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FOREWORD

W hat we once called the “Asian financial crisis” is now a global economic, social and political cris is that 
has had its most devastating impact on society ’s margins: the millions of poor and vulnerable men, wom en and 

children who are in no way responsible for the fallout but who have nonetheless seen the ir hopes dashed and 
the ir families thrown into terrib le hardship and even destitution. This edition of the Econom ic and  Socia l Survey  
o f Asia and  the Pacific  looks closely at the impact of the crisis on the ESCAP region and considers the 

prospects for recovery. It also discusses various policy measures, national and international, that could help 
avert future catastrophes and keep countries on the path of progress and growth.

A key factor in the global economy and in the region’s recovery and future is inform ation technology. 
E lectronic commerce, Internet banking and the trading of securities are just som e of the applications that offer 
enorm ous opportunities for increasing trade, enhancing com petitiveness and attracting foreign direct investment. 
But progress in the ESCAP region has been uneven. In an in-depth study, the Survey  s tresses the need for 
countries to create an environment conducive to information techno logy by putting in place the necessary 
physical and legal infrastructure and, equally important, providing the education and train ing needed to develop 
human resources.

W hether p lanning for the future or coping with the crises of today, there is a clear role for international 

solidarity and cooperation. This Survey, contain ing a wealth of insights and information, is part of the United 
Nations’ ongoing efforts to nurture the partnerships we need if we are to successfully meet the cha llenges 
before us.

Kofi A. Annan 

Secretary-GeneralMarch 1999
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EXPLANATORY NOTES

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

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

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

On 1 July 1997, Hong Kong became Hong Kong, China. Mention of “Hong Kong” in the text refers to a date prior to
1 July 1997.

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

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

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

Reference to “tons” indicates metric tons.

Values are in United States dollars unless specified otherwise.

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

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

In dates, a hyphen (-) is used to signify the full period involved, including the beginning and end years, and a 
stroke (/) indicates a crop year, a fiscal year or plan year. The fiscal years, currencies and 1998 exchange rates of the 
economies in the ESCAP region are listed in the following table:

Rate o f exchange
Country or area Fiscal year Currency and abbreviation for $1 as of

June 1998

A fghan is tan ................................................
American S a m o a .....................................
A rm en ia .......................................................
A u s tra lia ......................................................
Azerbaijan ...................................................
B ang ladesh ................................................
B hu tan ..........................................................
Brunei Darussalam ...................................
C am bod ia ....................................................
C h in a ............................................................
Cook Is la n d s ..............................................
Democratic People's Republic 

of K o rea ..................................................

F iji.............................................................
French Polynesia......................................

21 March to 20 March

1 January to 31 December 
1 July to 30 June 
1 January to 31 December 
1 July to 30 June 
1 April to 31 March 
1 January to 31 December 
1 January to 31 December 
1 January to 31 December 
1 April to 31 March

1 January to 31 December

afghani (Af)
United States dollar ($) 
dram
Australian dollar ($A)
Azeri manat (AZM) 
taka (Tk) 
ngultrum (Nu)
Brunei dollar (B$) 
riel (CR)
yuan renminbi (Y)
New Zealand dollar ($NZ)

won (W)
Fiji dollar (F$)
French Pacific Community franc 

(FCFP)

3 000.000 
1.000 

501.930 
1.630 

3 861.000a 
46.300 
42.470 

1.730b 
3 995.000 

8.280 
1.972

2 .20 0 c

2.047

106.180d

x iii



Country or area Fiscal year
Rate of exchange 

Currency and abbreviation for $1 as of
June 1998

G uam ............................................................
Hong Kong, C h in a ...................................
In d ia .............................................................
Indonesia.....................................................
Iran (Islamic Republic o f) .......................
Japan............................................................
Kazakhstan.................................................
K ir ib a ti..........................................................
Kyrgyzstan..................................................
Lao People’s Democratic R epublic .....
M acau...........................................................
M a lays ia ......................................................
M a ld ives ......................................................
Marshall Is lands ........................................
Micronesia (Federated States o f ) .......
M ongolia ......................................................
Myanm ar......................................................
Nauru............................................................
N epa l............................................................
New C aledonia ..........................................

