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The main challenge today is… resolving long-term
development tasks, and whether we can continue a policy
that will pull the global economy out of stagnation and
uncertainty and set it on a steady growth track.
Vladimir Putin,

President of the Russian Federation

Macroeconomic policies in successful developing countries primarily
focused on economic growth, subject to the constraint that inflation
remained tolerable and that the balance of payments remained
manageable. However, the breakdown of the Bretton Woods
system of fixed exchange rates and the oil price shocks in the
1970s and the subsequent debt crisis in Latin America provoked a
shift in macroeconomic policy and the role of the State in which
managing public finances and keeping inflation under check were
considered both a necessary and sufficient condition for growth and
for achieving poverty reduction. However, this has led to neglect of
the developmental role of macroeconomic policies.
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There is clear recognition of the critical role of
forward-looking macroeconomic policies in achieving
inclusive and sustainable development, as well as
the Millennium Development Goals, as contained
in the outcome document of the United Nations
Conference on Sustainable Development, entitled
“The future we want”,1 and that of the high level
plenary meeting of the General Assembly on the
Millennium Development Goals.2 The report of the
Secretary-General, entitled “Keeping the promise: a
forward-looking review to promote an agreed action
agenda to achieve the Millennium Development Goals
by 2015”,3 furnishes guidelines for forward-looking
macroeconomic policies. The reiteration of the basic
objectives of macroeconomic policies and their design
was necessitated by the three decades of neglect of
the developmental role of macroeconomic policies.
It had been assumed that macroeconomic stability
in the sense of very low inflation (usually less than
5% in developing countries) and low budget deficits
(usually less than 3%) was both a necessary and
sufficient condition for growth, and that “growth is
good” for achieving poverty reduction and other
developmental goals. This trickle down approach with
a single instrument (policy interest rate) to achieve
more than one goal violates the basic policy rule,
that is, there should be at least as many independent
instruments as there are targets, as enunciated by
Nobel Laureate Jan Tinbergen. Interestingly, according
to the Chief Economist of the IMF, Olivier Blanchard,
this would require a “divine coincidence”.4

ensure resilient, inclusive and sustainable development
in the Asia-Pacific region.

The present chapter provides a brief review of
shifts in the macroeconomic policy paradigm. It is
followed by a critical evaluation of the conventional
macroeconomic policy framework vis-à-vis key features
of a forward-looking macroeconomic policy framework
that balances the stabilization and developmental
roles of macroeconomic policies. This discussion is
buttressed with examples from successful countries
in Asia and the Pacific which pursued a wide array
of macroeconomic policies in delivering broad-based
growth and development outcomes with positive
implications for employment and poverty reduction.
The final section of this chapter contains a discussion
of key areas that need greater public investment to

In successful developing countries, the primary focus
of macroeconomic policies was on economic growth,
subject to the constraint that inflation remained
tolerable and that the balance of payments (current
account) remained manageable. Such an approach
enabled fiscal policy to accommodate large-scale
government investment in both the physical and
social infrastructure needed for a “big push” to
break out from a “low-level equilibrium trap” or a
vicious circle of poverty. Monetary and financial
policies were calibrated to promote agriculture and
small and medium sized enterprises (SMEs) and
other priority sectors, through directed credits at
subsidized rates. The exchange rate was used to

SHIFTS IN THE MACROECONOMIC POLICY
PARADIGM
Macroeconomic policies following the Second World
War were focused on both economic growth and
stability. For example, in the IMF Articles of Agreement
it is stated that each member shall “endeavor to
direct its economic and financial policies toward
the objective of fostering orderly economic growth
with reasonable price stability, with due regard to
its circumstances”.5
Macroeconomic policies that evolved in industrialized
countries in the post-war era were aimed primarily
at achieving internal and external balance. While
internal balance was defined as full employment
and price stability, external balance was defined in
terms of “equilibrium” in the current account of the
balance of payments. The maintenance of internal
and external balance was believed to be conducive
to economic growth.

The primary focus of macroeconomic
policies was on growth subject to
the constraint that inflation remained
tolerable and the balance of payments
remained manageable
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accelerate structural change and to promote exports
so that the current account remained sustainable,
and in a good number of cases, was in surplus.
The closed or managed capital account not only
prevented banking and financial crises but also
helped widen policy space. These fiscal, monetary
and exchange rate policies were supplemented by
domestic savings, investment, wage, industrial and
other sectoral policies aimed at enhancing the
developmental role of macroeconomic policies.

CHAPTER 3

is substantially faster than the population growth
rates – typically about 1 percent a year – that
the now developed countries had to contend
with during the period of their industrialization.7
Economic conditions became difficult in the 1970s
for both industrialized and developing countries with
the breakdown of the Bretton Woods system of fixed
exchange rates and the oil price shocks that occurred
in that decade. For the first time industrialized
countries faced “stagflation”, characterized by the
co-existence of high unemployment and high inflation.
Developing countries, which borrowed recycled petrodollars8 from commercial banks, faced debt crises in
the 1980s when interest rates were raised sharply
in the United States and the United Kingdom to
control inflation. Only a few economies, most of
them in East and North-East Asia, continued to grow
rapidly despite high inflation and steep import bills.

Macroeconomics following the Second World War
supported the “golden age”, a period of high
economic growth and price stability that lasted
for nearly three decades until the commodity and
oil price shocks of the 1970s. In industrialized
countries, active expansionary macroeconomic
management delivered rapid reconstruction and
prosperity underpinned by full employment and low
inflation. Developing countries as a group experienced
impressive economic growth and structural change
in their economies. Industry was the fastest-growing
sector, resulting in a rapid rise in its share in GDP
in “virtually all the developing economies”, according
to the first World Development Report 1978 of the
World Bank report.6 In reviewing the performance of
developing countries over a 25-year period (19501975), it was noted in the same publication that:

The developments in the 1970s and
1980s led to the abandonment of
the principle of balancing growth, full
employment and price stability
The developments in the 1970s and 1980s provoked
a shift in macroeconomic policy and the role of the
State. Internal balance came to be confined to price
stability, and full employment was no longer an
integral part of the macroeconomic policy objective
in the belief that once price stability is achieved
the market would achieve full employment, as long
as the labour market is fully flexible, and all else
including growth would follow.

The developing countries have grown
impressively over the past twenty-five years:
income per person has increased by almost
3 percent a year, with the annual growth rate
accelerating from about 2 percent in the 1950s
to 3.4 percent in the 1960s…. Moreover, it
compares extremely favourably with growth
rates achieved by the now developed countries
over the period of their industrialization: income
per person grew by less than 2 percent a year
in most of the industrialized nations of the
West over the 100 years of industrialization....
The progress made by developing countries
is more impressive considering that their
populations have been growing at historically
unprecedented rates. During 1950-75, their total
population increased at 2.4 percent a year. This

The paradigm shift led not only to the de facto
abandonment of the principle of balancing growth,
full employment and price stability that was
enshrined in the Charter of the United Nations and
the IMF Articles of Agreement but also to a very
narrow definition of price stability – less than 3%
for industrialized countries and less than 5% for
developing countries. Furthermore, such quantitative
targets attained the status of virtually a universal
law applicable to all countries at all times,9 thus
contradicting the IMF Articles of Agreement which
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required “reasonable price stability” with due regard
to country-specific circumstances.

of the affected countries and limited targeted
improvements in social indicators.

While monetary and exchange rate policies were
geared to achieve low inflation and a balance
of payments target assumed to be sustainable,
fiscal policy was stripped of its developmental and
redistributive roles. Low budget deficits or primary
surpluses were regarded as essential for keeping
inflation low and the balance of payments sustainable.
Therefore, Governments were advised to cut their
expenditure without due regard to the composition
of such expenditure. It did not matter if cuts in
public expenditure meant a reduction in physical
and social infrastructure, as it was assumed that the
gaps would be filled by the private sector. In fact,
as noted in the joint World Bank-IMF Development
Committee interim report for 2006, the balance
was indeed achieved by cutting public investment:
“The evidence from countries that stabilized their
economies by reducing their deficits indicates that
countries often did so by cutting public capital
formation significantly, despite its potential negative
impact on growth and poverty reduction”.10

It is also acknowledged in the report that fiscal
analysis and policy, which focus on overall fiscal
balance and gross public debt, may have unduly
constrained the ability of countries to take advantage
of increased opportunities to finance high-quality
infrastructure projects. The agricultural sector suffered
the most from declines in public investment, as public
spending in agriculture plummeted across developing
countries.12 For example, in Africa, public spending
on agriculture fell from 6.4% of total public spending
in 1980 to 5% in 2004; in Asia, it fell from 14.8%
to 7.4%, while in Latin America it declined from
8% to 2.7% of total public spending.

Advice on tax policy by international
financial institutions diminished the
distributive role of fiscal policy and
reduced fiscal space
In addition to cuts in expenditure, Governments
were advised to remove trade taxes to accelerate
globalization and reform their tax structure by
reducing direct (income and corporate) taxes to
encourage the private sector. They were encouraged
by international financial institutions and development
partners to do so by engaging them in a “beauty
contest of good governance indicators”, according to
which a country receives a low rank if its corporate
taxes are high. Low corporate taxes were expected
to encourage the private sector to fill the gap left
by the retreat of the Government. In this context,
it is important to keep in mind that many countries
have gone out of their way to attract foreign
direct investment (FDI) by providing subsidies and
incentives. The introduction of indirect taxes, such
as a value added tax – as is often advised by
international financial institutions – was supposed
to more than offset any reduction in revenue from
cuts in corporate and trade taxes. But in reality,
revenue to GDP ratio did not rise in most cases.
This policy advice not only affected the progressivity
of the tax structure and diminished fiscal policy’s
distributive role, but also reduced governments’ fiscal

Unfortunately, the expectation that private investment
would fill the gap created by cuts in public investment
did not materialize. The precipitous declines in
public investment since the early 1980s in both
Latin America and Africa, the two regions which
experienced growth slowdowns, were unmatched
by commensurate increases in private infrastructure
investment. In reviewing the situation, the following
comment was made in an IMF report prepared in
consultation with the World Bank and the InterAmerican Development Bank:11
The share of public investment in GDP,
and especially the share of infrastructure
investment, has declined during the last three
decades in a number of countries, particularly
in Latin America. Since the private sector
has not increased infrastructure investment as
hoped for, significant infrastructure gaps have
emerged in several countries. These gaps
have adversely affected the growth potential
140

DEVELOPMENTAL MACROECONOMICS: THE CRITICAL ROLE OF PUBLIC EXPENDITURE
space to enable them to finance public investment
and provide basic services. As mentioned in chapter
1, low tax-GDP ratios and public social spending
significantly correlate with inequality.

CHAPTER 3

in Asian and Pacific economies. A recent report
contains data showing that in most major economies
the share of wages in GDP has also been declining
since the early 1990s; however, the rising share of
profit has not translated into increased real investment
and productive job creation. Instead, growing profit
has been used to fund speculative activities and
unsustainable consumption (ILO, 2011d).

In short, excessive focus on stabilization has led to
neglect of the developmental role of macroeconomic
policies. It also made macroeconomic policies
procyclical and unable to respond to shocks; the
procyclicality of macroeconomic policies exacerbated
the negative output and employment impacts of
external or supply shocks. Thus, the macroeconomic
policy framework favoured since the 1980s has led
to some undesirable consequences in developing
countries: “stabilization traps” of low inflation with
low or no growth, or excessive growth volatility
with serious implications for poverty and economic
security or the resilience of the people.

