and services further. With robust
imports for reconstruction activities and anaemic
exports, the current account deficit rose to 5.4%
of GDP in 2012, from 3.3% in 2011.

Economic outlook is favourable but risks
are tilted to the downside
Despite some slowing of mining activities towards
the end of 2012, mining exports have picked up in
recent months. As a result, Australia’s output growth
is expected at 2.5% in 2013, supported mainly
by mining exports to Asian countries, particularly
China. Private consumption growth is likely to be
sustained on strong mining employment growth
and low interest rates, although an uncertain global
economy could weigh down consumer confidence.
In New Zealand, output growth is projected at 2.3%
in 2013, as the reconstruction effort gradually gains
momentum. Fiscal tightening and fragile consumer
spending are possible headwinds.

Fiscal policy remains supportive of
economic growth
The Australian Government previously announced an
effort to regain a small fiscal surplus in the fiscal
years ending in June 2013 and June 2014. The
tightening was focused on both spending cuts and
stronger mining tax revenue that benefit from a new
levy on mineral resource profits introduced in July
2012. The consolidation plan was later postponed in
late 2012 as economic growth moderated and tax
revenue was lower than expected. The fiscal surplus
105

ECONOMIC AND SOCIAL SURVEY OF ASIA AND THE PACIFIC 2013
For both economies, the downside risks are mostly
external, particularly a recession in the euro zone and
a slowdown in China. While direct trade exposure
with the euro zone is limited and the banking sectors
remain generally healthy, the financial sector risk is
sizeable; it is a result of large foreign wholesale
funding to finance the current account deficit. This
risk could materialize if market confidence suddenly
plunges and systemic financial risks heighten. In
Australia, the significant role played by the mining
sector also highlights the country’s vulnerability to
terms of trade shocks. Large mining companies have
announced some scaling back in their investment
plans. Strong domestic currencies, particularly the
Australian dollar, would continue to add pressures
on overall export growth and competitiveness.
Nonetheless, both economies appear to have ample
room for macroeconomic policy responses, if needed.

average of 4.1% in 2012, from 6.4% in 2011, partly
due to stalled export growth rates as a result of the
global economic slowdown (see table 2.4). Another
important component of the subregional slowdown is
a result of monetary tightening in the previous two
years aimed at curbing inflationary expectations. The
high incidence of natural disasters, such as floods
and droughts in different parts of the subregion,
and infrastructure bottlenecks, in particular power
shortages affecting the industry, also contributed to
slower growth. To the extent that these constraints
are home-grown, Governments that respond to these
policy challenges have the potential to substantially
improve their growth momentum, despite continued
global weaknesses.
The economies of the subregion have undergone
a structural transformation over time, moving from
being dominated by the agricultural sector to
becoming services-driven, with services contributing
over half of GDP and agriculture representing less
than one-fifth of GDP in most countries. Nepal,
whose agriculture sector was 38% of GDP in
2011, remains an exception. The industrial sector in
countries of the subregion has stagnated in terms
of its contribution to GDP since 1990, staying under
30% in most cases. (SRO-SSWA, 2012).

SOUTH AND SOUTH-WEST ASIA
Growth slows due to both external and
domestic factors
Across South and South-West Asia, the economic
outlook shows a marked slowdown to a subregional

Table 2.4. Rates of economic growth and inflation in South and South-West Asian economies, 2011-2013
(Percentage)

South and South-West Asiad, e
Afghanistan
Bangladesh
Bhutan
India
Iran (Islamic Republic of)
Maldives
Nepal
Pakistan
Sri Lanka
Turkey

Real GDP growth
2011
2012b
2013c
6.4
4.1
5.1
5.7
6.9
6.5
6.7
6.3
6.0
11.7
8.5
8.4
6.2
5.0
6.4
4.0
-0.9
0.8
7.0
3.4
4.3
3.8
4.5
4.0
3.0
3.7
3.5
8.0
6.2
6.5
8.6
3.2
3.8

2011
9.4
11.8
8.8
8.3
8.4
21.5
11.3
9.6
13.7
6.7
6.5

Inflationa
2012b
11.1
9.0
10.6
13.5
10.0
25.2
10.9
8.3
11.0
7.6
8.9

2013c
8.5
6.0
7.5
7.8
7.0
21.8
8.3
7.5
8.5
7.3
7.6

Source: ESCAP, based on national sources.
a
b
c
d
e

Changes in the consumer price index.
Estimates.
Forecasts (as of 30 March 2013).
GDP figures at market prices in United States dollars in 2011 (at 2000 prices) are used as weights to calculate the subregional growth rates.
The estimates and forecasts for countries relate to fiscal years. The fiscal year referred to as 2011 in the table is defined as follows: from 1 April
2011 to 31 March 2012 in India; from 21 March 2011 to 20 March 2012 in Afghanistan and the Islamic Republic of Iran; from 1 July 2010 to 30 June
2011 in Bangladesh and Pakistan; and from 16 July 2010 to 15 July 2011 in Nepal.
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The economy of Afghanistan has been growing at
high rates in recent years despite the continuing
adverse security situation and the challenges
associated with building political and economic
institutions. GDP growth averaged more than 10%
annually over the previous 5 years prior to 2011.
Strong investment in the construction sector, much
of which is linked to donor-led development projects,
has been providing a boost to economic growth.
Growth slowed considerably to 5.7% in fiscal year
2011 due to contraction of the agricultural sector as
a result of poor weather conditions. The economy
is estimated to have grown by 6.9% in 2012 with
improved performance of the agricultural sector.5 The
country is known to have huge mineral deposits −
worth nearly $1 trillion according to some estimates
─ of oil, gold, iron ore, copper, lithium and other
minerals.6 With an improved security situation,
the extraction of those minerals could provide a
big boost to the economy in the future. However,
right now heavy dependence of the economy on
external funds − aid expenditure being equivalent
to more than two thirds of GDP − is a cause for
concern. Gradual withdrawal of external funds in
the coming years could lead to a slowdown in
economic growth. To enhance economic self-reliance,
strengthening of the domestic economy through
better economic governance, improving the efficiency
of public spending, decreasing capacity constraints
and strengthening the overall business environment
should be pursued more vigorously.

CHAPTER 2

supported by the Bangladesh Bank’s inclusive finance
initiative. Growth performance of the services sector
was virtually the same over two years. All sectors
of the economy benefited from government initiatives
to overcome infrastructural bottlenecks in the power,
energy and communication sectors.
The economy of Bhutan is heavily dependent on
the production of hydroelectricity and exporting the
output to neighbouring India. Hydropower projects
have boosted the construction sector. Revival
of the tourism sector has also contributed to the
expansion of the economy, as GDP grew by 8.5%
in 2012 after expanding by 11.7% in 2011. Bhutan
is currently formulating its eleventh five year plan
for 2013-2018 to take effect in July 2013. The plan
is aimed at increasing the country’s self-reliance,
which entails a strategy that focuses on sustainable
development so that economic growth is not achieved
at the expense of environmental degradation and
“gross national happiness” is maximized. This will
be attained by concentrating on 16 different “key
result areas”, including, among others, economic
growth and food security, and on vulnerable groups.
In India, economic activity slowed considerably in
2012. While the global slowdown is having an adverse
impact on exports and consequently on economic
growth, domestic demand particularly investment
witnessed slower growth as well. Severe tightening
of monetary policy in previous years to contain
inflation and anchor inflationary expectations has
contributed greatly to this. GDP growth moderated
to 5.4% during the first half of fiscal year 2012.
In September 2012, the Government introduced
reforms to boost investment, including allowing foreign
investment in multibrand retail, civil aviation and
broadcasting services. It also partially phased out
fuel subsidies and adopted a five-year roadmap for
fiscal consolidation. Subsequently, the Government
raised the ceiling on FDI in the insurance and
pension sectors. The successful implementation of
these measures should help foster recovery later.
Growth for the year as a whole is estimated at
5% as compared with 6.2% in 2011. On the output
side, growth of the agricultural sector slowed due

The Government of India introduced
reforms to boost investment, including
allowing foreign investment in
multibrand retail, civil aviation and
broadcasting services
The economy of Bangladesh emerged largely
unscathed from the effects of the global financial
and economic crises. GDP grew by more than 6%
over the period 2009 and 2012. Growth marginally
slowed to 6.3% in 2012 from 6.7% in 2011, mainly
due to slower growth of the agricultural sector. The
industrial sector improved its growth performance as
a result of faster growth of small-scale industries
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to poor weather conditions. Manufacturing output
stagnated as external demand as well as domestic
investment and private final consumption expenditure
decelerated. Services sector growth also slowed as
there were adverse impacts on activity in trade,
transport, hotels and communications in view of
the sector’s linkages with the rest of the economy.

and services sectors recorded improved growth
rates also. Due to relatively faster growth of the
services sector, the share of this sector has been
rising in GDP at the expense of the agricultural
and industrial sectors.
The economy of Pakistan is passing through a
phase of low growth. However, there was improved
performance in 2012 despite numerous challenges,
including heavy rain and flooding in southern parts of
the country, increases in fuel and commodity prices,
the global slowdown and weak capital inflows. GDP
grew by 3.7% in 2012 as compared with 3% in
2011. The agricultural sector performed better than in
2011. As for manufacturing, its performance improved;
prominent subsectors registering an improvement in
growth were sugar, cement, automobiles, textiles and
chemicals. The construction sector staged a strong
recovery. Higher growth in the industrial sector as a
whole was achieved despite shortages of electricity
and natural gas. In sum, the commodity-producing
sector achieved a higher growth rate in 2012. On
the other hand, the services sector witnessed
somewhat slower growth. On the demand side,
consumption, both private and public, grew at a
higher rate in 2012 but investment declined. As a
result, investment fell to 12.5% of GDP in 2012
from 13.1% of GDP in 2011.

The economy of the Islamic Republic of Iran heavily
depends on the export of oil. Economic sanctions
against the country related to its nuclear programme
were tightened further by the European Union and
the United States. These sanctions along with overall
declining oil production and a cut in subsidies
are having negative impacts on economic growth.
Although the subsidy reductions had been announced
in advance, the unexpected scale of the changes
and high inflation depressed private consumption
despite some compensatory cash handouts by the
State. The programme of making further reductions
in subsidies has been halted now. The economy
is estimated to have contracted by 0.9% in 2012
compared with its 4% growth rate in 2011. To
promote economic self-sufficiency, the Government
discouraged the export of agricultural goods, such
as wheat, flour and sugar, and industrial products,
including steel, aluminium and other metals. The
Government is prioritizing investment in the oil and
gas sectors to arrest falling output.