New Z ea land ..............................................
N iu e ..............................................................
Northern Mariana Is la n d s .....................
Pakistan.......................................................
P a la u ............................................................
Papua New G u inea .................................
Philipp ines..................................................
Republic of K o re a ....................................
Russian Federation .................................
S am oa ..........................................................
S ingapore ....................................................
Solomon Is la n d s ......................................
Sri Lanka .....................................................
Tajikistan......................................................
T ha iland .......................................................
Tonga............................................................
Turkey ...........................................................
Turkm enistan..............................................
Tuva lu ...........................................................
Uzbekistan..................................................
V a nua tu .......................................................
Viet N a m .....................................................

Sources: United Nations, Monthly Bulletin o f Statistics, vol. Lll, No. 12 (December 1998); International Monetary Fund, 
International Financial Statistics (January 1998); and national sources.

a 4 July 1998. 
b 31 July 1998. 
c 16 October 1998. 
d Average 1997. 
e 28 August 1998.

1 October to 30 September 
1 April to 31 March 
1 April to 31 March 
1 April to 31 March 
21 March to 20 March 
1 April to 31 March
1 January to 31 December
1 January to 31 December
1 January to 31 December
1 July to 30 June

1 January to 31 December 
1 January to 31 December 
1 October to 30 September 
1 October to 30 September 
1 January to 31 December 
1 April to 31 March 
1 July to 30 June 
16 July to 15 July

1 April to 31 March 
1 April to 31 March 
1 October to 30 September 
1 July to 30 June 
1 October to 30 September 
1 January to 31 December 
1 January to 31 December 
1 January to 31 December 
1 January to 31 December 
1 July to 30 June 
1 April to 31 March 
1 January to 31 December 
1 January to 31 December 
1 January to 31 December 
1 October to 30 September 
1 July to 30 June 
1 January to 31 December 
1 January to 31 December 
1 January to 31 December 
1 January to 31 December 
1 January to 31 December 
1 January to 31 December

xiv

United States dollar ($)
Hong Kong dollar (HK$)
Indian rupee (Rs)
Indonesian rupiah (Rp)
Iranian rial (RIs) 
yen (¥) 
tenge (T)
Australian dollar ($A) 
som (som) 
new kip (NK) 
pataca (P) 
ringgit (M$) 
rufiyaa (Rf)
United States dollar ($)
United States dollar ($) 
tugrik (Tug) 
kyat (K)
Australian dollar ($A)
Nepalese rupee (NRs)
French Pacific Community franc 

(FCFP)
New Zealand dollar ($NZ)
New Zealand dollar ($NZ)
United States dollar ($)
Pakistan rupee (PRs)
United States dollar($) 
kina (K)
Philippine peso (P) 
won (W) 
rouble (R) 
tala (WS$)
Singapore dollar (S$)
Solomon Islands dollar (Sl$)
Sri Lanka rupee (SL Rs)
Tajik rouble (TR) 
baht (B) 
pa’anga (T$)
Turkish lira (LT)
Turkmen manat (M)
Australian dollar ($A) 
som (som) 
vatu (VT) 
dong (D)

1.000 
7.744 

42.470 
14 900.000

1 749.000 
140.850

76.950
1.630 

19.920
2 602.000e

7.979 
4.169 

11.770 
1.000 
1.000 

838.630 
6.467
1.630 

68.325

106.180d
1.972
1.972 
1.000

46.000 
1.000 
2.139 

42.091 
1 373.000 

6.198 
3.106 
1.707 
4.798 

64.791 
754.000 

42.313 
1.502 

265 520.000 
5 200.000a

1.630 
87.760

130.530 
12 987.000
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PART ONE

R e c e n t  Ec o n o mic  a n d  S o c ia l  

D e v e l o p me n t s





G l o b a l  E c o n o mic  D e v e l o p me n t s  
a n d  Imp l ic a t io n s  f o r  t h e  
ESCAP Re g io n

INTRODUCTION

T he Economic and  Social Survey of Asia and  the  

Pacific 1998 forecast that the world economy 

would grow by 3.0 per cent during 1998, only 

slightly lower than the rate of growth of 3.2 per cent 

attained in 1997.1 In the event, the world economy 

slowed much more sharply, to 1.8 per cent. World 

trade growth tapered off even more precipitately, 

from a projected 7.0 to 3.7 per cent while the 

flow of private finance to developing countries fell 

during 1998 to about half its level of 1996. These 

developments were largely on account of the w ide- 

spread fallout of the economic and financial crisis in 

South-East and East Asia, an event which dom i- 

nated the global econom ic scene during much of 

1998.