Many experts and organizations, including the IMF,
believe that the rise in inequality contributed to
the 2007-2008 financial and economic crises that
evolved into the Great Recession of 2008-2009.
“The crisis is the ultimate result, after a period
of decades, of a shock to the relative bargaining
powers over income of two groups of households,
investors who account for 5% of the population,
and whose bargaining power increases, and workers
who account for 95% of the population” (Kumhof
and Rancière, 2010).

As noted earlier, the reliance on indirect tax and
reductions in corporate and personal income or
other direct tax reduced the progressivity of the tax
structure and its ability to serve as a redistributive
tool. Together with cuts in public provisioning of basic
social and economic services and the introduction of
the user fee principle, these measures contributed to
a rise in inequality in many countries, even where
there has been rapid economic growth, such as

The 2008-2009 financial and economic crises thus
awakened many and has led them to rethink the
macroeconomic policy paradigm, as reflected in the
previously quoted report of the Secretary-General.
This rethinking is also taking place within the
international financial institutions, including the IMF
(see box 3.1).

Box 3.1. Rewriting the macroeconomists’ playbook in the wake of the crisis
Before the global economic crisis, mainstream macroeconomists had largely converged on a framework for the conduct of
macroeconomic policy. The framework was elegant and conceptually simple. Caricaturing just a bit, it went like this:
The essential goal of monetary policy was low and stable inflation. The best way to achieve it was to follow an interest rate
rule. If designed right, the rule was not only credible, but delivered stable inflation and ensured that output was as close as it
could be to its potential.
This was achieved by setting the key policy rate that then affected the term structure of interest rates and asset prices, and then
to aggregate demand. One could safely ignore most of the details of financial intermediation. Financial regulation was outside
the macroeconomic policy framework.
On currencies, countries could set an inflation target and float, or instead choose a hard currency peg or join common currency
areas. In general, in a world in which central banks followed inflation targeting, there was no particular reason to worry about
the level of the exchange rate or the current account balance. Certainly, attempting to control exchange rates through capital
controls was undesirable. And multilateral coordination was not required.
141

ECONOMIC AND SOCIAL SURVEY OF ASIA AND THE PACIFIC 2013

Box 3.1. (continued)
Fiscal policy had a limited role at best, at least in the short run. With the right use of monetary policy, it was not really needed.
Automatic stabilizers, such as unemployment benefits, would kick in during downturns, but discretionary policy was more likely
to be misused than used well. The focus had to be on the medium run, and on fiscal sustainability.
These were simple principles, and they seemed to work. From the early 1980s on, macroeconomic fluctuations were increasingly
muted, and the period became known as the “Great Moderation”. Then the crisis came. If nothing else, it forces us to do a
wholesale re-examination of those principles.
Source: Extracted from Blanchard (2011a). See also Blanchard and others (2012).

NEED TO BRING BACK THE BALANCE:
STABILIZATION IS NECESSARY BUT NOT
SUFFICIENT

their economies into a double-dip recession, while
the hackling among politicians over the public debt
in the United States continues.

Since the inflationary episode of the 1970s and
the Latin American debt crisis in the 1980s, the
focus of policymakers has turned to public debt
and inflation. The level of public debt is receiving
heightened attention as the euro zone countries
struggle to consolidate their fiscal position, pushing

Contrary to a widely held view that high public
debt causes macroeconomic instability, an influential
study by IMF that was used as a justification for
fiscal consolidation showed no correlation between
the two (see box 3.2).

Box 3.2. Weak empirical evidence supporting conventional macroeconomic policies
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The correlation between inflation and growth for inflation rates of up to about 20% is zero or a mildly positive, which is
consistent with the findings of previous studies (Bruno and Easterly, 1998; Friedman, 1973). After rigorous econometric testing
of the hypothesis that inflation is harmful for growth, former World Bank economists, Bruno and Easterly concluded: “The
ratio of fervent beliefs to tangible evidence seems unusually high on this topic” (p. 3 of their paper). Nobel Laureate Friedman
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Box 3.2. (continued)
observed that “historically, all possible combinations have occurred: inflation with and without [economic] development, no
inflation with and without [economic] development” (p. 41 in his book).
Similar is the case for the relationship between public debt and macroeconomic instability. The mild positive relationship is driven
by outliers. In fact, there is no optimum debt-GDP ratio. A debt-to-GDP ratio of 60% is quite often noted as a prudential limit
for developed countries, which suggests that crossing this limit will threaten fiscal sustainability. For developing and emerging
economies, 40% is the suggested debt-to-GDP ratio that should not be breached on a long-term basis.
The 60% figure was one of a handful of targets that European Governments set at the start of the 1990s to prepare for economic
and monetary union and the eventual formation of the euro zone. There was no hint of optimality: this level was simply the
median debt-to-GDP ratio. Jonathan D. Ostry and others writing on “Fiscal space” in an IMF note (SPN/10/11, September 2010)
emphasized that the debt limit found in their research “is not an absolute and immutable barrier .... Nor should the limit be
interpreted as being the optimal level of public debt”. According to this IMF study by Ostry and others of 23 advanced countries,
the estimated debt limits, using the historical interest-rate-growth-rate differential, ranged from about 150% to 260% of GDP,
with the median being 192%. In the study it was assumed that interest-rate-growth-rate differentials were generally projected to
be less favourable than the historical experience. It was found that the corresponding median long-run debt ratio was 63% of
GDP and the median maximum debt ratio 183% of GDP.
In the 2012 IMF publication, entitled World Economic Outlook: Coping with High Debt and Sluggish Growth, it is clearly
acknowledged that debt thresholds are not robust: “(T)here is no simple relationship between debt and growth. In fact, our …
analysis emphasizes that there are many factors that matter for a country’s growth and debt performance. Moreover, there is
no single threshold for debt ratios that can delineate the ‘bad’ from the ‘good’.” (p. 109).
However, there should be some distinction between domestic and external debts. Countries should be more cautious about
external debts due to additional risk of exchange rate changes. In the IMF paper entitled “Assessing sustainability” (28 May
2002), it is noted that “...an external debt ratio of about 40 percent provides a useful benchmark” (p. 25). In interpreting this
benchmark, the authors of the report quickly added an important caveat: “… it bears emphasizing that a debt ratio above 40
percent of GDP by no means necessarily implies a crisis – indeed, … there is an 80 percent probability of not having a crisis
(even when the debt ratio exceeds 40 percent of GDP).”
The above discussion does not provide a reason for deliberately creating high inflation or high debt or deficit through irresponsible
macroeconomic policies. Instead, it highlights the need for achieving a balance between the stabilization and development roles
of macroeconomic policies. Monetary expansion to support productive investment may not cause inflation in the long-run,
and moderate inflation enhances fiscal space. The sustainability of a fiscal deficit itself depends on the productivity of public
expenditure. An explicit focus on the composition of public expenditure and their growth effects would enable both stabilization
and growth objectives to be addressed in more sustainable ways. Therefore, there should be a fuller consideration of the growth
effects of various kinds of government expenditure in designing fiscal policy.
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Fiscal policy: composition of government
expenditure does matter

may have some effect on income – has received
a different treatment. Opponents of deficit financing
often disregard it completely, or imply, without
any proof, that income will not rise as fast as
the debt…. But there is something inherently odd
about an economy with a continuous stream of
investment expenditures and a stationary national
income” (Domar, 1944).

Although aggregate budget deficit or public debt
can serve as a useful indicator of short-term
macroeconomic stability, they offer little indication
of their longer-term effects on economic growth
which ultimately determines debt sustainability (see
box 3.3). For the purpose of development, what
matters is where the deficit is being spent. Is it, for
example, being spent for enhancing human, physical
or social capital that would improve productivity
and hence growth? If that is the case then public
debt, even though it rises in the short term, would
be sustainable.

As noted previously, in many developing countries
the fiscal position was stabilized by cutting public
investment to the detriment of development.
However, historically public investment played a
significant role in structural transformation not only
of Asia-Pacific economies, but also elsewhere, as
observed by the World Bank’s Commission on
Growth and Development (Commission on Growth
and Development, 2008):

A Government’s budget should repair itself through
the ups and downs of business cycles (Matthews,
1968). United States President Franklin D. Roosevelt
in his 1936 budget message noted that “the deficit
of today … is making possible the surplus of
tomorrow”. Evsey Domar in the mid-1940s showed
that economic growth is not neutral of the level and
composition of government expenditure. He noted:
“The other relevant fact – that deficit financing

Strong, enduring growth requires high rates
of investment. By investing resources, rather
than consuming them, economies make a
trade-off between present and future standards
of living. That trade-off is quite steep. If the
sustained, high-growth cases are any guide,

Box 3.3. Designing fiscal policy for growth and development
In a development context, fiscal policy serves both as an instrument of macroeconomic stabilization and as an instrument to
achieve growth and poverty reduction objectives. In many developing countries, however, the challenge of high deficits, rising debt
and bouts of inflation in the 1980s and 1990s led to fiscal policy focusing largely on the goal of stabilization. Correspondingly,
growth and poverty reduction objectives were underemphasized.
....Although stability is necessary for growth, it is not sufficient. The design of fiscal policy needs to identify and also incorporate
the transmission channels through which fiscal policy influences long-term growth. This requires that attention be focused on
the likely growth effects of the level, composition and efficiency of public spending and taxation. Fiscal policy that neglects these
effects runs the risk of achieving stability while potentially undermining long-term growth and poverty reduction.
...The fiscal deficit is a useful indicator for purposes of stabilization and for controlling the growth of government liabilities,
but it offers little indication of longer term effects on government assets or on economic growth. Conceptually, the long-term
impact is better captured by examining the impact of fiscal policy on government net worth. ..[T]here is clearly a need for
fiscal policy to incorporate, as best as possible, the likely impact of the level and composition of expenditure and taxation on
long-term growth while also maintaining a focus on indicators essential for economic stabilization.
Source: Extracted from World Bank (2006).
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it appears that overall investment rates of 25
percent of GDP or above are needed, counting
both public and private expenditures…. They
often invested at least another 7-8 percent
of GDP in education, training, and health
(also counting public and private spending),
although this is not treated as investment in
the national accounts.
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those of the developed economies and reflect the
great efforts made by the developing countries in the
Asian and Pacific region to promote their economic
development. Likewise, public investment in basic
health has been instrumental in engendering sharp
declines in infant mortality rates and the consequent
rise in life expectancy in countries in the Asia-Pacific
region. One recent panel data econometric study
found that the elasticity of the GDP growth rate to
education (proxied by mean years of schooling of
persons 15 years and older) in several Asian countries
ranged from 0.45 to 0.24, depending on the estimation
models used.13 This means a 1% increase in mean
years of schooling can lead to an increase in GDP
growth by 0.45% to 0.24%. The study also found
that there was very high elasticity (ranging from 0.91
to 0.62) of growth to health outcome proxied by life
expectancy (Li and Huang, 2010).

Public investment in developing countries is crucial
to ensure investment in infrastructural areas
characterized by lumpy investments, long gestation
lags and relatively lower profits, all of which make
the private sector unwilling to enter these areas.
Moreover, unless these infrastructural gaps are
closed, the process of growth can run up against
a number of constraints, such as inadequate roads,
shipping capacity and air transportation, power
shortages and poor communication. In the early
phase of structural transformation of the successful
East and South-East Asian economies, Governments
also invested in several basic industries, such as
steel, machine tools and basic chemicals, all of which
have characteristics similar to infrastructure due to
their crowding-in effect and high linkages with other
activities even though they produce tradables. Public
investments in these infrastructures were essential
to “crowd-in” private investment.

As with public investment on infrastructure, health
and education, expenditure on social security also
has a positive growth effect. For example, using
cross-country data for a sample of 61 countries and
panel data for a sample of 20 industrialized countries,
one study finds that there is a robust positive
association between social security expenditure and
economic growth (Bellettini and Ceroni, 2000). The
empirical results seem to indicate that social security
spending has a positive influence on human capital
formation, which in turn has a positive effect on
economic growth.