While economic sanctions against the
Islamic Republic of Iran are hurting the
entire economy, people in the lower
income groups are suffering the most
due to high inflation and unemployment

The economy of Maldives is heavily dependent on
the tourism and fisheries sectors. With moderation
in growth of the tourism sector due to the global
economic slowdown, GDP grew by 3.4% in 2012 as
compared with 7% in 2011. Higher growth in 2011
was underpinned by strong growth in the tourism
sector and related sectors, such as transportation,
construction and communications.

The economy of Sri Lanka expanded on average
more than 8% annually during 2010 and 2011.
The high growth momentum was supported by an
improved macroeconomic environment, increased
capacity utilization, expansion of economic activity
in Northern Province and Eastern Province and
enhanced external demand. This strong growth
momentum continued into the first quarter of 2012,
but growth gradually moderated from the second
quarter onwards in response to policy tightening
and weakening global demand. GDP is estimated to

Low growth in Nepal in recent years has largely
been due to political instability, frequent strikes
in the country, persistent labour problems and
severe electricity shortages. However, GDP growth
improved to 4.5% in 2012 from 3.8% in 2011. While
performance of the agricultural sector improved
due to favourable weather conditions, the industrial
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High inflation persists

have grown by 6.2% for the year as a whole. The
deceleration in growth was mainly due to relatively
lower growth of the agricultural and services sectors.
On the demand side, the investment-to-GDP ratio
has been improving and crossed the 30% mark
in 2012.

Inflation in many of these countries is supply-driven,
cost-push inflation. While output is determined
by demand, supply-side inefficiencies contribute
to inflation. Overly aggressive monetary policy
responses can also have strong output costs with
limited effects on the underlying causes of inflation,
as the case of India suggests. High budget deficits
in most of these countries also have inflationary
implications. Poor infrastructure and high relative
public service costs are contributing factors.
Exchange rate depreciation affecting a number of
currencies in the subregion also resulted in price rises
of imported commodities, including food and fuel.

In Turkey, there was a sharp slowdown in GDP
growth to 3.2% in 2012 from 8.6% in 2011. There
were weaker global economic conditions, especially
in the crisis-affected euro zone, Turkey’s main
export market; and monetary policy tightening was
imposed to reverse a sharp fall in the value of the
Turkish lira in late 2011 and early 2012, which had
a dampening impact on the growth performance of
the country. All the major sectors of the economy
witnessed much lower growth rates in 2012. Moreover,
gross fixed investment growth slowed sharply in
2012 due to softer domestic demand and the base
effect of higher growth in 2010 and 2011. Civil war
in neighbouring Syria led to an influx of refugees
to Turkey. Moreover, political instability in other
neighbouring countries in the Middle East is also
having adverse impact on the Turkish economy.

The Islamic Republic of Iran and Pakistan have been
experiencing double-digit rates of inflation (see figure
2.11). The persistence of high inflation in Pakistan is
primarily due to entrenched expectations of inflation
remaining high. It seems that the key drivers for
this expectation are continued fiscal borrowings
from the central bank and feared depreciation in
the exchange rate even though the external current

Figure 2.11. Inflation in selected South and South-West Asian economies, 2010-2012
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account deficit is modest. However, inflation in
Pakistan was brought down from 13.7% in 2011 to
11% in 2012. This was achieved despite increases
in international oil prices, the effect of an upward
adjustment in the administered prices of electricity
and natural gas, supply disruptions due to heavy
rains and flooding in the southern part of the country
and heavy bank borrowings. Inflationary pressures in
the Islamic Republic of Iran became stronger, driven
by stringent economic sanctions and the removal
of subsidies. With major weakening of the domestic
currency, imported inflation rose. Overall inflation
rose to 25.2% in 2012 and the rate is expected
to remain equally strong in 2013. While economic
sanctions are hurting the entire economy, people
in the lower income groups are suffering the most
due to high inflation and unemployment.

petroleum prices. A restrained monetary policy was
used in 2012 to contain inflationary pressures and
import growth. At the same time, well-targeted support
programmes, such as selected rationing and fair
price supply and open market sale of essentials for
poor households struggling with high food prices, are
being pursued by the Government. Removing critical
supply bottlenecks through ongoing improvement in
electricity, gas and transport infrastructure is also
vital to mitigate cost-push inflation.
In Sri Lanka, inflation which was only 2.7% in
February 2012 compared with that in the same
month in the previous year rose to 9.9% in July
2012. Inflation for the year as a whole averaged
7.6% as compared with 6.7% in 2011. The upward
revision of administered energy prices, rise in food
prices due to drought conditions, depreciation of the
domestic currency as well as increase in import
duties on several food items contributed to upward
pressure on prices. Inflation in Maldives has been
on the rise and reached double-digit levels in 2011
and 2012.

In India, inflationary pressures continued to remain
strong. Consumer price inflation rose to 10% for the
first 10 months of fiscal year 2012 as compared
with 8.4% in fiscal year 2011. Food inflation has
been higher than overall consumer price inflation.
Food inflation was driven by higher cereal prices,
unlike in the previous year when the pressure came
from higher protein food prices. The persistence of
high inflation in the face of the significant growth
slowdown points to serious supply bottlenecks and
sticky inflationary expectations. Increases in the
administered price of fuel (mid-September: diesel
and LPG) as a part of a reduction of subsidies also
contributed to the increase in inflation. Persistent
non-food manufactured products inflation, despite
the growth slowdown, has emerged as a major
concern. Depreciation of the rupee raised the
price of imported products. Wage pressures remain
persistent. Therefore, improved supply responses
and moderation of wage inflation is vital for bringing
down inflation to a more “comfortable” level.

Inflation in Nepal and Bhutan is closely linked to
inflation in India because of the fixed exchange
rates between the currencies of these countries
as well as the close economic ties among them.
About two thirds of the total trade of Nepal takes
place with India only. Inflation in Nepal remained
high but came down from 9.6% in 2011 to 8.3%
in 2012. A weak supply of food items kept inflation
high. At the same time, the cost of production of
both agricultural and industrial products has been
rising due to severe electricity shortages and rising
labour wages due to increasing exports of labour.
Inflation in Bhutan rose to 13.5% in 2012 from
8.3% in 2011, following high inflation in India, which
supplies about three quarters of the country’s imports.

In Bangladesh inflation also reached the double-digit
level in 2012 when it rose to 10.6% in 2012 from
8.8% in 2011. Higher inflation in 2012 was due
to multiple factors, including the lagged effect of
high domestic credit growth in 2011, exchange rate
depreciation and upward adjustments in energy and

In Turkey, inflationary pressures increased sharply
towards the end of 2011 when monthly inflation
exceeded 9%. The exchange rate came under
severe pressure at that time, resulting in tightening
of monetary policy. Inflationary pressure continued
throughout 2012. During the second half of the
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year, the Government introduced sharp increases
in indirect taxes and administered prices to shore
up public finances. This raised consumer prices.
Average inflation for 2012 is estimated to have been
8.9% as compared with 6.5% in 2011.
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reason for this is low tax-to-GDP ratios: for example,
the ratio maintained by the central Government
of India has been less than 11% in recent years
(India, Ministry of Finance, 2012), and in the case
of Pakistan it has been about 10% (Pakistan, State
Bank of Pakistan, 2013). On the other hand, Turkey
enjoys a tax-to-GDP ratio of more than 20%. At
the same time, the subregion’s economies must
face increased demand for fiscal expenditure for
expanded social services and protection that a
wealthier and more developed population will demand.
In this context, given their low tax-to-GDP ratios,
countries have a great potential to increase tax
revenues. Furthermore, a considerable proportion of
government expenditure in South and South-West
Asia is absorbed by subsidies and interest payments
(SRO-SSWA, 2012). The hangover from food,
energy and other subsidies that impose large fiscal
expenditure loads on Governments of countries in
the subregion is likely to endure, as only a phased
approach to their elimination is appropriate. There is
also considerable potential to reengineer the existing
public expenditure profile across countries to provide
for a greater proportion of social expenditure. Reining
in fiscal deficits during a slowdown and a period of
increased volatility is particularly challenging as such
actions can precipitate further slowdowns; instead
such action should be pursued over the medium
term. India, for example, recently announced a
five-year time frame for fiscal consolidation.

Monetary policy needs to strike a
balance between curbing inflationary
expectations and reviving growth
Countries in the subregion are facing serious
challenges of slowing down of economic growth
and at the same time to contain high inflationary
pressures. Therefore, some countries have started to
ease monetary policy to support private investment
and growth. Pakistan lowered its policy rate by 150
basis points in October 2011 and again by the same
magnitude in August 2012. With some slowing in
inflation, the reduction in the policy rate continued in
October and December 2012, when the policy rate
was further lowered by 50 basis points each time
to enhance the extension of credit to the private
sector. In India, the cash reserve ratio of scheduled
banks was lowered by 50 basis points in January
2012 and by 25 basis points each in September
and October 2012 to add liquidity in the banking
system and enhance the availability of credit to the
private sector. Moreover, the policy rate was also
cut by 50 basis points in April 2012, followed by
another cut of 25 basis points in March 2013. On
the other hand, Bangladesh continued tightening its
monetary policy from 2011, and the policy rate was
raised by 100 basis points in fiscal year 2012 to
restrain inflationary pressures. Consumer credit was
tightened through administrative measures. Similarly,
policy rates were raised in Sri Lanka in February
and April 2012 to curtail trade-related credit to reduce
trade and current account deficits as well as to
contain inflationary pressures. However, the policy
rate was lowered by 25 basis points in December
2012 as GDP growth was decelerating sharply.

The subregion’s economies must face
increased demand for fiscal expenditure
for expanded social services and
protection
The Government of Pakistan finds it difficult to
contain the budget deficit, estimated at 8.5% of
GDP in 2012 against 6.6% of GDP in 20117 (see
figure 2.12). To contain budget deficit, Government
continued its efforts to broaden the tax base and
simplifying the tax structure. Efforts are underway
to move towards two main taxes, i.e. income tax
and sales tax. On the expenditure side, austerity
measures were adopted. However, policy of not
passing the entire burden of oil price increases

Budget deficits continue to remain high
Budget deficits generally remained higher in these
countries compared with other subregions. The main
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Figure 2.12. Budget balance in selected South and South-West Asian economies, 2010-2012
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and electricity prices and to preserve the safety
nets for the vulnerable groups, have added to
government expenditures. Solving energy sector
problems will help macroeconomic stability through
improving GDP growth, higher revenues and less
subsidy expenditures.

net and coverage, reduction of tax exemptions and the
creation of awareness among citizens about paying
taxes. The debt financing strategy being pursued
by the Government is to seek more concessional
financing to minimize the cost of debt financing and
avoid crowding out of the private sector.