The crisis in Asia has turned out to be far 

deeper than was foreseen a year ago. Consistent 

with the analysis in the 1998 Survey2 of a number 

of factors which, it was anticipated, would have 

adverse implications for early recovery, the crisis 

has also lasted much longer than many analysts 

predicted. The ongoing impact of the crisis has 

manifested itself in deep recessions in the crisis 

countries, in reduced growth rates in many other 

countries within and outside the ESCAP region 

and in exaggerated swings in the foreign exchange 

and stock markets during much of 1998. Interest 

rates have declined in most developed countries,

1 Economic and Social Survey of Asia and the Pacific  
1998 (United Nations publication, Sales No. E.98.II.F.59), 
p. 4, table I.1.

2 Ibid., pp. 95-96.

but this has not favoured capital inflows to

developing countries because of h igher risk 

perceptions. The overall quantum  of in ternational 

debt flows to developing countries has declined. 

Stock markets in developed countries rose to

record highs only to fall back, a lmost to the levels 

prevailing at the beginning of 1998. For the world

economy, the broad consensus is that the

slowdown in both growth and trade will last well 

into 1999.

As this Survey  is being written, there are

some encouraging signs on the horizon for som e of 

the countries affected by the crisis in the region. 

However, it is by no means certain that the worst is 

over for all of them. It is being recognized that 

structural weaknesses in some of these countries 

may be more serious than was previously thought 

and that these will take time to resolve.

This chapter traces the course of events

during 1998 in both the developed and the deve- 

loping countries against the background of the 

crisis. It shows the continu ing impact of the crisis 

on the econom ic perform ance of both groups of

countries, as well as on trade and capital flows, 

and outlines the likely consequences of the crisis 

for the ESCAP region during 1999 and beyond.

The chapter also offers som e proposals regarding 

the reform of the in ternational financial system, the 

need for which has been brought to the fore by 

the recent events. It should be strongly em pha- 

sized that, as far as output and financial market 

trends are concerned, the near-term  outlook 

remains clouded by profound uncertainty. Any 

forecasts for 1999 have a high margin of error. 

The principal economic indicators of global trends 

are given in table I.1.
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Sources: United Nations, “Project LINK World Outlook: summary’’ (30 November 1998); World Bank, Global Economic 
Prospects and the Developing Countries 1998/99 (Washington DC, 1998); IMF, World Economic Outlook (Washington DC, 
October 1998); and figures supplied by the United Nations Department of Economic and Social Affairs.

a Preliminary estimates. 
b Forecast.
c Exports and imports (goods and services).
d Developed and developing economies ratios weighted at purchasing power parity. 
e Period averages.

RECENT GLOBAL 
MACROECONOMIC TRENDS 

Developed countries

In order to understand better the s ignificance 

of developm ents in the advanced econom ies during 

1998 follow ing the cris is in Asia, it is appropria te to 

divide the year into two. In the first period, 

corresponding to the first half of the year, the threat

to global growth from  the Asian cris is  still appeared 

to be limited, volatility in the financia l m arkets and its 

attendant dangers for investor confidence notw ith- 

standing. The crisis was actually expected to exert 

a m odest d is infla tionary effect on the developed 

econom ies, thus reducing the risks from  overheating 

in those econom ies which were opera ting c lose to 

physical capacity as recovery had begun earlie r after 

the recession of 1992-1993. These were the  United 

States of America, the United K ingdom  of Great 

Britain and Northern Ireland and Canada. In the
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Table I.1. Selected indicators of global economic conditions, 1995-1999

1995 1996 1997 1998a 1999b

Economic growth (percentage change of GDP)

World 
Developed economies 

Japan
United States of America 
European Union 

Developing economies 
Economies in transition

Growth in volume of trade (%)c 

World
Developed economies Exports

Imports
Developing economies Exports

Imports

Commodity prices 
(annual percentage change; US dollar terms)

Non-fuel primary commodities 
Oil

Inflation rate (%)d

CPI in the developed economies 
CPI in the developing economies

Exchange rates 
(nominal units per US dollar; 1995 = 100)e

Yen per US dollar 
Deutsche mark per US dollar

8.8
7.4
7.5 

14.8
9.0

8.4 
7.9

2.5 
22.3

100.0
100.0

6.8
6.0
6.4
8.8
9.3

2.5 
2.2
1.5 
2.3
2.5
4.6

– 0.8

– 1.2
18.4

2.4
14.1

115.6
106.3

3.0
2.9
3.9 
3.4
1.7
5.7

–0.1

3.2
2.8
0.9
3.9
2.7
4.8
1.7

9.7 
10.3

9.0
10.9
9.8

–3.3
–5.4

2.1
9.1

128.6
121.0

1.8
1.7

–2.7
3.4
2.8
2.0

– 0.4

3.7
3.6
4.5
3.9
1.0

– 13.9
–31.1

1.7
10.3

138.5
123.1

1.9
1.6

– 1.0
2.2
2.3
2.7

–0.6

4.6
4.2
4.7
5.5
4.6

0.4
9.3

1.7
8.3

127.5
115.4



other developed economies, overall GDP growth was 
expected to continue at, or very near, its recent 