As with public investment on
infrastructure, health and education,
expenditure on social security also has
a positive growth effect

Furthermore, a system of social security enables
people to become insured against risks which the
private sector finds difficult to pool and manage,
such as sickness and unemployment. Such insurance
enables individuals to take more risks in their
economic behaviour. Assuming that there is a positive
relationship between the riskiness of a project and
its expected rate of return, the insurance afforded
by social protection may foster growth.

These economies also invested significantly in
education and public health. The much-cited 1993
World Bank report on the Asian miracle identified
the universal provision of primary and secondary
education as an important factor for economic growth
in a number of countries in the region during the
period 1960-1990 (World Bank, 1993). The mean
teacher-student ratio for the period 1961-2007 at the
primary level in these countries ranged from 22.3 in
Japan to 38.9 in the Republic of Korea. For China
it was 23.5; for Malaysia and Singapore, 24.5 and
26.4, respectively. These figures are comparable to

A number of additional considerations suggest that
social protection can be good for economic growth.
For example, social protection may lead to a more
cohesive society that is better able to take “difficult”
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political and economic decisions, thus promoting
structural transformation. Social protection also
prevents a group or class of society from falling so
far behind the “mainstream” that the group is unable
to participate in the market economy, causing a
permanent loss of potential output (Arjona, Ladaique
and Pearson, 2002).

tax/GDP ratio has been a central feature of India’s
fiscal problem” (India, Ministry of Finance, 2004).
The fact that the composition of government expenditure matters has implications for national income
accounting. Since expenditures on education, health
and social security expenditure contribute to the
formation of human and social capital which, in
turn, contributes to economic growth, they should
not be treated as government consumption. Instead,
they should be accounted as public investment.

In a more recent econometric study of 10 Asian
developing countries, namely Bangladesh, India,
Indonesia, Malaysia, Pakistan, the Philippines, the
Republic of Korea, Singapore, Sri Lanka and Thailand,
it is suggested that a long-run dynamic relationship
exists between expenditures on education, health
and social security welfare and economic growth.
Such social expenditures enhance productivity by
providing infrastructure, education and health, and by
harmonizing private and social interests. As a result,
the composition of public expenditures can play an
important role in promoting economic growth. The
authors concluded by noting that “fiscal adjustment
that reduces unproductive expenditures and protects
expenditures in (the) social sector has proved to be
more sustainable and more likely to result in faster
growth” (Alam, Sultana and Butt, 2010).

Governments can also use public
procurements to direct production and
consumption towards greener and more
labour-intensive production activities.
The role of public investment has become critical
for transiting to a green economy and achieving
food security through sustainable agriculture in the
context of the ongoing global economic recession
and high volatility of food prices. Following years
of access to easy credit and overinvestment prior
to the crisis, many countries now face underutilized
overcapacity in most of the profitable economic
sectors; hence, the private sector is understandably
reluctant to make investments, a situation which is
holding back recovery. In this context, front-loading
massive public investments are needed in such areas
as renewable energy and smallholder food agriculture
to induce complementary private investments in
sectors previously lacking private sector interest and
to accelerate economic recovery and job creation
while addressing sustainable development, disaster
management, climate change and food security
challenges.

Therefore, there should be more scrutiny of the
composition of government expenditure, instead
of overall deficits or debts. Closer examination of
government expenditure of the countries that are
suffering from high and unsustainable debt now
shows that these countries in the past had either
spent on unproductive sectors, including defence, or
failed to collect enough revenue when the economy
was growing. This is also true in the Asia-Pacific
region. For example, the public debt problem of
India in the 1980s, which culminated in its balance
of payments crisis of 1991, was primarily due to
its inability to raise revenue, despite improvements
in growth rates (5.8% during the period 1981-1990
compared with −5.2% in 1979/80). “In the early
1980s, there was actually a revenue surplus for
the states, and for the consolidated accounts of
the centre and the states. Both deteriorated sharply
through the 1980s. India has one of the lowest
levels of … tax/GDP ratio in the world. This low

Governments can also use public procurements to
direct production and consumption towards greener
and more labour-intensive production activities.
Procurement expenditures of the Government are
a significant source of aggregate demand in Asia
and the Pacific. For a sample of 19 countries,
including Australia, China, India, Japan, New Zealand
and the Russian Federation, the total amounted to
$582 billion in 2010.
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In fact, a large number of studies have shown that
Governments in Asia and the Pacific allocated 18.6%
the relationship between inflation and economic
of their total expenses to procurement in 2010, a
growth is non-linear: it is positive up to a moderate
proportion which lies between the corresponding
level and negative thereafter. The threshold level
figures for the countries in the European Union
0
10
30
40
50
20
beyond which inflation adversely affects growth
(13.8%) and for those in North America (22.1%).
Governmental procurement expenses as percentage of total governmental expenses
varies between 5% and 18% depending on the
Moreover, several countries spent a larger share of
level of development of a country. The threshold
their government expenses in procurement that year,
is found to be higher for countries at an early
ranging from 28.2% for New Zealand to 43% for
stage of development. For example, the Republic of
Kazakhstan. Procurement spending by Governments
Korea grew by 8% in the 1960s and 1970s when
in countries in Asia and the Pacific tends to be
the inflation rates were at double-digit levels. The
centralized. The median value of the share of
same was true for Indonesia in the 1970s, when
the central governments’ procurement expenses in
the economy grew by 7.7% while the inflation rate
the general government (at all levels) procurement
was more than 17% (see table 3.1).
expenses was 77.4% in 2010 (see figure 3.1).
High inflation also did not affect poverty reduction.
For example, the poverty rate in Indonesia declined
from more than 60% in the early 1970s to about
11% just before the Asian financial crisis began in
1997. Of course, the poverty rate shot up immediately
after the crisis when inflation rose to 60% and the
economy contracted by close to 14%.

With such large expenditures on procurement,
Asia-Pacific economies can leverage the private
sector to move towards greener and more labourintensive production activities. This can be an
important instrument of fiscal policy for inclusive
and sustainable development.

Monetary policy: moderate inflation can
help economic growth

The impact of inflation on poverty depends on a
number of factors. First, although inflation may reduce
the real wage, that reduction should encourage firms
to expand employment. The net effect of inflation
on poverty thus depends on the relative elasticities
of the real wage and employment with respect to

Policymakers have long been led to believe that
they must target inflation at a low single-digit level,
preferably below 5%. However, there is little empirical
support for such a policy prescription (see box 3.2).
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Table 3.1. Average annual real GDP growth and inflation rates, 1950-2010
(Percentage)
Decade

Growth
4.1
3.5
7.7
4.8
6.9
5.2

1950-1959
1960-1969
1970-1979
1980-1989
1990-1997a
2000-2010

Indonesia

Republic of Korea
Growth
Inflation
4.7
25.6
7.7
13.5
8.2
15.0
7.8
8.3
7.5
6.0
4.5
3.3

Inflation
22.4
196.0
17.3
9.4
8.7
8.2

Sources: Wing Thye Woo, Bruce Glassburner and Anwar Nasution, Macroeconomic Policies, Crises, and Long-Term Growth in Indonesia 1965-90
(Washington, D.C.: World Bank, 1994); Charles Frank, Kwang Suk Kim and Larry Westphal, “Economic growth in South Korea since World War
II”, in Foreign Regimes and Economic Development: South Korea (Cambridge, Massachusetts: National Bureau of Economic Research, 1975);
World Bank, World Development Indicators; and Statistics Korea.
Note: Output growth and inflation rates for the Republic of Korea in the 1950s are average annual rates for the period 1954-1959, excluding the
period of hostilities (1950-1953), and are based on real GNP and the wholesale price index.
a

The years of the Asian crisis have been excluded from the time period covering the 1990s.

inflation. One IMF study found that the inflation
elasticity of the income (real wage) of the poor was
only 0.03, while the output (employment) elasticity
was 0.94 (Ghura,. Leite and Tsangarides, 1992); in
other words, a 1% increase in inflation causes the
real wage to decline by 0.03% and employment to
increase by 0.94%. These estimates are similar to
those found by Romer and Romer (1999), implying
that moderate inflation may actually reduce poverty.14

Second, most of the poor are net debtors and should
benefit from inflation if it lowers the real value of
their debt. Third, what matter for the poor are the
prices of essential commodities that dominate their
consumption basket. Although monetary policy aimed
at controlling the general price level could moderate
price rises of essential commodities, the poor may
be hurt if such policy causes job losses. In general,
it is the unskilled workers at the lower end of the

Figure 3.2. Inflation and growth in selected Asia-Pacific countries, 1961-2010
7
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Sources: World Bank, World Development Indicators (various issues); and IMF, World Economic Outlook (various issues).
Note: Pooled annual observations based on 25 countries in Asia and the Pacific. The countries are Bangladesh, Bhutan, Cambodia, China, Fiji,
India, Indonesia, Kazakhstan, Kyrgyzstan, the Lao People’s Democratic Republic, Malaysia, Maldives, Mongolia, Nepal, Pakistan, Papua New Guinea,
the Philippines, Samoa, Solomon Islands, Sri Lanka, Tajikistan, Thailand, Turkmenistan, Uzbekistan and Viet Nam.
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labour market who lose their jobs first. If the main
goal is to protect the poor from inflation, a better
policy would be to ensure the affordability of essential
goods and services through public provisioning.

CHAPTER 3

Therefore, targeting inflation at a very low level or
below 5% can constrain growth, especially when
it is done by keeping the policy interest rate high,
because it deters investment. This is an important
consideration given the fact that World Bank’s
Enterprise Surveys show that “access to finance”
is among the top-5 business impediments for 93%
of the countries in Asia and the Pacific. Access
to finance is critical for small and medium-sized
enterprises (SMEs), as well as for agriculture, as
those enterprises depend solely on the banking
sector for external financing.

Figure 3.2 shows the average rates of economic
growth over the period 1961-2010 for a sample of
25 Asia-Pacific countries grouped according to their
average inflation rates during the period. Interestingly,
the average growth rate was higher, at 6.2%, in
countries with inflation exceeding 20%, compared
with 5.5% in countries with inflation rates between
0% and 5%. Examples of Asia-Pacific developing
countries that grew at rates exceeding 5% amid
relatively high inflation include Indonesia, Kyrgyzstan,
the Lao People’s Democratic Republic, Mongolia,
Sri Lanka, Tajikistan and Uzbekistan.

In sum, monetary tightening to tackle inflation
caused by supply shocks or rising food and fuel
prices exacerbates adverse impacts on growth and
employment. On the other hand, moderate inflation
helps keep real interest rates low and hence boosts
investment. Moderate inflation also expands fiscal
space through inflation tax or seignorage16 and
lower interest payments on debt.

Targeting inflation at a very low level
can constrain growth
In a background econometric study of Asia-Pacific
countries prepared for the present issue of the Survey,
it was found that the threshold level beyond which
inflation can be harmful for growth varies between
13 and 17% depending on estimation method and
model (Muzaffar and Junankar, 2012).15 It was
also found in the study that the threshold level is
higher in agriculture-based countries (13.5% versus
11%), countries with less financial deepening (14%
versus 8%) and less open countries (11% versus
8%) (see table 3.2).