India also has seen a growing budget deficit in recent
years. Its budget deficit rose to 5.7% of GDP in
2011 due to lower than expected tax revenue and
higher than expected subsidy payments, which were
a result of elevated global prices for oil and fertilizer.
However, through expenditure restraint the budget
deficit was brought down to 5.2% of GDP in 2012.
The budget for 2013 is aimed at achieving further
fiscal consolidation, and the deficit is targeted at
being 4.8% of GDP. The lower budget deficit should
provide space for more productive private investment
as a result of lower government borrowing. This
should also help in containing inflation.

The budget deficit in Sri Lanka though still high
has been narrowing in recent years. It came
down to 7.8% of GDP in 2011 from 8.1% of GDP
in 2010. It was expected that the Government’s
target for budget deficit at 6.2% of GDP in 2012
would be achieved by restraining expenditure and
improving revenue collection, particularly through
the strengthening of tax administration. In Maldives,
the budget deficit still remains high but it was
brought down to 7.5% of GDP in 2011 and 12.6%
in 2012. In Nepal, with growing tax revenues, the
tax-to-GDP ratio has been improving and it stood
at more than 14% in 2011. The budget deficit in
recent years has been about 3.5% of GDP. The
budget deficit of Bhutan rose to 4.4% of GDP in
2012 from 2.3% in 2011.

In Bangladesh, the budget deficit fell slightly to 4.4%
of GDP in 2012 from 4.1% in 2011. With growing
tax revenues, the tax-to-GDP ratio has been rising
and stood at 13% of GDP in 2012, which was
higher than the 11.8% rate in 2011. Improvement
in tax revenue can be attributed to reforms in tax
policy and administration, including modernization and
automation of tax administration, expansion of the tax

Fiscal policy in the Islamic Republic of Iran is
being tightened gradually as oil exports fall which
consequently reduces government revenues. About
60% of the country’s total fiscal revenue originates
from oil exports. In the country’s fifth five-year
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development plan (2010/11–2015/16), it is envisaged
that subsidies will be completely eliminated within
five years, with the domestic price of energy and
other commodities linked to market prices. Some
major subsidies for consumers were removed but the
Government tried to maintain support for industry and
manufacturing as rates for electricity, water and gas
increase. Consumers were provided cash transfers
to compensate them for losses resulting from the
withdrawal of subsidies. However, the process of
removing the subsidies suffered a setback with
intensification of sanctions related to the country’s
nuclear programme as inflation climbed. The country
operates an oil stabilization fund, which receives
payments when oil revenue is higher than budgeted
and vice versa.
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large remittances from overseas workers (see figure
2.13). Despite depreciation of domestic currencies
against the United States dollar, merchandise trade
deficits are on the rise. The deteriorating current
account situation has left the countries with lower
reserves to fall back on in the event of additional
external shocks to exports and capital inflows.
In India, imports grew much faster than exports
and the current account deficit increased to 4.2%
of GDP in 2011. Owing to global uncertainties,
exports contracted in 2012. Weak external demand
affected exports of engineering goods, gems and
jewellery, textiles and petroleum products, while
imports continued to remain at a high level due to
high prices for crude oil, gold and silver. As a result,
both the trade and current account deficits increased
in 2012. Large current account deficits, despite the
slowdown in economic growth, are symptomatic of
demand-supply imbalances and a pointer to the
urgent need to resolve supply bottlenecks. However,
capital flows have been adequate to cover the
current account deficit thus far.

Owing to weaker economic activity, the budget deficit
in Turkey rose to 2% of GDP in 2012 from 1.4%
of GDP in 2011. During the second half of the
year, the Government introduced sharp increases
in indirect taxes and administered prices to contain
the budget deficit.

Widening current account deficits

Pakistan achieved strong export growth at 28% in 2011
and value of total merchandise exports reached $25
billion. Despite the crisis in the euro zone, a major
destination for Pakistan’s exports, the country could
maintain exports at nearly the same level as in the

On the external side, current account balances in
countries of the subregion are in general deteriorating
but deficits are not alarmingly high, partly due to
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previous year. This implies a marginal negative growth
of exports in 2012. Imports grew by 15%, primarily
due to higher volumes of oil and fertilizers being
imported. Overseas workers’ remittances continued to
grow and crossed the $13 billion mark in 2012. The
growth rate in remittances over the past two years
exceeded 45% partly due to Government efforts to
divert remittances from informal to formal channels.
These remittances have helped in containing the
current account deficit. However, due to a much
larger trade deficit in 2012, the current account
deficit was estimated at 2% of GDP. The balance
of payments position came under pressure due to
declining financial inflows and substantial external debt
repayments. As a result, foreign exchange reserves
decreased and the domestic currency depreciated
against the United States dollar.

growth in workers’ remittances by 16.3% helped in
narrowing the current account deficit to about 5%
of GDP in 2012 from 7.8% of GDP in 2011.

In Bangladesh, there was a sharp slowdown in the
growth of both exports and imports in 2012 due
to the euro zone crisis. Exports grew by 6.2% in
2012 compared with 39.2% in 2011, while import
growth declined to 5.2% in 2012 from 41.8% in 2011.
Depreciation of the taka helped offset the impact
of the slowdown in major export destinations and
contributed to the positive growth of exports and
at the same time curbed the growth of imports.
The growth of imported industrial raw materials
and machinery was much higher than that of other
categories; both types of these goods play an
important role in maintaining higher GDP growth.
Workers’ remittances have been growing despite the
global financial crisis. After slowing to 6% in 2011,
growth in workers’ remittances again picked up in
2012, rising by 10.3%. This helped in maintaining
a current account surplus in 2012.

The balance of payments position of the Islamic
Republic of Iran weakened considerably owing to
the tightening of economic sanctions. Export of oil
slowed as a result of the falling output of both oil
and gas. Both trade and current account balances
turned into deficits in 2012 from a surplus position
in 2011. Depreciation and volatility of the exchange
rate in 2012 made management of the balance of
payments more difficult.

In Nepal, with a large merchandise trade deficit and
slowdown in growth of overseas remittances, the
current account balance has turned into a deficit
in recent years. Bhutan has been experiencing a
double-digit current account deficit, mainly due to
imports related to hydropower generation. However,
financing the deficit with funds from India and
other development partners has been adequate.
The current account deficit in Maldives continues
to remain high at a double-digit level. A boost in
construction activities related to the tourism sector
is partly responsible for a strong growth in imports
and consequently the large current account deficit.

The rapid increase in Turkey’s current account deficit
in recent years raises serious concern about its
sustainability in the short to medium term. Driven
by a credit-fuelled rise in import demand and
higher oil prices, it reached 10% of GDP in 2011.
The weakness of import demand and the strength
of export growth in 2012 indicate rebalancing of
the economy. Growth of exports to non-European
Union countries remained strong. The current
account deficit eased to 6.2% of GDP in 2012.
However, the large structural current account deficit
will remain a problem as plans to tackle it, such
as reforms aimed at raising the country’s domestic
savings rate and promoting domestic production
of intermediate goods and alternative energy, are
unlikely to have an impact in the short term. The
Government plans to tackle the services current
account deficit problem by promoting innovation, the

Large workers’ remittances
continue to grow
In Sri Lanka, the current account deficit has been
narrowing, and foreign exchange reserves have
stabilized. Both exports and imports contracted in
2012 due to the global slowdown, which helped in
containing the trade deficit. Tighter monetary and
credit policies slowed credit and import growth. Strong
114

MACROECONOMIC PERFORMANCE AND POLICY CHALLENGES AT THE SUBREGIONAL LEVEL
domestic production of intermediate goods and the
use of alternative energy sources. Turkey’s outward
FDI to other countries in the subregion, particularly
Bangladesh and Pakistan, is on the rise.
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expanding hydropower sector. The economy of
Afghanistan is projected to grow by 6.5% in 2013,
assuming normal weather conditions and agricultural
production. Industrial growth may be boosted by
improved electricity supplies.

Future outlook and policy challenges

In Turkey, GDP growth is projected to pick up
slightly to 3.8% in 2013, with some loosening of
monetary policy. However, a risk remains that the
global economic slowdown, especially euro zone
sovereign debt crises, could be deeper and more
prolonged than predicted. In the Islamic Republic of
Iran, severe economic sanctions along with overall
declining oil production and a cut in subsidies will
keep GDP growth very low in 2013.

Despite global uncertainties and home-grown
constraints faced by most countries, the growth
outlook of the subregion is likely to improve moderately
in 2013. The region is projected to grow by 5.1%
in 2013 compared with 4.1% in 2012. The economy
of India is projected to have an improved growth
rate of 6.4% in 2013, helped by reform and policy
measures taken in 2012 to boost investment. In
Bangladesh, the Government has set an ambitious
growth target of 7.2% for 2013, which will be difficult
to attain given the critical infrastructure shortage,
global economic uncertainties and likely political
instability in an election year. It is more likely that
growth may be about 6% in line with the country’s
growth performance in recent years. In Sri Lanka,
GDP growth is expected to improve to 6.5% in
2013 due to easing of both monetary and fiscal
policies, and improved performance in all major
sectors, particularly the agricultural sector which
suffered a setback in 2012 due to adverse weather
conditions. In Pakistan, the protracted energy crisis
and weak fiscal fundamentals are the main reasons
behind slow growth. Similarly, the declining trend in
private investment expenditures is continuing. Without
stemming the free fall in investment and addressing
the challenge of chronic energy shortages, growth
cannot be improved on a sustainable basis. In
Pakistan, GDP growth is projected to be 3.5%.

In order to realize its development potential, the
subregion will have to overcome a number of
development challenges, including large concentrations of poverty and hunger, rising inequality, poor
levels of human development, wide infrastructure
gaps, lack of a diversified base for high value added
products and exports, widespread food and energy
insecurity and high risk of disasters (SRO-SSWA,
2012). In addition, the four least developed countries
in the subregion, three of which are also landlocked,
have particular needs for international support if they
are to overcome the obstacles they face.

The subregion’s economic, social
and environmental priorities must
be balanced in favour of eradicating
extreme poverty and hunger
The subregion’s economic, social and environmental
priorities must be balanced in favour of eradicating
extreme poverty and hunger. Today, South and
South-West Asia remains home to the world’s
largest concentrations of people living in poverty and
hunger, and people without access to basic sanitation
and electricity. The subregion is also characterized
by having the world’s highest levels of child and
maternal mortality. Progress on the health, nutrition
and sanitation-related Millennium Development Goals
and related targets has been stalled because of the
large inequalities and disparities within populations

In Nepal, the Government is targeting a growth rate
of 5.5% for 2013, but it is going to be difficult to
achieve. Such a rate will depend on the political
situation of the country as well performance of the
agricultural sector which accounts for one third of
GDP and employs the majority of the population.
A more realistic growth projection would be about
4%, slightly lower than that achieved in the previous
year. The economy of Bhutan will continue to
grow at robust rates in coming years due to the
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that persist in the subregion. Inclusive development is
held back by unequal living standards, unequal human
development outcomes and unequal opportunities
based on gender, education and labour market status.