pace, with the notable exception of Japan, which 

was still having to grapple with severe domestic 

econom ic problems that emerged even before the 

crisis.

Indicative of this broadly positive prognosis 
was the continuation of the strong performance of 

equity m arkets which, by mid-year, had reached

record highs in several countries. From a purely 

domestic policy perspective in the developed 

economies, therefore, the accent remained on

preserving the m om entum  of growth and reduc- 
ing unem ploym ent within a stable financial envi- 

ronment.

In the three largest econom ies of the European 

Union, viz. Germany, France and Italy, such a

straightforward policy objective appeared, however, to 

be som ewhat complicated, in the short run at least, 

by other factors. This was because of the imple- 

mentation of the third stage of Economic and 

M onetary Union, starting from 1 January 1999, in 

which the exchange rates of the participating

countries would becom e locked prior to the issue of 

the euro.3 In the interim, on the monetary front, 

consistent s igns of convergence within the EU 

becam e apparent during 1998 with both differentials 

in short-te rm  interest rates and the rates themselves 

tending to decline over the year.

In Japan, the problems during much of 1997 

and at the beginning of 1998 were of a 

fundam enta lly different character and magnitude. A 

relatively robust recovery in 1996 had faltered badly 

in 1997. Towards the end of that year, there was a 

sharp increase in inventory levels, occasioned by the 

increase in the sales tax in April 1997 from 3 to 5 

per cent and the elim ination of special tax 

exemptions. During the first half of 1998, delays in

3 The European Central Bank, together with the 
national central banks of EMU countries, will form the 
European System of Central Banks to manage the intro- 
duction of the euro. The latter has also been charged with 
the responsibility of achieving monetary convergence along- 
side the Stability and Growth Pact signed earlier by these 
countries, which dealt with fiscal matters.

the implementation of a new stim ulus package that 

was expected to reinvigorate the pace of GDP 

growth became instrumental in causing private 

consumption to decline sharply. This decline greatly 

exacerbated corporate sector w eaknesses as, for 

many corporations, a reduction in sales generated 

inevitable pressure on cash flow  and debt-servic ing 

capacity. These adverse developments, in turn, 

caused a severe and w idespread loss of consum er 

and business confidence in the country. It thus 

became clear that the im pending risks in the 

Japanese econom y were strongly suggestive of a 

significant slowdown, possib ly a recession, if no 
further corrective m easures were put into effect by 

the government.

In the second period, which corresponds to 

the second half of 1998, the long-lasting nature of 
the Asian crisis and its adverse impact for the major 

econom ies of the world becam e progressively 

evident. In the United States, sentim ent remained 

positive until well into the third quarter. This was so 

because, despite an unem ploym ent rate of 4.6 per 

cent, the lowest s ince 1972, in flationary expecta- 

tions, helped by a strong dollar and weak 
comm odity prices, had begun to ease, thus reducing 

the likelihood of a rise in interest rates. Further- 

more, for the first tim e in over two decades, the 

United States had succeeded in e lim inating its 

budget deficit.

The continuing strength of the United States 

economy, in fact, eased the path of ad justm ent in 

several countries affected by the crisis in Asia and 

made the crisis less severe than it m ight otherw ise 

have been. However, this was at the expense of a 

significant worsening of the external position of the 

United States economy. By m id-1998, s igns of 

weakness on the trade front had begun to emerge, 

with slowing exports to Asia.

A potentia lly m ore serious w eakness that 

began to come to light from m id-1998 onwards 

was a sharp slowdown in corpora te profit growth 
in the United States economy. The stock market 

in the United States, buoyed by rising corporate 

profits, has provided a significant indirect boost 
to growth in the real econom y over the last few 

years. The bull m arket was instrum enta l in 

doubling the measured wealth of households in the
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ship also increased and alm ost tw ice as many 

households in the United States currently own 

shares as in the m id-1980s.4 This appreciably 

magnified the wealth effect of rising share prices in 

the econom y and, as a result, savings declined 

and consum ption increased. By the m iddle of

1998, personal savings in the United States had 

fallen to historic lows, while consum er spending 

was buoyant, rising at an annual rate of 6 per 

cent. Any m ajor bout of share price weakness 

could therefore produce a significant impact on 

consum er spending and, hence, on the overall 

growth of the economy.