Financial policy: prudential regulation
and financial inclusion
Historically, central banks have played an important
role in development by easing the constraint of
access to credit for firms through credit allocation
policies (see boxes 3.4 and 3.5). For example,
subsidized bank loans (known as “policy loans”)
were a vital instrument for the implementation
of the strategy of the Republic of Korea for

Table 3.2. Thresholds beyond which inflation is harmful for growth
(Percentage)

Econometric model specifications
Full model
Static
Dynamic
Excluding East Asia

Excluding South Asia

Excluding transition economies

Thresholds
8.5-13.1
10.6-12.9
14.3

11.1

Economic characteristics
Agriculture dominance
More
Less
Financial deepening
More
Less
Trade openness
More
Less

Thresholds
13.5
10.7
7.8
13.9
7.9
11.2

8.3

Source: Ahmed Muzaffar and Raja Junankar, “A panel study on inflation-growth relationship in selected developing countries of Asia”, background
paper for the Economic and Social Survey of Asia and the Pacific 2013, 2012.
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Box 3.4. Central banks as agents of development
The Bangladesh Bank is mandated by its charter to promote and maintain a high level of output, employment and real income,
fostering growth and development of the country’s productive resources, besides preserving monetary and financial stability. While
remaining ever watchful about preserving stability, the bank has also remained proactive in its mandated developmental role,
with its monetary and credit policy stance supporting attainment of the Government’s inclusive growth and poverty reduction
goals based on national aspirations and global visions, such as the Millennium Development Goals.
In recent years, Bangladesh Bank has brought about deeper engagement of the country’s financial sector in this developmental role
by implementing a social responsibility-driven financial-inclusion drive in a manner that reinforces rather than impairs stability
and by simultaneously stimulating incremental output and demand generated by new employment and income. To promote and
facilitate the financial-inclusion drive, the bank has taken up comprehensive reform and upgrading of the country’s financial market
infrastructure, including, inter alia, the setting up of a fully automated nationwide online clearing and settlement system, and by
hastening automation in banks and appropriate regulatory and supervisory regimes for effective oversight of risk management,
internal controls and customer interest protection for the new customer segments acquired in financial-inclusion drives.
Incentives such as modest refinance lines from Bangladesh Bank and limited interest subsidies from the Government’s budget
have been made available where necessary to promote lending to smallholders/tenant farmers and SMEs. All banks operating
in Bangladesh, local and foreign, private and State-owned, have come forward enthusiastically in the financial-inclusion drive,
reaching out to new customer segments. They have done so with new branches and new cost-effective service delivery modes
through locally active microfinance institutions and off-branch mobile telephone/smart card-based arrangements using area agents
in local communities. State-owned banks have achieved a major breakthrough into a new customer base by opening about 10
million new bank accounts for smallholder farmers and other rural and urban people of limited means. This is done free of
charge and with nominal initial deposits as low as Taka 10 (about 12 United States cents). They also have enabled direct delivery
of agricultural input subsidies and social safety net payments from the Government into these accounts, besides conducting the
usual savings and payment transactions. Moreover, the financial-inclusion campaign promoting socially responsible financing
and the bank’s green banking initiatives promoting environmentally responsible financing have also been embraced with warm
enthusiasm by the banking sector of Bangladesh.
Source: Bangladesh Bank, Developmental Central Banking in Bangladesh: Recent Reforms and Achievements (2009-12) (Dhaka, 2012).

promoting heavy and chemical industries. In India,
a decisive shift in credit deployment in favour of
the agricultural sector took place in the 1970s and
1980s. From an extremely low level at the time of
bank nationalization, the credit share of the sector
had moved to nearly 11% in the mid-1970s and
to a peak of about 18% at the end of the 1980s
which was the official target. This change played
an important role in the increase of agricultural
output in India.

institutions has led to the exclusion of most farmers
and SMEs from the network of formal credit.17
Moreover, under the pressure of trying to make
banks profitable by the short-term criteria of volatile
stock markets, a huge wave of bank mergers was
unleashed. There is a considerable body of work
showing that this action led to further exclusion of
SMEs and small borrowers from formal credit markets
(e.g., Bagchi and Dymski, 2007 and Chandrasekhar
and Pal, 2006).

The situation changed in India during the era of
financial sector deregulation starting in 1991. The
rollback of directed credit by specialized financial

Central banks can also play an important role
in development by reducing entry barriers and
promoting financial inclusion through changes to the
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Box 3.5. Unorthodox policies and structural change in Asia and the Pacific: the experience of Singapore
and the Republic of Korea
Singapore’s policies on compulsory savings and wages to foster inclusive growth and induce industrial upgrading
While the remarkable performance of Singapore in achieving high development outcomes for its population is well known, less
appreciated is the notably unorthodox policies applied by the Government to do so. These policies involved a strong role for
policymakers in intervening in myriad areas of governance in order to direct development towards achieving societal goals.
A key policy approach was mobilizing domestic resources for enormous infrastructure requirements to jumpstart development.
This was done through the use of the Central Provident Fund (CPF), a system of mandated saving of a substantial portion of
the monthly income of employees supplemented by a similar contribution by employers and deposited with the Government. The
Fund could only be used by employees on retirement, or for a number of limited uses during their working years, particularly to
purchase housing and to meet health-care needs. The Fund therefore serves to address multiple challenges for the Government.
It enables social security to be fully funded, as funds available for health care and retirement move up in tandem with increase
in the workforce and it provides workers with the funds to become homeowners. CPF contributions could also be adjusted as
an inflation fighting tool at a time of high growth and indeed contributions were increased steadily between 1970 and 1984 to
reach a maximum of 50% of salary and lowered to 30% after the Asian financial crisis of 1997. Crucially, the Government as
steward of the Fund could benefit from an immediate stock of money to spend on funding government projects while repayment
would be significantly further down the line upon the retirement of employees.
The CPF system enables the Government to pursue one of its major policies, that is, making homeowners of the great majority
of citizens. A massive programme of public housing was designed under the aegis of the Housing Development Board. Home
ownership was viewed by the Government as also addressing a number of key challenges for the country. One was to create
for citizens a sense of ownership towards their country, thus motivating them to contribute to the development of Singapore.
Another objective was to provide a massive new source of employment in the country through the construction sector, at a
time when the country was yet to benefit from significant foreign investment.
The impact of the policies was enormous in size and their effects on the economy and society. At the height of the construction
programme, the Board was building a new apartment every eight minutes. Currently, about 82% of Singaporeans live in Board
apartments, compared with only 9% in 1960. The country now has the highest rate of home ownership in the world. CPF
continues to provide an enormous stock of funds to meet the social security requirements of the population, with current funds
in members’ accounts standing at close to 200 billion Singapore dollars (S$) (US$ 1 = S$ 1.25).
One of the key macroeconomic interventions of Governments lay in maximizing the potential of domestic investment to power
industrial change. Measures used include directing credit to priority sectors and maintaining caps on interest rates to foster
borrowing. Maintenance of moderately below-market interest rates fostered investment without greatly suppressing savings
as interest rates remained positive in real terms. Singapore has directed funds to particular industries through government
institutions managing national savings. The efficiency of directed credit was ensured through the basing of loans on strict
performance criteria. Another policy tool which played an important role was the institution of “wages policy”. Since the late
1970s, Singapore attempted to remove the incentive to engage in low labour productivity activities by mandating higher wages
for workers. Although the policy was moderated after some years following the growth recession in 1985, it may be argued
that such a policy did provide a powerful incentive for restructuring the economy. Wage policy not only spurred industrial
restructuring, but also together with the CPF policy served as an important tool of macroeconomic management.
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Box 3.5. (continued)
Republic of Korea’s forward-looking investments in infrastructure, human resource and research and development
Gyeongbu Expressway is today regarded by many in the Republic of Korea as one of the most important earlier components in
the country’s industrialization. When the road linking the country’s major population centres was planned in 1967, however,
national income was about $140 a person a year. According to the Korean authorities, the World Bank and other donors refused
to finance its construction, regarding the highway as an excessively grandiose project for a country so poor.a Regardless, the
Government started construction of the 416-km expressway in 1968 and completed it in 1970, using a significant portion of the
national budget supplemented with reparations from Japan. The expressway not only spurred economic activities along the corridor
of two major population centres, its construction was a critical learning opportunity for people of the Republic of Korea. With
the gained capacity, construction companies from the Republic of Korea were able to win major infrastructure projects in the
Middle-East, which was a critical source of foreign exchange. Today, the Republic of Korea is regarded as leader in infrastructure
construction and in 2012, overseas construction orders granted to companies in the Republic of Korea exceeded $500 billion.
The Government made deliberate efforts to upgrade the industrial structure by promoting heavy and chemical industries (HCI).
It suspected that export-led growth would not be sustained when light industries’ production reached a certain level; the heavy
and chemical industries drive was also largely motivated by national security concerns. HCIs were not immediately successful
however and struggled during the major oil price shocks, but eventually became the backbone of the Republic of Korea’s
industrialization through the 1970s and 1980s.
To finance the huge capital investments required, the Government guaranteed the reimbursement of all foreign loans and
normalized relations with Japan to facilitate large inflows of capital and technology. Commercial foreign loans were mostly allocated
to the manufacturing industries while public loans went to infrastructure. The National Investment Fund, established in 1973,
also facilitated the financing of long-term investment in plants and equipment and provided sizeable loans to the electric power
industry. In addition, tax privileges were granted to heavy and chemical industries through an amendment of the Regulation
Law on Tax Reduction and Exemption in 1975.
Along with massive credit supports, the Government overhauled the country’s education and training systems to promote and
secure engineers and skilled workers for heavy and chemical industries. Training centres, technical high schools and engineering
colleges and universities were expanded both in quality and quantity. The Government imposed vocational training requirements
on private sector firms to expand the supply of skilled labour and introduced a skills-licensing system to encourage every worker
to possess at least one skill.
In addition, the Government recruited Korean scientists abroad and established a modern laboratory where research on
improvement of production technologies was conducted in collaboration with industry researchers and university professors. The
Korea Advanced Institute of Science and Technology (KAIST), established in 1971, and other public research institutes helped
greatly advance the country’s technological capabilities. As the Republic of Korea became more advanced, private sector firms
began to establish in-house research and development centres in the mid-1980s.
a Mr. Kim Chung-yum, the Korean Minister of Finance in the 1960s, recalled in his memoirs: “Initially, the IBRD was reluctant to provide

loans, expressing scepticism, even criticism, to a developing country like Korea to build expressways. This point was made clear by
the remarks of Eugene Black, the President of the IBRD, who criticized developing countries for seeking to build expressways and steel
factories in the late 1950s by likening it to monument building. … After Korea showed it was able to build the Seoul-Busan Expressway
with its own financial and technological resources at half the time and a fraction of the cost, the IBRD began to rethink the economic
feasibility of expressways in Korea” (Kim, 2011, p. 312).

152

DEVELOPMENTAL MACROECONOMICS: THE CRITICAL ROLE OF PUBLIC EXPENDITURE

CHAPTER 3

regulatory framework to encourage banks to extend
financial services to the poor and marginalized
(see box 3.4). A growing body of research shows
that financial inclusion can have significant beneficial
effects for individuals and the economy as a whole.
For example, lack of access to financial resources
can lead to poverty traps, negative effects on
social and human development, and a rise in
inequality whereas providing individuals with access
to savings instruments increases savings, productive
investment, consumption and female empowerment.18

competitiveness. Earlier debate on the exchange rate
revolved around the effectiveness of devaluation in
improving the balance of payments.21 In recent times,
however, the exchange rate has been used as a
tool for macroeconomic stabilization. For example,
firmly pegging the domestic currency to the currency
of a country with low inflation, known as a nominal
anchor, is suggested for bringing hyperinflation under
control. Adjustment of the exchange rate (mainly
devaluation) is a common element of the rescue
package of the IMF.22

Exchange rates: an instrument for
structural change

Exchange rate policies
have important bearings
for poverty reduction

Exchange rates have both microeconomic and
macroeconomic roles. As a relative price,19 exchange
rates play an important microeconomic function
in terms of structural change between tradable
and non-tradable sectors of an economy and in
maintaining international competitiveness. Owing to
the close association between balance of payments
outcomes and budget deficits and monetary policy
stance, exchange rates can also function as an
important macroeconomic policy tool. It is believed
that exchange rate regimes can impose discipline
on the macroeconomic policy mix, especially by
constraining the Government’s ability to pursue
unsustainable budget deficits through printing money.