Women are also far more likely to be employed
in informal work than men. Despite this, women’s
labour force participation rates remain relatively
low at 36% compared to 77% for men. Given that
labour markets are overwhelmingly informal in the
subregion, and that women are more likely than
men to be employed informally, efforts to protect
and improve the livelihoods of informal workers
may indirectly encourage more female labour force
participation (SRO-SSWA, 2012).

The high concentration of poverty and hunger results
partly from a mismatch between structural change
in output and employment structure. While the share
of the agricultural sector in GDP declined sharply
over time, the majority of workers are still employed
in this sector. As a result labour productivity in
the agricultural sector remains low. The services
sector is the second major provider of employment
but most of these jobs are low paid and in the
informal sector. Official open unemployment rates
are generally low in these countries. For example,
the unemployment rate was 6% in Pakistan and
4.5% in Sri Lanka in 2011. Therefore, in South
Asia far more important is the persistence of low
productivity and low paying jobs, which are mostly
found in the agricultural and urban informal sectors.
In 2010, the agricultural sector accounted for 51.4%
of total employment in 2010, whereas industry
and services accounted for just 20.8% and 27.9%
respectively (SRO-SSWA, 2012).

This subregion faces the dual challenge of raising
productivity to ensure that incomes are rising and
poverty is falling, and creating enough jobs for a
growing working-age population, which is expanding
by about 2% per annum. With almost 60% of the
population under the age of 30, Governments of
countries in South Asia have to take advantage of
this demographic bulge. Otherwise, the consequence
can be social unrest, conflict and insecurity.
Youth unemployment is an increasing structural
problem, and it stood at 9.9% in 2011 as compared
with the 3.6% overall unemployment rate in South
Asia. For some individual countries, the rates of
youth unemployment were much higher, for example,
more than 17% in Sri Lanka in 2010. In South Asia,
demographic trends are such that the youth labour
force continues to grow and few opportunities exist
for paid work. Even if paid work can be found, the
risk of low wage employment is substantially higher for
young workers. Therefore, workplace training schemes,
the creation or improvement of apprenticeship systems
and entrepreneurship training programmes as well as
programmes that are aimed at offsetting the mismatch
of technical skills among youth are important to
enhance the employability of youth.

Roughly, half of the world’s
working poor are living
in South Asia
Given the structure of the economies in the subregion,
vulnerable employment (own-account workers plus
contributing family workers) is the highest in this
subregion. In 2011, vulnerable employment dropped
to 77.7% from 81.8% in 1991. Working poverty also
persists at very high levels, reflecting the high share
of vulnerable employment. Based on the $2-a-day
international poverty line, South Asia has the highest
proportion of working poor in the world at 67.3% in
2011, although it is down considerably from 86%
in 1991. In absolute terms, the number of working
poor has gone up from 361 million people in 1991
to 422 million in 2011 due to the failure to create
a sufficient number of productive and decent jobs.
Roughly, half of the world’s working poor (estimated
to be 46.2% in 2011) are living in South Asia.

South and South-West Asia must offer a way out
of poverty and exclusion for its rapidly growing
working-age population. Therefore, countries in the
subregion should maximize growth through productive
job creation and appropriate structural change to
reduce poverty, hunger and inequalities. Countries
in the subregion should also provide good-quality
education, health, sanitation and other infrastructure
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Box 2.4. South Asia: demographic dividend or deficit?
The demographic challenges facing the Asia-Pacific region are as diverse as its people. In contrast to the countries of East and
North-East Asia that must meet the economic constraints posed by a rapidly ageing population, the countries of South and
South-West Asia are attempting to reap the potential economic benefits generated by a shift in the composition of the population
structure towards youth and adults in the prime working-age group. The possibility of capitalizing on this transformation,
through education and health and employment policies, for example, is what is referred to as the “demographic dividend”.
The demographic dividend, then, is not an automatic phenomenon. It is a window of opportunity that needs to be opened by
creating the right institutional arrangements and policy mix. If the right policy mix is not in place, however, high unemployment
and underemployment may result, and education and health-care systems may endure substantial strains. In such a case, the
“dividend” would become a “deficit”.
In South Asia the demographic conditions are right for achieving a demographic dividend. This subregion has been undergoing
rapid demographic change during the last several decades. For instance, infant mortality rates have substantially declined from
roughly 160 per 1,000 live births in the 1950s to about 60 in 2010. Total fertility rates also dropped from about 6 children per
woman in the 1960s to approximately 2.8 children in 2010. Further, since 1950, life expectancy at birth has increased from less
than 40 years, to 65 in 2010 (Bloom, Canning and Rosenberg, 2011). As a result of this demographic dynamic, the countries of
South Asia, except for Sri Lanka, will experience a significant increase in their working-age population over the next four decades
(Bloom, Canning and Sevilla, 2003). Bangladesh, India and Pakistan, the three largest countries in the subregion, exemplify this
tendency. This relative increase in the younger portion of the working-age population (15-64 years) was generated during the
late stages of the demographic transition when fertility rates began to fall. This transition produces a youth bulge from which a
“boom” generation emerges, that is, a generation that is larger than that which precedes and follows it. Over time this generation
works its way through a given country’s age structure (Bloom, Canning and Sevilla, 2003).
Per cent of working age population (15-64) in selected countries, 1970-2050

In Bangladesh and India a boom generation has already reached working age. In Pakistan there will be a boom generation
reaching working age in the next few years. As a result, it is projected that the working-age population in the three countries

Figure A. Percentage of working-age population (15-64 years) in selected countries, 1970-2050
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Box 2.4. (continued)
will increase during the next three decades. In Bangladesh the inflection point will be reached approximately in 2025 when
a little more than 70% of the population will be of working age; and it will remain at this level for 15 years before it begins
to decrease towards 2040. India and Pakistan will reach their inflection points approximately a decade later, in 2035. This
phenomenon goes against the general trend in the Asia-Pacific region where most countries are projected to experience a
decrease in the working-age population. The Russian Federation, for instance, reached its inflection point in 2009; and China
and Thailand are expected to reach theirs in 2013 and 2014 respectively. In all three cases the proportion of the working-age
population is expected to drop precipitously in the next decade (UNDESA, 2012b).
For Bangladesh, India and Pakistan to reap the demographic dividend, effective employment policies need to be developed to
ensure that the growth in the workforce transfers into productive employment. These policies need to be explicitly targeted at
youth. Specifically related to this issue is the problem of integrating those in vulnerable employment. In Bangladesh, India and
Pakistan more than 60% of the workforce occupy jobs in the informal sector. This not only results in a vicious circle of poverty,
but also represents the loss of a potential tax base that could be used to finance social protection and other pro-poverty measures.
Indeed, measures to enhance the productivity of workers and formalize the labour market are essential for ensuring that these
countries capitalize on their demographic dividend.
In addition, a young labour force implies innovative and entrepreneurial potential that could provide a competitive advantage
in the late-modern information age and knowledge economy. This composition can provide dividends in the form of a more
entrepreneurial business culture and by empowering young women. As fertility rates decrease women can break away from their
traditionally ascribed roles and join the labour force. Such an increase in female labour participation would also play itself out
in terms of human development and enhanced domestic demand.
In addition to effective employment policies, building human capital through investments in health and education is essential.
It has long been acknowledged that health and education are central determinants of human capital, that is, of the stock of
knowledge and skills that go into economic production. Good health makes people more productive while those that receive
higher formal education tend to earn more money than others. Health and education therefore add value to the economy and
increase a household’s income. These are necessary conditions for sustained economic development.
In addition to the potential increase arising from a larger number of workers, an increasing proportion of the working-age
population also provides an opportunity to reap a demographic dividend through an accelerated accumulation of capital as a
result of reduced spending on dependents. As the “boom” generation begins to enter the working-age group, the ratio of the
non-working-age population to the working-age population – that is, the “dependency ratio” – will begin to decrease. If the
increasing number of individuals of working age can be productively employed, a lower dependency ratio would mean that less
investment should be needed to meet the needs of the youngest and oldest populations; therefore, household income, savings
and economic growth will increase. Again, as with the share of the working-age population, in contrast with the general trend
in the Asia-Pacific region, the dependency ratios of Bangladesh, India and Pakistan are projected to fall during the next several
decades. For instance, in 2010 the dependency ratios of these three countries were 56%, 55% and 66% respectively. All exceeded
the average for Asia and the Pacific of 48%. However, the three countries’ dependency ratios are projected to fall to 41%, 46%
and 43% respectively by 2040, while the average in Asia and the Pacific is expected to increase to almost 52%.
In sum, with the right policy mix, the demographic dividend can be reaped, accruing from the rapid demographic transition.
Otherwise, high population pressure will continue to make widespread poverty, hunger, vulnerable employment and lack of basic
services a major challenge for most countries of South Asia to achieve.
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to make the most of the youth bulge (see box 2.4).
In addition, a minimum social protection floor
should be established that meets the basic needs
of vulnerable populations.
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but also promotes efficiency-seeking investment
in the subregion’s supply chain and production
networks. This, in turn, creates more and better
jobs in addition to building productive capacity,
particularly in the subregion’s least developed
countries. Regional cooperation can play a pivotal
role in crafting solutions to shared vulnerabilities
and helping ensure food and energy security, as
well as reducing the subregion’s vulnerability to
natural disasters. Finally, better connectivity, across
the subregion and beyond, can help leverage the
subregion’s strategic location at the crossroads of
Asia and the Pacific to re-emerge as the hub of
East-West trade that it once was.

South and South-West Asia faces exponentially
growing energy demand, and a number of energy
challenges — energy poverty, lack of available
supplies, poor energy infrastructure and transport
facilities and environmental externalities. The
subregion’s energy deficits are particularly detrimental
in terms of growth and poverty alleviation as parts
of the subregion faces regular and sustained
power outages. At the same time, the subregion
must increase energy usage in order to maintain
growth and development. Energy security, linked
with energy availability, accessibility and affordability,
is a paramount policy concern for countries in the
subregion. South and South-West Asia remains
completely dependent upon imports of fossil fuels,
except for the Islamic Republic of Iran which is a net
exporter of such fuels. The subregion has much to
gain from regional cooperation in energy supply and
consumption. Widening access to clean and efficient
energy, including grid-connected/decentralized power,
is a key component of development efforts currently
being pursued in the subregion. The development
of energy markets in South and South-West Asia,
through the creation of regional energy grids and
cross-country pipelines across the subregion as a
part of the proposed Asian energy highway, could
assist the subregion in promoting energy access
and security. Diversification of the energy mix and
an increase in the share of renewable energy, such
as solar and hydroelectric power, is essential to
enhance the subregion’s energy security, to reduce
the impact of price shocks due to fluctuations in
international crude oil prices and to mitigate the
environmental impact of energy use.