In the third quarter of 1998, driven by a 

series of corporate profit warnings, the unilateral 

debt freeze in the Russian Federation (an indirect 

result of the Asian crisis through its impact on 

oil and other com m odity prices) and the em er- 

gence of losses in financial sector institutions, 

stock markets fell substantia lly  virtua lly everywhere. 

The fall was led by the United States and all the 

earlier gains in 1998 were w iped out. W eakness 

in the equity markets then spread into corporate 

bond markets, sending United States treasury bond 

yie lds to historical lows through the phenomenon 

described as “flight to quality” as investors sought 

to offload investments in all but the highest rated 

corporate names and countries and shifted to 

com paratively risk-free treasury bonds. Extreme 

volatility became evident also in the foreign 

exchange markets, with the dollar-yen rate moving 

from  144 in late August to 124 in early October. 

S tock markets have since recovered a considerable 

part of the ir lost ground and exchange rate 

volatility has largely subsided. However, it is clear 

that deep underly ing uncerta in ty persists, with both 

exchange and stock markets liable to overreact in 

an unpredictable fashion to any adverse develop- 
ments.

The im m ediate direct cause of the end of the 

bull run in the financial m arkets was the exposed 

position of financia l sector com panies to events 

such as those in the Russian Federation, and

4 The Economist, 5 September 1998.

their vulnerability to the high levels of gearing by 

which some of those com panies, such as certa in 

hedge funds, had been operating. But the 

fundam ental cause undoubtedly was the hitherto 

underestimated risks of losses of transnational co r- 
porations in both the financia l and the non-financial 

sectors as a result of the downturn in Asia. 

Another factor, initially overlooked, was the spread 

of m arket contagion outside the ESCAP region.

Thus, within the space of a few short weeks, the 

balance of priorities in the United States econom y

had been transformed from  the conta inm ent of

inflationary pressures to the prevention of a growth 

slowdown. This prompted the United States 

Federal Reserve Board to cut interest rates three 

times in quick succession in O ctober and Novem - 

ber 1998.

It is noteworthy that one of the strik ing

manifestations of the financial market uncerta in ty in 

the United States has been the extrem e aversion 

to risk displayed by financial secto r com pan ies in 

that country. One result is that liquidity has dried 

up for all but the best borrowers. Likewise, at 

current costs there are few corpora te  entities, 

especially small and m edium -sized ones, that can 
make new bond flotations as spreads between 

top-rated borrowers and slightly risk ier ones 

have widened to unprecedented levels. A lthough 

spreads have stabilized and even narrowed in 

some cases, the danger of a generalized credit 

crunch remains.

In the EU, conditions have been different, 

partly because the major EU econom ies, with the 

exception of the United K ingdom , are at an earlier 

stage of the econom ic cycle. Another factor is 

that European households hold a sm alle r propor- 

tion of their wealth in shares; hence, any stock 

market weakness or volatility will have a sm aller 

impact on the spending patterns of EU consum ers 

than in the United States. Neverthe less, any 

weakness that developed in the United States 

econom y would eventually transm it itself to Europe, 

essentia lly via trading links. In addition, European 

financial institutions were also heavily  exposed in 

the em erging markets, particu la rly  the Russian 

Federation, and such exposure could become 
part of a more generalized loss of investor con- 
fidence.
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W ithin the EU, the United Kingdom economy 
was already slowing towards the middle of 1998 

under the impact of an appreciating currency. Being 

ahead of the other EU econom ies in the recovery 

cycle, interest rates in the United Kingdom had, by 

the first half of 1998, risen higher compared with the 
rest of the EU and to the United States. As a 

result, the United Kingdom currency had tended to 

appreciate relative to most EU currencies, leading to 

a certa in loss of competitiveness. The financial

market turm oil of Septem ber 1998, however, high-
lighted the likelihood of a more rapid slowdown of 

the United Kingdom econom y and brought three cuts 
in interest rates in its wake.