Although historically one or the other role received
more attention, both the microeconomic and
macroeconomic roles are interdependent. For
example, if the exchange rate policy is used to
lower inflation (a macroeconomic function), it will
also improve international competitiveness and
induce structural change in favour of the tradable
sector (a microeconomic function). To the extent
that macroeconomic stability and international
competitiveness contribute to economic growth,
exchange rate policies have important bearings
for poverty reduction. Furthermore, the overall
macroeconomic policy stance (fiscal, monetary and
exchange rates) must be consistent with the trade
policy stance for maximizing the impact of poverty
reduction efforts.

The exchange rate historically
has been seen as an important policy
instrument for promoting economic
growth and prosperity through
international trade

In the last three decades, most developing countries
experienced major changes in their exchange rate
regimes as they opened up their economies. For
example, 87% of developing countries had some
type of pegged exchange rate policy in 1975 but
by 1996 this proportion had fallen to well below
50% (Caramazza and Aziz, 1998). Although these
countries moved officially away from a fixed exchange
rate regime, they were not fully flexible in practice.
Their exchange rate regime may be characterized
as “fixed-but-adjustable”. However, many observers
have been quick to attribute the 1997-1998 Asian
financial crisis and currency crises in other emerging

Because of its multifaceted roles, the choice of an
exchange rate regime and its use as a policy tool
have always generated debates.20 The exchange
rate historically has been seen as an important
policy instrument for promoting economic growth
and prosperity through international trade. Thus, its
stability is regarded as vital for achieving economic
progress. Adjustments to the exchange rate are
made in response to severe imbalances in the
balance of payments in order to restore international
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economies to their pegged exchange rates (in
practice), or a “fixed-but-adjustable” regime.23

arrangements, depending on various aspects such
as the size of the economy, trade and investment
structure, the sequencing of capital account
liberalization and the level of economic development.
No single arrangement is necessarily right for all
countries all the time”.26

The choice of an exchange rate
regime must be based on the specific
characteristics of a country

However, from the perspective of poverty reduction,
a number of factors should be considered when
choosing an exchange rate regime. They are:

The currency crises have prompted suggestions for
a more flexible exchange rate regime, but a more
flexible exchange rate is not always an optimum
policy for the developing world. For example,
Eichengreen (1999) found that, of 29 cases, 23
countries had abandoned fixed exchange rate
regimes in favour of more flexible ones, and the
change was accompanied by a financial crisis.
Corden (2002) convincingly argued that exchange
rate regimes are not the root cause of economic
crises, but they can either mitigate or militate the
crisis once it is set off. Thus, regardless of the
exchange rate regimes, developing countries may
experience financial crises. Most observers believe
that the exchange rate is not a panacea for all
problems, and the choice of a regime must be
based on the specific characteristics of a country.

(a) The need for ensuring economic growth, and the
		 role exports and FDI play. The empirical evidence
		 shows that exchange rate volatility adversely
		 affects both exports and FDI;
(b)The need to stabilize an economy in the light
		 of empirical evidence that a downturn affects
		 poverty more adversely than a boom reduces
		 poverty;
(c) Given the condition of the financial market, the
		 possibility of banking and financial crises in the
		 face of increased short-term capital flows.
These considerations indicate that a developing
country should follow an exchange rate stability
approach. This may mean some loss of monetary
independence. This will not matter when the economy
is doing well as exports grow and FDI flows in.
Furthermore, a country following this approach does
not necessarily lose monetary independence. It can
retain monetary independence with some control on
short-term capital mobility or if capital flows are not
significant. An important lesson of the Asian financial
crisis is that nominal stability must not end up in
real appreciation.

The theoretical and empirical literature over
whelmingly supports an intermediate exchange
rate regime for developing countries. For example,
Bordo (2003), working under the auspices of the
IMF, reviewed the historical experience of exchange
rate regimes and concluded that those countries
which are still not financially mature should adopt
an intermediate arrangement. This conclusion is
consistent with that of other studies, such as those
by Corden (2002) and Edwards and Savastano
(1999).24 It is also important to bear in mind Frankel’s
(1999) observation that “no single currency regime
is best for all countries, and that even for a given
country it may be that no single currency regime is
best all time.” Thus, simplistic recommendations for
exchange rate regimes based on macroeconomic
performance can be extremely hazardous.25 At the
Third Asia-Europe Finance Ministers’ Meeting, held
in Kobe, Japan, in January 2001, the Chairman’s
concluding statement noted: “Ministers acknowledged
that there is a spectrum of possible exchange rate

When there is a negative shock or a boom ends, a
country should have the ability to adjust its exchange
rate downward, that is, it should adopt the real
target approach. When the exchange rate is allowed
to depreciate, a country also gains the ability to
use fiscal-monetary policy to stabilize the economy
and minimize the adverse effects on poverty. The
cautionary note here is that Governments may delay
depreciation for political reasons, which can throw
the economy into deeper recession.
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Capital flows: managing enhances
policy space and mitigates financial
sector fragility
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capital flight restricts a country’s ability to use fiscal
and monetary policies to address such issues as
investment in infrastructure, priority sector development
and human development, which are more important
to attract FDI than capital account convertibility.

The opening of the capital account is seen as
essential for encouraging capital flows and the
development of the domestic capital market. These
are expected to enhance both the volume and
efficiency of investment and hence, economic
growth. However, empirical evidence of the growthenhancing effect of capital account liberalization
(CAL) is mixed. In surveying the empirical literature,
Cobham (2001, p. 5) concluded: “… that the (net)
benefits of CAL for developing countries have not
been established. Indeed … it is more accurate to
say that these benefits may not necessarily exist
for poorer countries”.

Third, countries at the lower level of development do
not have an adequate institutional and legal framework
to handle capital flows nor are they attractive for
such flows. Instead, they face the problem of capital
flight. Thus, capital account opening in most cases
is found to increase capital outflows, not inflows. In
order to prevent capital outflows, these countries are
forced to maintain high domestic interest rates, which
adversely affect domestic investment, especially in
SMEs. On the other hand, if the high domestic
interest rate attracts capital inflows, it can adversely
affect a country’s international competitiveness and
the pace of industrialization due to a Dutch diseaselike syndrome. This happens as a result of a real
appreciation in the value of domestic currency.
Under a flexible exchange rate system, demand for
domestic currency by foreign investors is likely to
lead to nominal and hence real appreciation. Under
a fixed exchange rate regime, the accumulation
of foreign currency by the central bank will cause
monetary expansion and hence, inflation. Therefore,
in either case, there will be real appreciation.

There are a number of
shortcomings of capital
account opening
Critics have pointed out a number of shortcomings
of a generalized prescription for capital account
opening for all countries regardless of their level of
development.27 First, the target of capital account
convertibility is mainly short-term portfolio capital
and not the long-term FDI that developing countries
need the most. FDI is not known to depend greatly
on capital account opening. On the other hand,
capital account liberalization makes it easy for FDI
to leave a country. In order to remain attractive,
developing countries end up offering various tax
concessions – often they race to the bottom. This
means that the burden of raising (or maintaining)
fiscal revenue shifts from capital income to labour
income. As a result, the after-tax income distribution
is likely to become more unequal, which reduces
the growth elasticity of poverty reduction.

This was exactly what happened in South-East Asian
countries prior to the crisis. If the Government tries
to sterilize the effect of capital flows on money
supply by issuing bonds, it will further push up
the interest rate, causing crowding out of private
investment and fuelling more capital inflows.

In the Asian crisis even countries
at a higher level of development
found it difficult to handle
short-term capital flows

Second, the prospect of capital flight forces
Governments to adopt a very conservative fiscal
policy stance (Stiglitz, 2000). Given the limitation of
raising revenues, in most cases, this means cuts
in government expenditure, especially in the social
and infrastructure sectors. Thus, the prospect of

On the other hand, if the Government channels the
inflows through commercial banks, the banks will
have excess liquidity. This may tempt commercial
banks into a more lax scrutiny of loan applications,
which increases the fragility of the banking sector.
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Therefore, capital inflows are not costless; large
capital flows can make macroeconomic management
more difficult and the financial sector fragile. As
the Asian crisis has amply demonstrated, even
countries at a higher level of development (often
referred to as emerging market economies) found
it difficult to handle the uncertainty and volatility of
short-term capital flows.

and speculative pressures; insulating against the
contagion effects of financial crises; and enhancing
economic and social policy space.
In support of their argument, critics of full capital
account convertibility used the evidence of successful
economies, such as Malaysia, the Republic of Korea
and Taiwan Province of China, which had capital
controls in place during the periods of their rapid
transformation. In fact, it is now widely accepted
that China, India and Viet Nam were able to
avoid the contagion of the Asian financial crisis
due to controls on their capital account (Islam
and Chowdhury, 2000). Most observers believe
that Malaysia’s belated action to restrict capital
mobility was the right step that helped it ride over
the financial crisis of 1997-1998.

The same experience is being repeated during the
ongoing economic crisis in Europe and the United
States. Private capital flows to emerging economies
rebounded from their short-lived slump in the last
quarter of 2008 and early 2009. Net private inflows
to emerging economies are estimated to have been
$825 billion in 2010, up from $581 billion in 2009.
The prospects of relatively slow growth and low
interest rates in advanced countries, rapid growth and
higher interest rates in emerging markets and reduced
risk aversion suggest that private capital flows may
continue to surge. This is putting upward pressure on
exchange rates, denting export competitiveness and
threatening to stifle their economic recoveries. The
surge is also forcing reserve accumulation, which, if
left “unsterilized”, adds to inflationary pressures and
could trigger asset bubbles. Additionally, persistent
vulnerabilities in advanced countries could trigger a
new shock (for example, much higher policy rates,
or even a recession) and transform the feast of
capital flows into a famine, with serious destabilizing
effects for receiving countries.

From a developmental perspective,
capital account openness should not
be viewed as
an all-or-nothing position
Capital flows management is a sovereign right of
a country under the IMF Articles of Agreement
(Article VI). Owing to increased risks arising from
volatile capital flows, IMF has recently designed
capital flows management techniques. It notes:28
Rapid capital inflow surges or disruptive
outflows can create policy challenges.
Appropriate policy responses comprise a
range of measures, and involve both countries
that are recipients of capital flows and those
from which flows originate. For countries
that have to manage the macroeconomic
and financial stability risks associated with
inflow surges or disruptive outflows, a key
role needs to be played by macroeconomic
policies, including monetary, fiscal, and
exchange rate management, as well as by
sound financial supervision and regulation and
strong institutions. In certain circumstances,
capital flow management measures can be
useful. They should not, however, substitute
for warranted macroeconomic adjustment.

In response, a number of countries, including Brazil,
Indonesia, the Republic of Korea and Thailand,
have introduced defensive measures against capital
flows. India and the Republic of Korea may tighten
their controls even further, while central banks
in emerging market economies are very worried
about “hot-money” flows. Similarly, during the
1990s, policymakers in Chile, China, Colombia,
India, Malaysia, Singapore and Taiwan Province of
China used capital account management techniques
to achieve crucial macroeconomic objectives.
These included: preventing maturity and locational
mismatches; attracting desired foreign investment;
reducing overall financial fragility, currency risk
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Although now the IMF recognizes the perspective of
many emerging and developing countries, critics believe
that its guidelines on capital account management go
only half way; it still sees capital account liberalization as
a long-term goal.29 The Fund recommends restrictions
on inflows only as a sort of “last resort” – when all
other measures, such as building up reserves, letting
currencies appreciate and strengthening fiscal policy
have been adopted. More caution is urged when
using regulation on outflows, arguing that by and large
they should not be used but can be considered in
crisis or near crisis conditions.