SOUTH-EAST ASIA
Growth accelerates, led by robust domestic demand and Thailand’s rebound
South-East Asia as a whole achieved a high
economic growth rate of 5.3% in 2012, up from
4.5% in 2011, despite weakening external demand.
Growth was driven by buoyant domestic demand
backed by supportive policies. Fourth quarter growth
was particularly strong in several economies in the
subregion. Strong economic growth over the past
two decades has resulted in a growing middle
class. Average annual income per capita in the
subregion doubled from $2,387 in 1990 to $4,744
in 2011, while the population living below $1.25 a
day (in 2005 PPP) declined from 45.5% to 14.7%
during the same period. This overlapped with a
decline in the share of agriculture in GDP, and a
commensurate rise in the shares of industry and
services. This structural transformation in turn was
possible due to an educated and healthy workforce;
during the past two decades, net enrolment in
secondary education nearly doubled to two thirds
of the population of secondary school age, while
infant and under-five mortality rates were more
than halved. Human capital will become increasingly
important as countries in South-East Asia seek to
maintain the growth momentum amid a challenging
global environment.

Strengthened regional cooperation can help solve a
number of the challenges facing South and SouthWest Asia and can be an important development
strategy to ensure a sustainable future for the
subregion (SRO-SSWA, 2012). Greater regional
integration not only increases intraregional trade,
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Table 2.5. Rates of economic growth and inflation in South-East Asian economies, 2011-2013
(Percentage)

Asiad

South-East
Brunei Darussalam
Cambodia
Indonesia
Lao People’s Democratic Republic
Malaysia
Myanmar
Philippines
Singapore
Thailand
Timor-Leste
Viet Nam

Real GDP growth
2011
2012b
2013c
4.5
5.3
5.4
2.2
1.6
1.5
7.1
7.3
7.0
6.5
6.2
6.6
8.3
8.3
8.1
5.1
5.6
5.0
5.5
6.3
6.3
3.7
6.6
6.2
5.2
1.3
3.0
0.1
6.4
5.3
10.6
10.0
10.0
5.9
5.0
5.5

2011
5.5
2.0
5.5
5.4
7.6
3.2
4.2
4.8
5.2
3.8
13.5
18.7

Inflationa
2012b
3.8
0.5
3.0
4.3
4.3
1.7
1.5
3.1
4.6
3.0
12.0
9.3

2013c
4.1
1.4
3.8
5.0
6.8
2.5
6.5
4.1
3.5
3.1
8.0
8.0

Sources: ESCAP, based on national sources; and CEIC Data Company Limited. Data available from http://ceicdata.com (accessed on 30 March 2013).
a
b
c
d

Changes in consumer price index.
Estimates.
Forecasts (as of 30 March 2013).
GDP figures at market prices in United States dollars in 2011 (at 2000 prices) are used as weights to calculate the subregional growth rates.

In Brunei Darussalam, which has one of the highest
per capita incomes in the world, the economy grew
by 1.6% in 2012, down from 2.2% in 2011, due to
a drop in oil and gas output, together will a fall
in liquefied natural gas (LNG) production. However,
non-oil and gas sector growth rose by 4% in 2012,
driven mainly by expansion in government services,
the wholesale and retail trade, business services
and water transport. Under the national development
strategy, entitled “Vision 2035”, the Government
has increased spending on tertiary education, while
making a commitment to reducing the country’s high
level of energy intensity and exploring alternative
energy as a potential source of business and job
creation. Efforts to diversify the economy are also
ongoing.

remained high. Agricultural output also benefited
from increased government support to small-scale
rice farmers under a scheme to promote milled rice
as a key export commodity. The economy, however,
faces the challenge of diversifying and moving up
the value chain from low-wage garment production.
Recent protests over forcible displacements from
land concessions also highlight the need for the
development process to be more just and inclusive.
In Indonesia, strong and sizeable domestic demand
has helped the economy to weather the global
downturn more resiliently than most other regional
peers. The economy expanded at 6.2% in 2012,
after recording a 6.5% growth rate in 2011, the
fastest pace in 14 years. The contribution of private
consumption to quarterly GDP growth increased
steadily over the year, underpinned by a tight labour
market, stable inflation and thus consumer optimism.
The contribution of gross fixed capital formation was
also buoyant. The fixed investment-to-GDP ratio
continued its upward trend in 2012 as a result of
improved macroeconomic fundamentals, currently
about a quarter of GDP. In contrast, exports of
goods and services held back growth, especially in
the second half of 2012 when shipments declined.
On the supply side, a solid expansion in the services

Cambodia has sustained a high level of economic
growth, led by garment exports. Although the
economy has somewhat slowed since the global
financial crisis, it expanded by a robust 7.1% in
2011 and 7.3% in 2012. Growth of garment exports
slowed in 2012, after having accelerated in 2011
under the European Union’s special market access
scheme. However, other drivers of growth, including
tourism and construction, grew at a faster rate
in 2012, while credit growth to the private sector
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sector helped to offset softer manufacturing activities.
Employment growth, however, decelerated from 3.6%
in 2011 to 1.4% in 2012.
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The economy of Myanmar is expected to expand
by 6.3% in 2012, up from 5.5% in 2011.8 Natural
gas exports and higher investment in the energy
sector continued to fuel growth. The lifting of
sanctions by the European Union and the United
States following recent political reforms, together
with domestic economic reforms, is opening up
new opportunities for the economy, although large
infrastructure bottlenecks and skill gaps remain to
be addressed. The new foreign investment law
and special economic zones are expected to help
attract investment in labour-intensive manufacturing
activities. At the same time, the Government has
cut military spending to allow room for increased
education, health and infrastructure spending, while
expanding credit to the agricultural sector and rural
areas. An overarching challenge is to rapidly expand
electricity generation and supply; currently less than
20% of population has access to electricity.

The economy of the Lao People’s Democratic
Republic continued to expand rapidly, driven
largely by gold and copper mining and hydropower
investments. The economy grew by 8.3% in 2012,
at a similar pace to that in 2011. Economic growth
was also supported by the rising contribution of
garments and tourism, as well as a recovery in
agricultural production following the floods in 2011.
Public construction activities for the Asia-Europe
meetings held in November 2012 also made
contributions. More importantly, services such as
telecommunications have seen a steady increase
in recent years, in line with rising incomes and
growing domestic demand. In early 2013, the country
became the newest member of the World Trade
Organization. Just as important as gaining better
market access as a result of accession to WTO
is the provision of incentives for and the anchoring
of domestic reforms.

Following a weak 3.7% economic growth rate in
2011, the Philippine economy recorded a respectable
growth rate of 6.6% in 2012. The buoyant expansion
was led by domestic demand, although the export
of goods and services also appeared to hold
up reasonably well. Steady private consumption
was supported by historically low interest rates,
firm employment conditions and stable inflation.
Household incomes also benefited from largely
resilient remittance flows, but appreciating domestic
currency has somewhat reduced the value in
domestic currency terms. Gross fixed capital
formation increased rather solidly in line with the
improving investment climate. Public consumption
also stepped up, with a slightly higher share in
GDP in 2012 relative to the past several years.
Employment growth, however, decelerated from
2.4% in 2011 to 1.3% in 2012. Higher job creation
in the formal sector remains a key challenge for
inclusive growth.

In early 2013,
Lao People’s Democratic Republic
became the newest member of
the World Trade Organization
Despite its high trade exposure, Malaysia maintained a solid economic growth rate of 5.6% in
2012, up slightly from 5.1% in 2011. Domestic
demand expanded robustly, offsetting poor
export performance. Private consumption growth
accelerated on buoyant job markets, low inflation and
government initiatives, such as civil servant salary
hikes and one-off cash assistance to lower-income
households. Similarly, fixed investment growth surged
to a multi-year high pace on public infrastructure
spending and firm private investment benefiting from
the ongoing structural reform agenda to achieve
high-income country status by 2020 (Vision 2020). In
contrast, the export of goods and services decreased
from mid-2012, but much more modestly than the
magnitude recorded during the peak of the global
financial crisis in late 2008 and early 2009.

The economy of Singapore decelerated markedly
as a result of the waning global economy. Real
output growth dipped to 1.3% in 2012 from 5.2%
in 2011. On a sequential basis (quarter-on-quarter,
seasonally-adjusted), growth performance receded
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steadily over the year, with contractions recorded
in the second half of 2012. Exports of goods and
services account for more than 200% of Singapore’s
GDP so the economy is more vulnerable to external
demand shocks than its neighbours. As a result,
weakness in the export-oriented sectors fed quickly
into the rest of the economy. Private consumption
growth virtually paused in the third quarter of 2012.
This was also partly underpinned by a sluggish real
wage growth due to high inflation.

up social spending and capital investment, with a
view to develop the non-oil economy, create jobs and
reduce poverty. Despite significant efforts, persistant
poverty and large development gaps remain, and
there is currently no domestic production base
except subsistence farming and coffee, leaving the
country heavily dependent on imports.
Viet Nam’s economic growth rate decelerated further
to 5% in 2012, following rates of 5.9% in 2011 and
6.8% in 2010. Weak growth was partly cyclical,
resulting from the need to stabilize the economy
and curb inflation, but also partly structural, as side
effects of heavy investment-driven growth became
more visible in State enterprises and the banking
sector. Industrial activity was particularly weak at
the beginning of the year, but improved as the year
progressed. A bright spot in the economy was the
buoyant services sector, which continued to expand
at a rapid rate, with tourism, hotels and restaurants
growing more than 20% faster than in 2011. Continued
strong agricultural production also contributed to
growth. Although facing significant challenges in
stabilizing the economy and restructuring the financial
sector, the country possesses a dynamic workforce
and a relatively diversified economy.

The economy of Thailand exhibited a robust postflood recovery in 2012, with output growth rebounding
to 6.4% on reconstruction and revived business
activities. The severe floods had pushed growth down
to only 0.1% in 2011. There was a quick turnaround
of production in domestic-oriented sectors, such as
food and construction materials, but as production
capacity started to pick up in the middle of 2012, the
global environment sharply deteriorated and exports
dipped. Thus growth in 2012 was supported mainly
by domestic demand, especially private consumption.
In addition to favourable employment conditions,
consumer spending benefited from government
schemes, such as tax relief for first-car purchases,
higher minimum wage levels in key economic areas
and higher salaries for civil servants with university
degrees. The return of overseas tourists also contributed to the growth outcome. Replacement of
damaged production facilities helped to boost fixed
investment although weak export orders held back
investment growth somewhat.