CHAPTER 3

it has long been argued in international instruments
that the guarantee of a certain standard of living
is an inalienable human right.30
In addition to rights-based arguments, there are
also economic and social benefits to ensuring
that all individuals have income security as well
as universal access to basic services, such as
health and education. Indeed, “a robust system
of social protection not only fulfils people’s basic
rights, it also establishes a firm platform for both
social and economic development and provides an
automatic stabilizer for vulnerable groups affected
by crisis” (ESCAP, 2011c, p. 3). There is evidence
to suggest that, in the Asian and Pacific region,
a direct correlation exists between robust social
security mechanisms and human development (see
figure 3.3).

However, from a developmental viewpoint, capital
account openness should not be viewed as an
all-or-nothing position. The increased importance
of equity flows has increased the effective scope
of a capital account policy of semi-openness. A
capital account can be open to equity flows – both
portfolio and FDI, even when money and bond flows
are managed. The benefits of managing short-term
capital flows can be summarized as follows:

In recognizing the central role of social protection,
especially during a crisis, the United Nations System
Chief Executives Board for Coordination launched the
social protection floor initiative in April 2009. That
initiative is defined by the Board as “an integrated
set of social policies designed to guarantee income
security and access to social services for all,
paying particular attention to vulnerable groups, and
protecting and empowering people across the life
cycle” (ILO and WHO, 2011, p. 9).

• Reduce the instability and possibility of crises
		 arising from volatile international capital flows
• Insulate domestic interest rates, credit conditions
		 and/or the exchange rate from international credit
		 conditions
• Make some room for expansionary monetary policy

The global leaders gathered at the High-level
Plenary Meeting of the sixty-fifth session of the
General Assembly in September 2010 (the Millennium
Development Goals Summit) declared: “We consider
that promoting universal access to social services
and providing social protection floors can make
an important contribution to consolidating and
achieving further development gains. Social protection
systems that address and reduce inequality and
social exclusion are essential for protecting the
gains towards the achievement of the Millennium
Development Goals”.31

KEY AREAS OF INCLUSIVE AND SUSTAINABLE DEVELOPMENT
This section provides a rationale for public
investment in key areas of inclusive and sustainable
development. They include: ensuring productive
and decent employment; providing better access
to social services, including health, education,
protection for persons with disabilities and old-age
income security; and ensuring affordable access to
energy. Together, at their basic levels, they afford
social protection in the broader sense of the term
and ensure resilient and inclusive development.
Indeed, whether the terms are aspirational or
intergovernmentally negotiated and legally binding,

In June 2012, a new international labour standard,
Social Protection Floors Recommendation, 2012
(No. 202),32 was adopted at the International Labour
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Figure 3.3. Social protection spending versus human development in the Asia-Pacific region
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Conference. In this first autonomous social security
recommendation to be voted on in 68 years, there
is a call for the provision of essential health care
and benefits as well as basic income security
constituting universal national social protection floors
(SPF), which are nationally defined sets of basic
social security guarantees with secure protection
aimed at preventing or alleviating poverty, vulnerability
and social exclusion. Moreover, in underlining the
importance of universal access to services, the
Secretary-General launched in September 2012 a
major new initiative, Global Education First Initiative,
to galvanize Governments and all other sectors
of society into action on education and to get all
children into school, to make sure that they learn
and that what they learn is relevant for addressing
today’s global challenges.

the SPF concept is focused on outcomes in terms
of internationally recognized standards.
Nowhere is this idea of developing a plurality of
social protection floors and staircases more germane
than in Asia and the Pacific. The striking diversity
of the region implies that countries have different
social protection mechanisms in place and have
different human development needs, fiscal space
and tradeoffs. Nevertheless, the notion of an SPF
can be used as a benchmark to advance social
protection in a diversity of national contexts and in
a diversity of directions.
The normative force of the SPF initiative rests in
the fact that in the developing countries of Asia
and the Pacific social protection, where it exists, is
often limited to income security. Universal access to
education and health are the exception. Even income
security tends to be limited to contributory schemes,
meaning that the large numbers employed in the
informal sector as well as children and older persons
are excluded. This situation is of special concern
when considering women, who are disproportionately
employed in the informal sector, and persons with

The argument for the universality of social protection
does not imply homogeneity of mechanisms. Flexibility
at the national level based on needs and capacities
is needed.33 Governments need to design their
floors according to national economic constraints,
political dynamics and social aspirations. Rather
than being based on a specified list of benefits,
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disabilities, who have more limited access to jobs
and appropriate education.

CHAPTER 3

Rights that guarantees everyone “the right to work,
to free employment, to just and favourable conditions
of work and to protection against unemployment”.
At the World Summit for Social Development,
held in 1995 in Copenhagen, Heads of State or
Government from 117 countries pledged to promote
“the goal of full employment as a basic priority of
[their] economic and social policies” (United Nations,
1995).34 Millennium Development Goal 1 includes
Target 1b: “Achieve full and productive employment
and decent work for all, including women and young
people”, which was added as an additional target
to strengthen the importance of employment to
eradicate extreme poverty and hunger.

On average, the Asian and Pacific countries spent
3.6% of their GDP on social protection (excluding
health expenditure) in 2004/05. According to the
World Social Security Report 2010/2011 (ILO, 2010c),
among the regions of the world total social security
expenditure at 6.9% of GDP is the second lowest in
Asia-Pacific countries; sub-Saharan Africa is at the
bottom with 4.8% of GDP spent on social security.
When weighted by population, the figure becomes
5.3% for both Asia and the Pacific and Sub-Saharan
Africa as opposed to global average of 8.4%. Greater
efforts must therefore be made to strengthen the
social pillar of sustainable development, particularly
as higher social protection expenditure is associated
with lower poverty prevalence: in countries such
as the Lao People’s Democratic Republic and
Nepal, which spend less than 5% of GDP on
social protection, more than three quarters of the
population lives in poverty, whereas in Kazakhstan
and Mongolia, which dedicate approximately 10%
of their GDP to social spending, less than 30% of
their populations live in poverty.

A large number of workers
are engaged in informal
and vulnerable employment
Despite rapid economic growth, a large of number
of workers in the Asia-Pacific region are engaged
in informal and vulnerable employment. Additionally,
in many countries in the region, the share of the
labour force working in agriculture is larger than
the agricultural sector’s share in GDP, implying low
productivity and wages and displaying a situation
described as “disguised” unemployment. For instance,
in Nepal, India and Viet Nam more than half of the
labour force is employed in agriculture, whereas the
shares of agriculture in their GDP ranges from 14%
(India) to 35% (Nepal). In Papua New Guinea about
90% of the labour force is occupied in rural areas,
whereas agriculture constitutes about 36% of GDP.
Moreover, the share of labourers that works outside
of agriculture and that is in informal employment,
comprising workers in small enterprises of fewer than
five workers, self-employed own-account workers,
unpaid family helpers and workers with no proper
contract in the formal sector, ranges from 12% of
the labour force in the Russian Federation to more
than 80% in India and in Nepal (see table 3.3). For
many countries, the main challenge facing labour
markets is therefore the high degree of informality
that persists despite strong economic growth (ILO,
2012e).

Employment for all
More than six decades ago the world leaders who
gathered in San Francisco in 1945 to sign the
Charter of the United Nations declared that “…the
United Nations shall promote: ... higher standards of
living, full employment, and conditions of economic
and social progress and development” (Article 55).
Full or high employment was also the objective
of international financial institutions. For example,
according to the IMF Articles of Agreement that were
adopted at Bretton Woods in 1944, the purpose of
this institution is “... to contribute ... to the promotion
and maintenance of high levels of employment and
real income and to the development of the productive
resources of all members as primary objectives of
economic policy” (Article I.ii).
International standards on the right to work include
Article 23 of the Universal Declaration of Human
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Given the missed opportunity of putting available
resources to work and fostering development, and
in considering the negative impacts of unemployment
and underemployment on social outcomes, concerted
efforts by the State to foster job creation should
represent a core element of national development
policy in Asia and the Pacific. By providing labour
opportunities through public works programmes,
job guarantees or wage subsidies, for instance,
Governments would provide an important safety
net for vulnerable workers and workers in the
informal sector.

Youth unemployment represents a further significant
challenge in the Asia-Pacific region, especially
in South Asia which is experiencing a shift in
population composition towards the working ages.
Despite having the lowest rates among developing
regions, youth unemployment reached 9.8% in
South Asia and 9% in East Asia in 2011 (ILO,
2012d). In Hong Kong, China, the official youth
unemployment rate reached 16.6% in August 2011,
yet it could be twice as high if all of the additional
inactive youth that are really holding out hope for
future employment are also counted (ILO, 2011b).
Overall, in East Asia and South Asia the young are
three to five times, respectively, more likely than
adults to be unemployed. Youth make up nearly
60% of the unemployed population in Samoa and
50% in Vanuatu. Moreover, in recent years youth
unemployment has bucked the overall unemployment
rate that is trending downward in some countries
(ILO, 2012e). In part, weak education and training
systems have been unable to supply the skills required
by labour markets as rapid structural transformation
and changing skills requirements are taking place.
However, in many countries, available job openings
are limited in the formal sectors, which is further
limiting the absorption rate of young workers into
the labour force.

Job guarantee schemes for the
educated unemployed youths linked
to active labour market programmes
would contribute to improving their
skills, thereby improving employment
prospects. This would also create a
“reserve army” of skilled workers for
the private sector to draw from
Job guarantee schemes for the educated unemployed
youths linked to active labour market programmes
would contribute to improving the skill set of
these workers, thereby improving their employment
prospects. This would also create a “reserve army”

Table 3.3. Informal employment and employment in agriculture in selected countries, latest available data
Country
Nepal
India
Pakistan
Indonesia
Philippines
Viet Nam
Sri Lanka
Thailand
Fiji
China
Turkey
Armenia
Russian Federation

Persons in informal employment
(percentage of non-agricultural employment)
86.4
83.6
78.4
72.5
70.1
68.2
62.1
42.3
33.7
32.6
30.6
19.8
12.1

Employment in agriculture
(percentage of total employment)
73.9a
51.1
44.7
38.3
35.2
51.7
32.6
41.5
12.8
39.6
23.7
44.2
9.7

Sources: ILO, Statistical update on employment in the informal economy (June 2012) (for informal employment); and World Bank, World Development
Indicators Database (for employment in agriculture).
a

Figure from International Labour Organization, Labour and Social Trends in Nepal 2010 (Geneva, 2010).
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of skilled workers for the private sector to draw from.
Moreover, wage subsidies, such as the short-work
scheme in Germany (Kurzarbeit), could stimulate
demand or provide incentives for re-employment.
These subsidies could, for instance, either take the
form of direct payments to employers, reductions in
social security contributions for newly hired, vouchers
for employees or income tax credits.

CHAPTER 3

Rapid rates of urbanization and
other social changes are contributing
to a breakdown of informal
generational contracts
Given a context of much greater longevity, Governments will need to ensure that their social protection
schemes deliver both for current and future generations (ILO and WHO, 2011). Traditionally, societies
in the region have relied on informal family-based
support systems for old-age income security. Yet,
rapid rates of urbanization and other social changes
are contributing to a breakdown of these informal
generational contracts. Indeed, an estimated 80%
of the world’s population do not have sufficient
protection in old age to enable them to face health,
disability and income risks, and more than half lack
any kind of social security coverage at all.