Inflation softens as pressure from food
and fuel prices subsides
Inflation rates across the subregion softened in
2012 (see figure 2.14). In particular, food and fuel
inflation moderated, although still outpacing headline
inflation in most countries. This helped in lowering
inflation in Indonesia and the Philippines where,
despite strong domestic demand, average inflation
rates were comfortably within the central banks’
target ranges. In the case of the Philippines, food
prices trended upward in mid-2012 after a series of
typhoons and monsoon rain that led to some supply
disruptions, but downward adjustments to fuel prices
held back transport inflation. In Thailand, consumer
inflation moderated in 2012 as food inflation, which
reached nearly 8% in 2011 as a result of flood
damage, softened as agricultural production regained
its former position. Similarly, Cambodia and the Lao

Under the Timor-Leste Strategic
Development Plan, the Government
is rapidly scaling up social spending
and capital investment
In Timor-Leste, economic growth remained high
at about 10% in 2012, virtually on par with the
rate of 10.6% in 2011, fuelled by strong petroleum
revenues and increased government expenditures.
Cash transfers and infrastructure spending on
national electrification and road upgrades boosted
domestic demand. Under the Timor-Leste Strategic
Development Plan,9 the Government is rapidly scaling
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Figure 2.14. Inflation in South-East Asian economies, 2010-2012
20
18
16

Percentage

14
12
10
8
6
4

2009

2010

Viet Nam

Timor-Leste

Thailand

Singapore

Philippines

Myanmar

Malaysia

Lao People's
Democratic
Republic

Indonesia

Brunei
Darussalam

0

Cambodia

2

2011

Sources: ESCAP, based on national sources; and CEIC Data Company Limited. Available from http://ceicdata.com (accessed on 30 March 2013).
Note: Data for 2012 are estimates.

People’s Democratic Republic benefited from lower
food and fuel inflation.

government effort to rationalize fuel price subsidies
continued in 2012, with the price of premium petrol
having been adjusted upwards by about 11% in
September. However, the inflation impact has been
quite modest. The introduction of a goods and
services tax could push up inflation expectations.
In Indonesia, the price prospect is highly sensitive
to possible changes in administrative prices; for
instance, in the budget for 2013 a 15% increase
in electricity prices has been proposed.

In addition, labour market and wage policies could
affect inflation. In Thailand, inflation expectations
could rise as the application of higher minimum
wages is extended to all provinces in 2013. In
Malaysia, the nationwide introduction of minimum
wages in January 2013, and in July for smaller
business enterprises, could add to price pressures.
However, given the moderate core inflation in
these countries, the concern has been more on
the impact on employment rather than prices. In
Singapore, where inflation remains above-trend,
the Government’s efforts to enhance productivity
through tightening the inflow of foreign labour could
elevate labour costs, at least temporarily, and thus
core inflation. In the Lao People’s Democratic
Republic, it is expected that inflation will edge up
in 2013 due to an across-the-board increase in
public sector wages.

Inflation can also be induced by excessive liquidity
and high government spending. Inflation in Viet
Nam declined significantly from 18.7% in 2011
to 9.3% in 2012, under the Government’s effort
to stabilize the economy from the side effects of
earlier expansionary policies. However, inflation still
remained high in health services, education and
transport, leaving average households exposed to
large price increases. In Singapore, price pressures
have generally been fuelled by low global interest
rates that drove up domestic property prices. In
Timor-Leste, strong demand-side pressure from
rapidly rising government spending continued.

Another factor affecting inflation could be changed
in administrated prices and taxes. In Malaysia, a
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Active fiscal policy helps boost domestic
demand

In Indonesia, the minimum level of taxable income
was also raised to support consumer spending.

Fiscal policy remained accommodative across
the subregion, with several countries increasing
public outlays for infrastructure. In mid-2012, the
Government of Indonesia announced additional
capital spending of 0.3% of GDP mainly to enhance
lagging public infrastructure. The Government plans
to boost infrastructure spending by 15% in 2013,
although underspending has been observed in
previous years. Similarly, fiscal policy was stepped
up in the Philippines to sustain domestic demand
dynamism, with the increased spending primarily
concentrated on infrastructure projects. Initiatives
on private-public partnerships, which had earlier
exhibited slow progress, have benefited from
increased investor confidence. In Thailand, a largescale public investment plan for water management
contributed to fiscal policy support, although the
boosting impact could be lower than planned due
to slow disbursement of funds. In the Lao People’s
Democratic Republic, the Government established
a State accumulation fund to be used in the event
of natural disasters or major economic shocks. In
Myanmar, the Government plans to allocate more
spending on infrastructure, especially for expanding
electricity production and supply. In Timor-Leste,
where oil revenues allow for policy space, the
Government is investing heavily in infrastructure,
including electrification and road upgrades.

Fiscal policy was also aimed at supporting vulnerable
segments of society and enhancing basic social
services. In Malaysia, cash assistance was furnished
to low-income families and book vouchers to students.
In Singapore, schemes to support households are
focused on financial assistance to elderly and
disabled citizens, expanding health-care services
and helping low-income families, with such means
as pre-school subsidies and a larger endowment
fund. In Viet Nam, the Government raised its health
insurance subsidy for the poor from 50% to 70%
of the premium in June 2012, as part of its efforts
to achieve universal health care coverage by 2014.10
In Myanmar, the Government cut military spending
from 23.5% to 14.5% of total expenditure in fiscal
year 2012/13, while increasing social spending from
5.4% to 7.5%.
In addition to the above-mentioned demand-boosting
measures, higher-income countries had greater policy
space to accommodate medium-term development
strategies. For instance, the Government of Malaysia
announced in July 2012 a new strategic fund to
facilitate technology acquisition by local firms and
fiscal incentives that help Malaysian companies
to acquire foreign companies to gain frontier
technology. In Singapore, small and medium-sized
enterprises benefited from a cash grant and training
programme as well as financial incentives for firms
to enhance productivity and innovation efforts. In
Brunei Darussalam, the $5.2 billion budget approved
in March 2012 prioritized improved human resources
and government services, in line with the country’s
plan to further diversify its economy.

For infrastructure development in
the Philippines, private-public
partnerships have benefited from
increased investor confidence
Fiscal policy was also aimed at boosting domestic consumption. In Thailand, the Government
temporarily waived excise taxes for first-car
purchases, introduced higher minimum wages
nationwide and raised salaries for civil servants
with university degrees. To help the business sector
cope with rising labour costs, however, the corporate
income tax rate was reduced from 30% to 23%
in July 2012, and further to 20% in January 2013.

More active fiscal policy in 2012 resulted in
manageable increases in deficit in 2012 in countries
such as the Philippines and Thailand (see figure
2.15). In Indonesia, subsidies on fuel and electricity
exceeded their target and contributed to a larger
budget deficit. To finance the development
expenditures, the Philippines is focusing on widening
the tax base and efficient expenditure management. In
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Figure 2.15. Budget balance in selected South-East Asian economies, 2010-2012
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Malaysia, the focus is on efficient revenue collection
and value for money for spending programmes.

2.75% in October 2012 as the global economic
slowdown deepened. The Indonesian central bank
resumed policy interest rate cuts in late 2011 and
early 2012 but has since left it unchanged amid
strong domestic demand; still, the level of 5.75% as
of February 2013 is lower than the trough recorded
during the peak of the global crisis. Unlike most
peers in the subregion, Malaysia left unchanged
its policy interest rate since May 2011 on resilient
domestic demand, but the current level of 3% is
still lower than the pre-crisis level of 3.5%.

Domestic resource mobilization remains a particular
challenge for low-income countries. Despite a
reduction in fiscal deficit in 2012, Cambodia’s overall
tax-to-GDP ratio has remained at about 10-11%
of GDP since 2008. To address this issue, the
Government introduced a new strategy for revenue
mobilization. The Lao People’s Democratic Republic
has been more successful in raising the tax-to-GDP
ratio, with non-natural resources-based revenue
increasing with the introduction of value added
taxes in 2010. In Myanmar, as part of the country’s
ongoing economic reforms, the Government plans
to simplify the commercial tax on domestic sales
and enhance tax administration and capacity.

Low interest rates translated into a double-digit growth
in consumer and business loans in Indonesia and
the Philippines. While the banking sector remained
generally healthy, the central banks used various
macroprudential measures to ensure financial stability.
In the Philippines, the central bank redefined real
estate activities to lessen the bank’s exposure to
the sector. In Indonesia, a more stringent rule on
down payments was announced in mid-2012 to
slow credit growth for the purchase of housing
and automobiles. Similarly in Malaysia, asset price
build-ups in certain sectors have been dealt with
by using macroprudential measures rather than
changes in the policy rate.

Monetary policy supports growth while
curbing short-term inflows
Monetary policy was supportive of economic growth
across the subregion in the light of the heightened
global economic uncertainty. In particular, policy
interest rates were at historically low levels. The
Philippines central bank cut the overnight rate four
times in 2012 to a record low level of 3.5%. In
Thailand, the policy interest rate was lowered to
support the recovery from a sharp, flood-related
economic downturn and was further reduced to

At the same time, countries remained vigilant to
the impact of liquidity injections in the advanced
economies, in particular the pressure on exchange
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supervision and regulation of the financial sector
have become more important. In Cambodia, the
monetary authority raised the reserve requirement
for banks and made a commitment to safeguarding
the health of the banking system by strengthening
supervisory capacity and strictly enforcing prudential
regulations. In Myanmar, monetary policy is largely
in its early stages of development, and financial
intermediation remains weak. However, the financial
sector is being gradually modernized, starting with
partial liberalization of the deposit rate and the
relaxing of some restrictions on private banks. In
Timor-Leste, credit to the private sector has risen but
remains low at only 13% of non-oil GDP, reflecting
the lack of collateral, weak contract enforcement
and the limited number of banks.

rates and asset prices. In this regard, low interest
rates helped not only to sustain the growth of bank
loans but also to slow potential capital inflows.
Other policy measures included limiting currency
forwards, imposing capital controls and promoting
capital outflows. For instance, the Philippines
central bank announced limits on banks’ currency
forward positions and banned the overseas funds
for special deposit accounts. Thailand lifted the limit
on individuals making direct investments abroad, but
this action has raised concern that long-term funds
are being traded for short-term funds, making the
country more vulnerable to a sharp capital reversal.
In the case of Singapore and Viet Nam, monetary
policy remained tight in order to curb inflationary
pressures. Singapore’s exchange rate-based
monetary policy tightened, with the pace of
appreciation increasing to restrain imported inflation.
At the same time, macroprudential measures were
augmented to cool down an increase in property
prices, which amounted to more than 50% between
2009 and 2012. Viet Nam also maintained a
generally tight monetary stance, but some of the
earlier stabilization measures were relaxed, with the
refinance and discount rates falling to 10% and 8%
respectively by July 2012, from 15% and 13% at
the end of 2011. In Viet Nam, vulnerabilities in the
banking sector have emerged as a major concern.
In March 2012, the Government approved a plan to
buy non-performing assets from commercial banks.
According to the central bank, bad debt ratios had
increased from 3.1% of loans at the end of 2011
to 8.8% in September 2012. A National Assembly
report in September noted that up to 300 trillion
dong ($1 = 20,855 dong in September) would have
to be injected into the struggling financial sector. In
a government directive approved in February 2013
said that bad debt should be cut to below 3% of
loans by 2015.

Current account surpluses narrow but FDI
and remittances remain strong; portfolio
flows volatile
Balance of payments in general remained favourable,
although the impact of weakening external demand
certainly was felt in the export-oriented economies
of the subregion. In Singapore, a contraction in
the momentum in respect of the export of goods
became more visible in mid-2012. Merchandise
imports also decelerated but less quickly, thus
trimming the current account balance from 21.9%
of GDP in 2011 to 18.6% in 2012. In Malaysia,
while the export of goods slowed, import growth
was relatively more resilient in 2012 primarily on a
surge in fixed investment and continued inventory
accumulation. The country’s current account surplus
was trimmed from 11% of GDP in 2011 to 6.4% in
2012 (see figure 2.16). Thailand’s export performance
gradually improved on restored export-oriented
production capacity, but it was still constrained
by weak export orders. Total merchandise exports
expanded modestly by 5% in 2012, partly on
the low base effects. While automobile exports
advanced solidly, shipments of electronics and
electrical products fell markedly. Agricultural exports
also dipped, reflecting the lower exports of rice
and generally less supportive prices.

In the lower income countries, monetary policy
continued to rely largely on regulation-based
instruments. With the rapid growth of domestic credit
and the opening of stock exchanges in Cambodia
and the Lao People’s Democratic Republic, enhanced
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Figure 2.16. Current account balance in selected South-East Asian economies, 2010-2012
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a marked increase in anticipation that the country’s
sovereign rating would secure investment grade status
in the coming quarters. In Thailand, inflows picked
up somewhat after the 2011 floods and remained
largely stable afterwards. In Malaysia, inflows in
2012 were on par with the past trend, although
not as strong as that in 2011. In Singapore, in line
with dull export performance and orders, inflows
appeared to slow. In Viet Nam, inflows in 2012
were 15.3% below 2011 levels.12 The government
is reviewing ways to modernize the management of
foreign investment inflows as part of its efforts to
shift focus from quantity to the quality of investment.

After the start of 2013, the Thai baht
appreciated sharply, partly because of
increased capital inflows
into short-term securities
In Viet Nam, a small trade surplus was recorded
in 2012, with export growth accelerating despite the
United States and the European Union being the
country’s leading export markets. In the Philippines,
trade deficits narrowed on a rebound in overall
exports. However, shipments of electronics items,
which account for more than 40% of total exports,
continued to decline at a double-digit rate for several
months. Indonesia’s current account balance turned
into deficit in late 2011 and further weakened in
2012 on healthy domestic demand and subdued
exports. Increased fuel imports also contributed to
that situation.11 To cope with lacklustre shipments,
the Government announced measures, such as an
effort to stabilise the rupiah currency and ensure
access to trade finance.

Net portfolio flows exhibited a more mixed picture.
In Singapore, net portfolio flows remained volatile,
reflecting global swings in sentiment, but they did
not substantially deviate from the past trend. In
Indonesia, portfolio inflows were rather stable, even
after quantitative easing. Portfolio inflows were
strong in the Philippines throughout 2012 while they
trended upwards in the third quarter in the case
of Malaysia and Thailand.

At the same time, foreign direct investment into the
subregion generally remained strong. In Indonesia,
inflows of FDI continued to strengthen because
of the country’s dynamic investment climate and
growth potential. In the Philippines, inflows enjoyed

Currencies of Malaysia, the Philippines, Singapore
and Thailand strengthened through the second half
of 2012 on the back of strong capital inflows. For
the full year, the Philippines peso gained the most,
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by some 7%. After the start of 2013, the Thai
baht appreciated sharply, by nearly 3% in January
alone. In both countries, increased capital inflows
into short-term securities were a major factor, as
reflected in record stock market performance. In
the case of Thailand, where Japanese investment
is dominant, the yen’s depreciation also served to
strengthen the baht as businesses were expected
to benefit from cheaper capital imports from Japan.
Bucking the trend, the Indonesian rupiah depreciated
by some 8% in 2012, amid concerns over the
current account deficit and the relatively shallow
foreign exchange market.

2012, owing to lower petroleum revenue and rising
imports, which have more than doubled since 2010.
In Brunei Darussalam, exports continued to be driven
by oil and gas, but non-oil and gas exports have
seen a mild increase since 2011. Foreign direct
investment is concentrated mostly in mining and
quarrying activities, although the share of inflows
into the wholesale and retail sector has increased
sharply since 2010.

Future outlook and policy challenges
Countries in South-East Asia are expected to maintain
high economic growth rates in 2013. Domestic
demand is expected to remain robust despite a
slight pick-up in inflation while the external sector
is set to benefit from a modest improvement in
global trade compared with the situation in 2012.

Meanwhile, remittances continued to provide an
important source of income from abroad. Remittance
inflows to the Philippines proved rather resilient
with modest growth, despite a fragile recovery in
the United States, the key destination for Philippine
overseas workers. In Viet Nam, remittance inflows
in 2012 increased by more than 10% compared
with 2011, that is, to more than $10 billion.

In addition to country-specific
circumstances, an important
determinant in the outlook for the
subregion will be the creation of the
ASEAN Economic Community

In the least developed countries, a pattern continued:
that of high current account deficit financed by
foreign direct investment and official loans. In
Cambodia, the trade deficit widened in 2012, as
garment exports slowed while strong investmentrelated imports continued. The current account
deficit edged up to 10% of GDP in 2012. In the
Lao People’s Democratic Republic, exports continued
to benefit from high global prices of copper and
gold. Foreign direct investment increased sharply,
mainly for hydropower projects, covering a substantial
portion of the current account deficit, which remained
high at nearly 22% of GDP in 2012. In Myanmar,
commodity exports and foreign investment in the
energy sector have increased in recent years. The
current account deficit edged up to 4% of GDP in
2012. To set the stage for broad-based economic
development, the Government unified the exchange
rate in 2012 and replaced the official peg with a
managed float.

Indonesia’s economy is projected to enjoy a robust
growth of 6.6% in 2013. Domestic demand should
continue to be the main growth driver, as exports
will likely remain sluggish. In addition to uncertainty
in advanced economies, the extent of China’s
slowdown and its implications for demand and the
price of Indonesia’s commodity exports are important
issues. Managing the volatility of capital flow will be
another important factor, given the sizeable portion
of local currency debt held by foreign investors.
Output growth in the Philippines is projected to
remain high at 6.2% in 2013, driven by strong
private consumption. Poor global demand, including a
slowdown in major trading partners such as China,
could impede economic expansion, however. Speedy
growth could materialize if progress on the publicprivate partnership initiative gains more momentum,
helped by the upgrade of the country’s rating to
investment grade status in March. The Government
plans to raise infrastructure spending to 5% of GDP
by 2016 from 2% in 2012.

In Timor-Leste, the current account surplus fell
from 55% of GDP in 2011 to about 43.5% in
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Thailand’s economy is projected to grow by 5.3%
in 2013. Private consumption should remain strong,
supported by higher wages and modest inflation,
although fiscal schemes, such as waived excise tax
for first-car purchases, have expired. The economywide adjustments to a higher-wage environment could
affect growth performance, especially among small
and medium-sized enterprises. The outlook will also
depend on how speedily the public investment plan
on water management moves forward. Malaysia’s
output growth is projected to slow slightly to 5% in
2013. The introduction of minimum wages, higher
remuneration for civil servants, modest inflation and
government schemes to support household incomes
should continue to propel consumer confidence and
spending. Impressive, above-trend fixed investment
growth recorded in 2012 could be sustained
depending on the progress made on the reform
agenda. Singapore’s output growth is projected
to pick up to 3% in 2013, partly on a low base.
Although the global information technology industry
is not anticipated to rebound forcefully, Singapore
is set to gain from generally revived global trade
in 2013. Domestic-oriented activities, such as the
construction sector, are likely to be major growth
drivers, supported by negative real interest rates.

CHAPTER 2

reforms is felt and infrastructure investment increases,
albeit gradually. Timor-Leste’s output growth is also
expected to remain high at 10%, on the back of
increased public outlays financed by oil revenue.
Brunei Darussalam’s output growth is expected
to slow to 1.5%, as adjustments take place in its
petroleum sector.
In addition to country-specific circumstances,
an important determinant in the outlook for the
subregion will be the creation of the ASEAN
Economic Community (AEC), a single market and
production base, by 2015. Under the AEC framework,
progress is being made in tariff reductions, rules
of origin and customs procedures, as well as in
services liberalization in priority sectors, namely
telecommunications, financial and professional
business services. As highlighted in box 2.5, however,
a key challenge will be to narrow the socioeconomic
gaps remaining between the more developed and
less developed members of ASEAN, particularly in
the area of human capital, to ensure that the less
developed members are also able to participate
more actively in the regional production networks.
Compared with the strong economic performance
of the subregion, employment growth has lagged
behind, while vulnerable employment and youth
unemployment remain persistently high. The
encouraging news is that countries have begun to
introduce and expand the coverage of social safety
nets, such as health care and pension schemes.