Overall, job guarantees and wage subsidies would
provide a buffer at the time of economic slowdown
and would strengthen automatic stabilizers. Such
programmes could also have important spillover
effects on national economies and should be viewed
as productive investments. For instance, programmes
focused on infrastructure development, tackling soil
erosion and irrigation could enhance productive
capacities. If designed carefully, such programmes
could also contribute to greening of the economy. For
instance, employment activities can be created that
perform environmental services, transform buildings
and public infrastructure for more efficient energy
consumption, support “green” research efforts and
contribute to greater environmental sustainability
(Forstater, 2001).

Almost all countries in the region have some sort
of formal pension scheme. Yet, such schemes
usually cover only the public sector. While a
pension scheme may also extend to workers who
are formally employed in the formal sector, overall
coverage of the labour force is relatively low (see
figure 3.4). Thus, in the developing economies of
Asia an estimated eight out of 10 workers are still
not covered by a pension scheme. Women have
especially limited access to pensions, although they
comprise a large proportion of the population 65
years and older, including the oldest of the old
(exceeding age 80). In developed regions, coverage
of about 90% of the labour force is the norm.
Moreover, in Asia the coverage of pension systems
is in general skewed towards urban areas and the
formal sector. In China, for instance, less than 10%
of rural workers have pension coverage.

Income security for the elderly
So far, Asia’s growth performance has been strongly
supported by favourable population dynamics taking
the form of a large young workforce. However, the
demographic transformation that the region is facing
poses both challenges and opportunities. In several
countries, rapid changes in life expectancy and
lower rates of fertility are fuelling a demographic
transition towards an older population structure. This
transition is progressing at a speed far greater than
the transition that affected developed regions, with
the share of the population exceeding 65 years of
age expected to nearly triple between now and
2050 in non-OECD Asia and the Pacific, from 6%
of the population to 17%. By 2050, an estimated
922 million people, more than 60% of the global
population more than 65 years of age, will live in
Asia, compared with just a little more than half
in 2000.

The vulnerability of older persons
calls for the introduction of
a mechanism that provides
some form of income-security
The lack of formal pension systems that cover large
proportions of older persons in most countries implies
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Figure 3.4. Share of labour force and of population aged 15-64 years covered by pension systems, 2007
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that many, especially those who are single, widowed
or childless (particularly women), face a high risk
of destitution in old age. The vulnerability of older
persons, especially in the informal sector, calls for
the introduction of a mechanism that provides some
form of income-security for these persons.

part of the country). A universal, non-contributory
pension scheme has also been operational in Brunei
Darussalam since 1984, covering residents aged 60
and older, while in Viet Nam a universal pension
scheme was introduced in 2004 for people older
than 90 years (in 2007, eligibility was reduced to 85
years). In the developing Pacific countries, universal
retirement pensions are paid in Samoa from age
65 and in Kiribati from age 70. Meanwhile, in India
momentum towards the introduction of a universal
scheme is building.

Financed out of general taxation, a non-contributory
pension is not necessarily regressive (Devereux,
2001). Indeed, several countries in the region have
introduced such a pillar. In Thailand, for instance, a
means-tested social pension (cash transfer scheme)
exists for vulnerable older people (60 years and
older); this scheme covers approximately 25% of
the target population and pays benefits equivalent to
one-thirds of the national poverty line. Similarly, in
India the National Old Age Pension Scheme covers
about half the people 65 years and older who are
under the poverty line and destitute with little or no
regular means of subsistence. Several countries in
the region have gone further by introducing universal
non-contributory programmes; others plan on doing
so. In existing programmes, eligibility is based on
having reached a certain age and benefits are not
means-tested. In Nepal, for instance, a universal
non-contributory pension scheme was introduced in
1995, which granted everyone older than 75 years
of age a pension benefit. In 2009, the eligible age
was reduced to 70 years (and to 60 years in one

Income security for persons with disabilities
World

Asia Pacific

WHO estimates that 15% of the world’s population,
that is, about 1 billion persons, live with some form of
disability (WHO, 2011); out of this, approximately 650
million persons with disabilities live in the Asia-Pacific
region. Social protection coverage in the developing
countries in Asia and the Pacific is often limited to
social insurance programmes which are available
only to those with regular employment contracts in
the formal sector, leaving the vast majority of the
population, especially persons with disabilities, without
sufficient coverage (ESCAP, 2012e). According to
a recent study (ESCAP, 2012a), more than 70%
of persons with disabilities did not have enough
income for self-support, and many of them were
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not given equal opportunities for employment in
decent work due to discriminatory attitudes, the
lack of supportive legal and policy systems and
inaccessible transportation and buildings.

CHAPTER 3

to redefine the global development landscape
over the course of the next several years, AsiaPacific countries have extraordinary opportunities to
achieve a truly transformative development agenda
that would include a “disability lens” that would be
both equitable and socially inclusive of persons
with disabilities.

Political and economic pressure for social protection
for persons with disabilities will most certainly increase
in the coming decades as the number of persons
with disabilities is expected to increase dramatically
as a result of population ageing. Higher disability
prevalence at older ages combined with rapidly ageing
populations will therefore result in a stronger focus
being put on persons with disabilities in almost all
countries. In China, for instance, 53% of persons
with disabilities were aged 60 and older in 2006
and the share of this age group is projected to rise
at an accelerated pace in the future, to reach 70%
in 2025 and 83% in 2050 (see table 3.4).

The High-level Intergovernmental Meeting on the
Final Review of the Implementation of the Asian
and Pacific Decade of Disabled Persons, 20032012, which was convened by ESCAP and held in
Incheon, Republic of Korea, from 29 October to 2
November 2012, was a prelude to such initiatives.
That meeting charted the course for the new Asian
and Pacific Decade of Persons with Disabilities,
2013-2022, by adopting the world’s first set of
regionally agreed disability-inclusive development
goals, namely the Incheon Strategy to “Make the
Right Real” for Persons with Disabilities in Asia
and the Pacific (ESCAP, 2012d).

Research in developing countries indicates that
disability is significantly associated with multidimensional forms of poverty, which persons with
disabilities experience at higher rates and severity
than persons without disabilities (Mitra, Posarac and
Vick, 2012). Disability also contributes to poverty
by hampering the full participation of persons with
disabilities in the economic and social life of their
communities, essentially limiting the range of support
structures upon which they may fall back.

Health for all
The linkages between health and poverty reduction
and long-term economic growth are powerful and
much stronger than generally understood (WHO,
2001). For one, a healthier population is able to
be productive as workers take less time to recover
and spend less time looking after ill dependents.
At the same time, healthier individuals spend less
on health-related goods and services and can save
more, which will make more capital available for
development.

Building viable supportive environments for persons
with disabilities and their families is gaining political
momentum as the United Nations is taking concerted
action towards a disability-inclusive development
framework beyond 2015. With efforts under way

Table 3.4. Proportion of older persons (aged 60+) in the group of persons with disabilities
(Percentage)
Countries
Australia
China
India
Lao People’s Democratic Republic
Republic of Korea

Most recent dataa
48.9
53.2
17.6
18.1
50.4

2025 b
55.9
70.2
27.0
25.3
67.1

Source: ESCAP, Disability at a Glance 2012: Strengthening the Evidence Base in Asia and the Pacific (Bangkok, 2012).
a
b

Australia (2009); China (2006); India (2001); Lao People’s Democratic Republic (2005); and Republic of Korea (2010)
ESCAP projection.
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2050 b
62.4
82.7
41.1
46.3
77.6
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Tremendous improvements in health outcomes
have been registered in the region: in a number of
countries, the under-five mortality rates declined by
more than 40% between 2000 and 2010, including
in Bangladesh, Cambodia, China, Malaysia, Maldives,
Mongolia, Nepal and Vanuatu. Maternal mortality
rates have been more than halved in Cambodia,
Mongolia and Viet Nam. Indeed, overall improvements
in health outcomes have led to an overall increase
in life expectancy in the region, with gains of more
than five years being registered in the decade
to 2010, in Bhutan, Cambodia, the Lao People’s
Democratic Republic, Mongolia and Timor-Leste. In
Maldives and Nepal, life expectancy has increased
by more than six years.

countries in the region can be significant. For
instance, in India, only 36% of children in the
poorest quintile receive all three doses of the DPT
(diphtheria, pertussis and tetanus) vaccine to obtain
immunity against three of the six major preventable
childhood diseases. Of the richest quintile, 85%
of the children receive all three doses. This may
contribute to the result that children born in the
poorest quintile of households in India have a 40%
higher risk of dying before reaching the age of
five than children born in the richest quintile. In a
similar vein, the decline in the average under-five
mortality rate observed in Bangladesh between 1997
and 2004 for the poorest 20% of the population
was less than half of the decline observed for the
population as a whole (WHO, 2009b). Part of this
phenomenon may be due to large inequities in the
availability of skilled attendants during delivery, which
covers only 13% of women in both Bangladesh
and Nepal, compared with rates exceeding 95%
in Sri Lanka and Thailand.

Public health coverage could be
improved in many countries
Despite these improvements, public health coverage
could be improved in many countries including more
attention to non-communicable diseases. While
public health expenditure averages approximately
60% of total health expenditure in the developing
countries in the region, such expenditure is
particularly low in the least developed countries in
Asia and the Pacific. In Afghanistan and Myanmar,
public expenditure accounts for only about 12% of
total health expenditure; in Bangladesh, the Lao
People’s Democratic Republic, and Nepal, it only
accounts for about a third of total expenditure. Public
expenditure is also very low in India, amounting
to less than 30% of all health expenditure. At the
same time, there is a wide variety in the degree
of access to and availability of health services: in
Cambodia there are 10 times as many physicians
as in Bhutan per population size (23 per 100,000
inhabitants versus 2.3), while Malaysia has four
times as many physicians per population size, as
Cambodia. In terms of the availability of hospital
beds, estimates range from a low of 30 beds per
100,000 in Bangladesh to 590 in Timor-Leste.

An important element in reducing health inequities
within countries is therefore the achievement of
universal health coverage. This term is defined as
ensuring that all people have access to needed
promotive, preventive, curative and rehabilitative
health services of sufficient quality to be effective,
while also ensuring that people do not suffer
financial hardship when paying for these services
(WHO, 2013). Universal health coverage is an
important component to foster inclusive and socially
sustainable development, and typically embodies
three objectives, namely equity (that health services
cannot be restricted to those who can afford them);
quality (that services are capable of improving the
health of those seeking the services) and affordability
(that the cost of acquiring these services does not
entail placing oneself into financial hardship).
In 2011, 193 Member States of WHO made a
commitment to move towards universal health
coverage. Yet, progress has been patchy. Indeed,
owing to a lack of universal health coverage, more
than 100 million people are pushed into poverty
annually and 150 million people face financial hardship

While there is clear evidence that the lower is an
individual’s socioeconomic position, the worse is
his or her health, and inequities in health within
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because they have to pay directly for the health
services they use at the point of delivery (WHO,
2010b). With an obvious link between catastrophic
out-of-pocket expenditures on health care (defined
as out-of-pocket health payment exceeding 40% of
a household’s non-subsistence spending) and the
risk of falling into poverty (see figures 3.5 and 3.6),
greater effort needs to be made to strengthen health
coverage and to make it universal.
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This is especially the case in the Asia-Pacific
region, where only 20% of the regional population
has access to health-care assistance and where
out-of-pocket medical expenses are among the
highest in the world.35 In South Asian countries
only 8% of the population is covered by health-care
programmes (ESCAP, 2010a). To this extent, the
General Assembly in December 2012 once again
urged “Governments, civil society organizations and

Figure 3.5. Households impoverished as a result of catastrophic out-of-pocket expenditures
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Source: Ke Xu and others, “exploring the thresholds of health expenditure for protection against financial risk” World Health Report (2010) Background
Paper 19 (Geneva: World Health Organization, 2010). Available from www.who.int/healthsystems/topics/financing/healthreport/19THE-thresv2.pdf.