Viet Nam’s economy is expected to regain its
momentum in the second half of 2013, resulting
in a slight acceleration in output growth to 5.5%
in 2013. Much will depend on restoring confidence
in the economy through keeping inflation in check,
addressing vulnerabilities in the banking sector and
restructuring less efficient State enterprises, as
emphasized in the government directive approved in
February 2013. Cambodia’s output growth is expected
to remain high at 7% in 2013, on the back of a
recovery in garment exports and continued growth
in key sectors, including agriculture, tourism and
construction. The Lao People’s Democratic Republic
is also expected to maintain high growth of 8.1% in
2013, supported by strong mining and hydropower
exports as well as increased foreign investment
in the light of its accession to WTO. Myanmar is
expected to achieve a high economic growth rate
of 6.3% in 2013, as the impact of recent economic

In Indonesia, the Government has
laid out eight priorities for sustainable
growth, with green jobs as an
overarching theme
In Indonesia and the Philippines, where the labour
force is growing rapidly, employment growth slowed to
1.4% and 1.3% respectively in 2012, compared with
3.6% and 2.4% in 2011. The quality of employment
is also a major concern. Informal employment as a
share of non-agricultural employment was as high
as 72.5% in Indonesia, 70.1% in the Philippines
and 68.2% in Viet Nam, the three most populous
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Box 2.5. Is human capital converging within ASEAN?
As the Association of Southeast Asian Nations (ASEAN) moves towards the formation of an economic community in 2015, an
important concern is the wide socioeconomic gaps remaining between its more developed members, namely Brunei Darussalam,
Indonesia, Malaysia, the Philippines, Singapore and Thailand (ASEAN-6), and less developed members, namely Cambodia, the
Lao Peoples’ Democratic Republic, Myanmar and Viet Nam (CLMV). Despite significant income convergence that has taken
place since the 1990s, convergence has been arguably slower in education, health and other measures of human development.
In particular, educational gaps are wide. Figure A shows that the literacy rate is significantly lower in Cambodia and the Lao
Peoples’ Democratic Republic, at less than 75%. Public spending on education is lower in CLMV, particularly in Myanmar where
it accounts for less than 1% of GDP. There is significant variation, however; Viet Nam spends more than 5%, the highest share
only next to Malaysia.
A wide gap also exists in the average years of schooling. In fact, figure B shows that the gap today is wider than it was 50
years ago, not least due to a significant divergence in secondary education during the 1980s. As a result, an average worker
in a CLMV country today would have 5.5 years of schooling compared with 8.4 years for his counterpart in ASEAN-6. Such
a gap of three years could have a negative impact not only on the economic integration of ASEAN but also on its social and
cultural harmonization.
In addition, the quality of education tends to vary, with students in some cases completing primary education without having
acquired even basic literacy and numeracy skills. Given that teacher competence tends to be closely associated with student
performance, the period of pre-service training required for new teachers ranges from two years in Cambodia to five years

Figure A. Literacy rate and public spending on education as a percentage of GDP
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Box 2.5. (continued)
Figure B. Average years of schooling, ASEAN-6 and CLMV countries, 1960-2010
9
8
7
6
5
4
3
2
1
0
1960

1965

1970

1975

1980

1985

1990

1995

2000

2005

2010

Total schooling, ASEAN-6 and CLMV gaps
Primary education, ASEAN-6
Secondary education, ASEAN-6
Primary education, CLMV
Secondary education, CLMV
Source: World Bank Education Statistics database (Edstats).

in Thailand for primary and lower secondary education (UNESCO and UNICEF, 2012). The pupil-to-teacher ratio in CLMV
countries is almost twice as high as that in ASEAN-6 countries for primary schools, while the pupil-to-book ratio in key subject
areas also tends to be higher in the CLMV countries.

Investing in education
As highlighted by ESCAP (2001), human capital was a key factor in the “East Asian miracle”. Even in the 1960s when most
countries were at similar stages of economic development, countries such as Malaysia, the Republic of Korea and Thailand
achieved higher literacy rates and spent a higher portion of their incomes on education, compared with South Asian countries
and the least developed countries in the region.
In order for CLMV countries to fully benefit from the ASEAN Economic Community in 2015, the focus on education needs
to be enhanced. In particular, CLMV countries would be able to participate more actively in the regional production networks
with a skilled labour force. Employer surveys often cite the shortage of skilled labour as a major constraint. Studies also show
that education is an important factor in determining labour productivity. Figure C shows that labour productivity, as measured
by GDP per person employed, grew faster in Viet Nam than in Cambodia since 1985. This seems to be consistent with the
higher educational spending of Viet Nam (see figure A).
Given the budgetary constraints in the CLMV countries, more developed ASEAN-6 could introduce or scale up financial and
technical assistance to the CLMV countries in the areas of education and training. Currently, some ASEAN-6 countries operate
individual programmes, but a more systematic approach could also be considered; for instance, setting up an “ASEAN education
fund”.
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Box 2.5. (continued)
Figure C. GDP per person employed, 1985-2011 (Constant 1990 purchasing power parity dollars, with 1985 as base year)
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In addition, given the shortage of well-trained teachers in CLMV countries, an ASEAN-wide volunteer teaching programme
could enable young, qualified teachers from ASEAN-6 countries be seconded to primary and secondary schools in the CLMV
countries for a given period, during which the sending Governments would pay for the salaries of those teachers.
countries in South-East Asia (ILO, 2012b). The youth
unemployment rate stood at 19.1% in Indonesia and
17% in the Philippines, substantially higher than the
average unemployment rate. At the same time, as
many as one in four youth were neither in education
nor employment in Indonesia and the Philippines,
with the share much higher among young women
in the case of Indonesia.

Countries are making progress, however. Thailand
established a universal health-care scheme in 2002,
and introduced pensions for the informal sector in
2011. In the Philippines, the share of the population
covered by the Government-owned health insurer
increased from 62% in 2010 to 85% in 2012.
Indonesia passed legislation in 2011 to make
health insurance universal in 2014. Both Indonesia
and the Philippines have conditional cash transfer
programmes for poor families. Viet Nam introduced
an unemployment insurance scheme in 2009, and
decided in 2012 to extend social security to half the
labour force by 2020. Cambodia launched a national
social protection strategy in 2011 to consolidate
existing disparate schemes into a streamlined system
for delivering services.

The low level of social safety nets is a related
challenge. According to an ILO report,13 public social
security expenditure, including health expenditure, as
a percentage of GDP was 8.4% for the world on
average and 5.3% for Asia and the Pacific. The
comparable figures for countries in South-East Asia
were generally below the regional average: 2.4%
in Cambodia; 2.3% in Indonesia; 1.3% in the Lao
People’s Democratic Republic; 6.5% in Malaysia;
3.2% in the Philippines; 1.5% in Singapore; 4.7%
in Thailand; and 4.9% in Viet Nam.14

At the same time, environmental sustainability
has received greater attention. Malaysia adopted
its National Green Technology Policy to improve
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energy efficiency and environmental conservation and
promote the use of technology. The Government is
furnishing a 2% interest subsidy and 60% guarantee
to eligible companies. Carbon footprint labels and
green procurement are also being emphasized.
To monitor the impact, indicators, such as the
number of green jobs, the contribution of green
businesses to GDP, GHG emission by strategic
sectors and spending on green technology research
and development, will be used.

is typically measured by the share of export earnings
of the top single commodity (or top three commodities) in
total exports. The first group comprises energy exporters,
namely Azerbaijan, Kazakhstan, the Russian Federation,
Turkmenistan and Uzbekistan. In these countries,
energy-related products are the single most important
category of their exports. The other group consists of
metal and mineral exporters, namely Armenia, Georgia,
Kyrgyzstan and Tajikistan. The main exports of these
economies are, for example, gold, aluminium and copper.

In Indonesia, the Government has laid out eight
priorities for sustainable growth, with green jobs
as an overarching theme: renewable energy; low
carbon transport; energy efficient buildings; clean
technology; improved waste management; improved
freshwater provision; sustainable agriculture and
forest management; and sustainable fisheries. The
finance ministry has identified economic instruments,
such as environmental tax and green budgeting,
while the central bank has included environmental
performance in bank credit policy.
The Government of Thailand in December 2012
approved a plan to change the automobile tax
structure so that it is based on carbon emissions
rather than engine size.15 Brunei Darussalam
commissioned its first photovoltaic solar power plant
in 2012 and is actively exploring alternative energy
as a new avenue for expertise and skills which can
be tapped into by businesses. These are part of
the Government’s strategy to move away from the
current high rate of per capita energy consumption
and reduce energy intensity by 45% by 2035.

4

See UNDESA (2013) for an assessment of the economic
effects of the Russian Federation’s accession to WTO.

5

Data for 2012 are on a calendar year basis. Afghanistan
changed its fiscal year during 2012. Previously the fiscal
year ran from 22 March to 21 March of the following
year. Fiscal year 2012 as the transition year will contain
only 9 months (21 March – 21 December). From
2013, the fiscal year will start from 22 December of the
previous year to 21 December of the current year. For
all practical purposes, from 2013, data on Afghanistan
will be on a calendar year basis. This move is expected
to facilitate development budget implementation by
moving the last quarter during which most expenditure
takes place to one with more conducive weather conditions.

6

For details, see Graham Bowley, “Potential for a
mining boom splits factions in Afghanistan”, New York
Times, 8 September 2012.

7

The budget deficit for 2012, excluding debt consolidation
of power and food areas, works out at 5.5% of GDP.
Moreover, Pakistan did not receive approximately $1.2
billion inform the Coalition Support Fund during fiscal
year 2011/12 (although funds were received in August
2012); this had an effect on both external receipts as
well as on the budget.

8

The figures are for fiscal years starting in April; an
acceleration to 6.3% in fiscal year 2012/13, from 5.5%
in fiscal year 2011/12.

9

Available from www.tls.searo.who.int/LinkFiles/Home_
NATIONAL_STRATEGIC_DEVELOPMENT_PLAN_
2011-2030.pdf.

10

“People close to poverty need help to buy health
insurance”, Viet Nam News, 29 October 2012.
Available from http://vietnamnews.vnagency.com.vn/
social-issues/232045/people-close-to-poverty-needhelp-to-buy-health-insurance.html.

11

See Francezka Nangoy and ID/Wahyu Sudoyo,
“Indonesia’s 2012 current account deficit at $21.5 b:
Minister”, Jakarta Globe, 8 January 2013. Available

Endnotes
1

For further information on these, see China Daily, “China
to reform income distribution”, 5 February 2013. Available
from http://english.people.com.cn/90778/8122934.html.

2

Available from www.env.go.jp/en/focus/docs/files/
20120427-01_01.pdf.

3

The economies in North and Central Asia can be
broadly classified into two groups based on the type
of commodity dependence of their external sectors, which
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from www.thejakartaglobe.com/economy/indonesias2012-current-account-deficit-at-215b-minister/564960
#Scene_1.
12

FDI figures for Viet Nam can differ quite significantly
depending on the source: official, UNCTAD or IMF.
The cited figure is from the Ministry of Planning and
Investment.

13

See ILO (2010c).

14

Public health spending is low in Thailand despite the
universal health-care scheme because of low payments
to hospitals, among other factors.

15

For details, see “Emissions-based car tax approved:
range of 100g or less will be tax-free”, Bangkok Post,
19 December 2012. Available from www.bangkokpost.
com/business/economics/326858/.
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