Figure 3.6. Catastrophic and total health expenditure
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international organizations to promote the inclusion of
universal health coverage as an important element
in the international development agenda”.36

community pledged to achieve universal primary
education by 2000. As that deadline had already
passed more than a decade ago, achieving universal
enrolment in primary education became one of the
core Millennium Development Goals agreed in 2000.
Moreover, in 2000, 164 Governments reaffirmed
their commitment to achieving “education for all”
by the year 2015 at the World Education Forum,
which was held in Dakar in April 2000.

Education for all
Education has also long been found to be one
of the cornerstones of inclusive and sustainable
development. More education contributes positively to
labour productivity and is generally associated with
higher wages. Moreover, the return on investment
and expenditure in education is high, particularly for
less developed countries (see table 3.5). In Asia, it
is on average higher than 10% for all three tiers
of education. At the same time, more education,
particularly of females, has important heath impacts
on children and contributes to lower levels of fertility,
irrespective of level of development. Thus, there is
a clear positive effect between education and health
outcomes, earnings and higher economic growth.

Governments clearly need to devote
more resources to increase enrolment
Many countries in the region have already achieved
universal primary education; several others are on
track to do so. Nevertheless, of the estimated 61
million children of primary school age who were
out of school in the world in 2010, one fifth (13
million) were in South Asia. In relative terms, 7%
of children of primary school age in South Asia
were not in school (UNDESA, 2012a). Moreover,
in South Asia, girls accounted for 55 per cent of
the total share of out-of-school children.

At the World Conference on Education for All, held
in Jomtien, Thailand, in March 1990, the global

Table 3.5. Returns to investment in education by level
(Percentage)
Region
Asiaa
China
India
Nepal
Papua New Guinea
Philippines
Singapore
Sri Lanka
Thailand
Viet Nam
Europe/Middle East/North Africaa
Latin America and the Caribbean
OECD
Sub-Saharan Africa
World

Primary
16.2
14.4
..
15.7
12.8
13.3
16.7
..
..
13.5
15.6
17.4
8.5
25.4
18.9

Source: Psacharopoulos and Patrinos (2004).37

Social movement
Secondary Higher
11.1
11.0
12.9
11.3
..
8.1
9.1
19.4
8.4
8.9
10.5
10.1
13.9
..
..
..
..
4.5
6.2
9.7
9.9
12.9
12.3
9.4
8.5
18.4
11.3
13.1
10.8

Primary
20.0
18.0
2.6
16.6
37.2
18.3
22.2
..
16.0
10.8
13.8
26.6
13.4
37.6
26.6

Private movement
Secondary Higher
15.8
18.2
13.4
15.1
17.6
18.2
8.5
12.0
41.6
23.0
10.5
11.6
12.9
18.7
12.6
16.1
12.9
11.8
3.8
3.0
13.6
18.8
17
19.5
11.3
11.6
24.6
27.8
17.0
19.0

Note: Private returns are higher than “social” returns, defined on the basis of private benefits but total (private plus external) costs, due to the public
subsidization of education and the fact that typical social rate of return estimates are not able to include social benefits.
a

Non-OECD.
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The need for greater efforts to expand primary
schooling in the region is thus apparent and
Governments clearly need to devote more resources
to increase primary school enrolment. Completing
primary education is, however, not sufficient to
prepare young persons for work in labour markets
and provide them with the tools that these requires.
As countries develop, demands for an increasingly
sophisticated labour force rise to the extent that a
secondary education will be essential in searching
for the key to a better life, especially as developing
countries ultimately will engage more in research
and development at the tertiary level. However, with
secondary enrolment rates reaching less than 50%
in several countries in the region (see figure 3.7),
Governments need to commit to achieve universal
enrolment in secondary education and to intensify
efforts to meet such a goal.
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affected budgets for education (Chapman and
Adams, 2002).

Energy access for all
In December 2010, the General Assembly declared
2012 as the International Year of Sustainable
Energy for All,38 recognizing that “… access to
modern affordable energy services in developing
countries is essential for the achievement of the
internationally agreed development goals, including
the Millennium Development Goals, and sustainable
development, which would help to reduce poverty
and to improve the conditions and standard of living
for the majority of the world’s population”.39 In June
2012, the United Nations Conference on Sustainable
Development (Rio+20) reconfirmed the SecretaryGeneral’s Sustainable Energy for All initiative, which
includes three interlinked objectives to be achieved
by 2030: (a) to ensure universal access to modern
energy services;40 (b) to double the global rate of
improvement in energy efficiency; and (c) to double
the share of renewable energy in the global energy
mix.41 The General Assembly subsequently declared
2014-2024 as the Decade of Sustainable Energy for
All42, underscoring the importance of energy issues
for sustainable development and for the elaboration
of the development agenda beyond 2015.

In addition to the quantitative objective of achieving
universal primary education, efforts need to be
made to improve educational quality. Reasons for
this growing concern with the quality of education
include: the inability to adequately finance and staff
rapidly growing education systems; evidence of low
levels of competence in basic skills; new demands
for mathematics and computer skills stemming from
the information technology revolution; and multiple
economic and financial crises that have adversely

Figure 3.7. Gross and net enrolment rates in secondary education, latest available data
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In the Asia-Pacific region, two main energy
challenges are related to providing universal access
to sustainable energy supplies: (a) to meet existing
shortfalls; and (b) to meet projected growth in
energy demand, especially from major emerging
economies in the region. Fortunately, the region
has both conventional (e.g. coal, oil, gas) and
renewable (e.g. hydro, solar, wind, geothermal) energy
resources, which can be tapped to achieve the
Sustainable Energy for All initiative. However, there
are significant disparities in the Asia-Pacific region
in terms of access to energy services, especially in
terms of access to electricity, and access to modern
cooking fuels (see figure 3.8). In the region, 1.7
billion people rely on traditional biomass and more
than 600 million people live without electricity. In
addition, more than 70% of the people in the Pacific
subregion still do not have access to electricity.43 A
total of 10 countries – four in developing Asia and
six in sub-Saharan Africa – account for two thirds
of those people globally without electricity; just 3
countries – Bangladesh, China and India – account
for more than half of those without clean cooking
facilities (IEA, 2012). However, the situation varies
at the subregional level.

Of the more than 600 million people without electricity
in Asia and the Pacific, the South and SouthWest Asian subregion alone accounts for about
449 million; these people are living in Bangladesh,
India and Pakistan (IEA, 2011). In the South-East
Asian subregion, there are about 81 million people
in Indonesia and about 44 million in Myanmar who
continue to live without access to electricity (IEA,
2011). In the Pacific subregion, only 10% of the
households in Papua New Guinea have access to
electricity (UNDP, 2009a). In the East and North-East
Asian subregion, three countries, namely China, the
Democratic People’s Republic of Korea and Mongolia,
experience relatively low levels of electrification: 17.7
million people in the Democratic People’s Republic
Papua New Guinea
of Korea, 8 million
Myanmarpeople in China and about a
Solomon Islands
million people Afghanistan
in Mongolia live without access to
Vanuatu
electricity (IEA,Timor-Leste
2011).
Cambodia
Democratic People’s Republic of Korea
Bangladesh
Nepal
Lao People’s Democratic Republic
Pakistan
Indonesia
Mongolia
Bhutan
India
Sri Lanka
Fiji
Philippines
Samoa
Viet Nam
Iran (Islamic Republic of)
Thailand
Malaysia
China
Brunei Darussalam
Maldives
Republic of Korea

On the other hand, although access to energy
services is not the primary energy-related challenge
in North and Central Asia, there are concerns in
some countries. For instance, 98% of the population
of Kyrgyzstan has access to the electrical grid,
but there are forced blackouts and rationing when
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hydropower gets low during the winter (Abdyrasulova
and Kravsov, 2009). Likewise in winters, more than
1 million people in Tajikistan, the total population of
which is less than 7 million people, have little or
no access to an adequate energy supplies (UNDP
and UNEP, 2011).
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namely the proportion of population without access
to electricity and the proportion of population relying
on traditional biomass for cooking, are closely related
to development and poverty outcomes. Figure 3.9
illustrates a significant correlation between access
to modern energy services and human development
and poverty.

Universal access to energy services is essential
for increasing economic activities, which create
opportunities for employment, not only for the poor.
Similarly, the lack of access to modern cooking
fuels poses a severe health hazard due to indoor
air pollution caused by the burning of inefficient
cooking fuels, such as traditional biomass. WHO
(2006a) estimated that cooking with traditional fuels
is a major risk factor for pneumonia among children
and chronic respiratory disease among women in
particular; the use of such fuels is responsible for
1.5 million deaths every year. Clearly, increasing
access to modern, clean and efficient sources of
energy is a key driver of inclusive and sustainable
development.

There is a significant correlation
between access to modern energy
services and human development
Energy access indicators are positively correlated with
human development (as measured by the Human
Development Index).44 The scatter diagrams in the
figure indicate that countries with better access to
energy services tend to exhibit a higher level of
human development. Better access to modern energy
services provides households with opportunities to
engage in productive activities and subsequently
creates conditions for better jobs higher-level incomes.
Evidence from the Asia-Pacific region indicates that
access to energy services contributes to greater
human welfare and increasingly higher levels of
sustainable development.

The relationship between two key indicators of
the universal access to modern energy services,

Figure 3.9. Development and universal access to energy services, latest available data
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Figure 3.10. Primary energy use in Asia and the Pacific and the rest of world, 1990-2008
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Sources: International Energy Agency, World Energy Outlook 2011 (Paris, 2011); UNDP, The Energy Access Situation in Developing Countries
(New York, 2009); and national sources.

CONCLUDING REMARKS

Critically, as population growth remains unabated in
the Asia-Pacific region and urbanization continues,
the demand for energy services will increase
significantly to keep pace with the economic growth
momentum. As shown in figure 3.10, the demand
for energy in the region increased significantly over
the last decade, from 39% of the world’s total in
2000 to 45% in 2008 (ESCAP, 2012c).

The above discussion highlights the importance of
forward-looking macroeconomic policies for achieving
resilient and inclusive sustainable development. The
lessons of the past indicate that macroeconomic
policies need to be balanced between stabilization
and development. This would entail the State
assuming a greater role in investing in key areas of
human development and social and environmental
protection that would enhance the quality of growth
in terms of resilience and inclusiveness, and hence
strengthen the sustainability of development.

Since securing a stable source of energy services
and making it available to households is an essential
component for inclusive and sustainable development,
Governments need to lay out investment strategies
in energy infrastructure by detailing policy measures
to improve access to modern energy services so
as to enhance their impact on production activities
for boosting economic outputs and social and health
impacts. To overcome the growing challenges from
the accessibility of the modern energy services
and depletion of natural resources, Governments
should address these policy matters on a timely
basis and in a targeted manner to promote energy
policies that are aimed at improving the efficiency
and increasing the use of renewable energy in the
county’s energy mix.

With public investment in employment guarantee
schemes, health, education and social security, as
well as through leveraging procurement expenditures,
fiscal policy can be a crucial macroeconomic
policy tool for attaining inclusive, equitable and
sustainable development. The question is, however,
are these investments too large to threaten fiscal or
macroeconomic sustainability? In the next chapter,
attempts are made to provide some tentative answers
to this question.
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