In Septem ber and October, and again in 

D ecem ber 1998, the deutsche mark also tended to 

strengthen, especially v is-a-vis the United States 
dollar. The currencies of other EU countries 
likewise experienced real exchange rate apprecia- 

tions, though of a sm aller magnitude, during this 

period. A long with the decline in demand from

Asia, this phenom enon will, in all likelihood, reduce 

demand for EU exports in non-EU markets in the 
near term.

The second half of 1998 showed up the 

weakness of the Japanese econom y with particular 

force. The country ’s GDP contracted at an annual 

rate of 3.6 pe r cent in the third quarter of 1998 and 

unemploym ent c lim bed to a post-war high of over
4.3 per cent in Septem ber 1998. This was the 

fourth consecutive quarterly  GDP decline, and con- 

sum er and business confidence effectively collapsed 

in the face of the deep-seated nature of the difficul- 

ties facing the financial sector. Unfolding evidence 

of the impact of the Asian crisis on Japan’s 

economy, and on the financial sector in particular, 

badly dented business confidence. In September,

the governm ent announced that bad debts on the 

books of Japanese banks amounted to an enormous
87.5 trillion yen, or 11 per cent of total loans. 

As a result of these negative elements, the stock 

market declined to a 12-year low and the Economic 

Planning Agency downgraded GDP growth estimates 
for 1998, from a growth of 1.9 per cent to a contrac- 

tion of 2.2 per cent, w ith unemployment staying at 

well above 4 per cent, the highest since the end of 

the second W orld War. More alarm ingly perhaps, 

just after the third quarter of 1998, Japanese 

producer prices were falling, on an annualized basis,

at the rate 3.7 per cent. Falling producer prices and 
negative earnings growth, taken together, bear the 

imprint of a potentia l de flationary spiral in the 

Japanese economy, led by a chronic inadequacy of 
domestic dem and.5

Against this background, the G overnm ent of 

Japan fina lly succeeded in passing into law in 
October 1998 a series of m easures to rebuild 

business and consum er confidence. These were 
essentia lly designed to rescue the financial system. 

The total package envisaged spend ing of 60 trillion 
yen ($500 billion) to recapita lize insolvent institutions, 

provide others with liquidity support and set up a 
m echanism  for taking over and m anaging bad debts 

through a “bridge” bank.

In its efforts to regenerate growth, the govern- 

ment in November 1998 announced yet another 

package of tax cuts and additional public spending. 
At 24 trillion yen ($198 billion) this package would 

be the second during the 1998/99 fiscal year and 

the largest ever fiscal package. At the same time, 
an effort was launched to m itigate the liquidity 
crunch caused by the w eakness of the Japanese 

banking system, with the Bank of Japan s ignificantly 

expanding its CP (com m ercia l paper) buying opera- 

tions.

In com m on with the rest of the ESCAP region, 
both Australia and New Zealand also experienced a 

marked deterioration in the external environm ent and 

an associated weakening of confidence. Of pa rticu - 

lar concern in both countries have been the large 

current account deficits, estimated at 5 and 6.5 per 

cent of GDP respectively for 1998. W eakening of 

the current account position, however, took place 

against the background of improved public finances 

in Australia, which should allow external ad justm ent 

to take place w ithout too much d isruption in 

domestic econom ic activity. In fact, the weaker 

external environment, by putting downward pressure 
on the Australian dollar, served to improve Austra lia ’s 

competitiveness and preserve dom estic incomes. 
Australian GDP growth remained surpris ing ly strong

5 It is noteworthy that inter-bank interest rates on 
yen placements had reached the historic low of 0.39 
percentage points as of early November 1998 (Financial 
Times, 6 November 1998).
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during 1998. New Zealand, on the other hand,

nearly slid into negative growth as it attempted to 

mitigate exchange rate weakness with h igher interest 

rates. Lower com m odity  prices also significantly

dam pened growth in the economy.

Developing countries

Developing countries outside the ESCAP 

region faced a significant deterioration of the 

external environm ent owing to the spreading Asian 

crisis. O ther than the generally negative impact on 

trade and com m odity prices, several countries faced 

a worsening of conditions for access to external 

finance. Risk prem ium s rose and maturities 

shortened, making foreign capital prohibitively expen- 

sive in some cases.

Initially, in Latin America, the worst affected 
country was Venezuela, where, on account of weaker 

oil prices, the trade balance deteriorated sharply and 
the current account deficit w idened. As a result, 

short-term  interest rates trip led between October

1997 and O ctober 1998. S im ilar pressures also 

affected Argentina, Brazil, Chile and Mexico during 

the 12 months to October 1998, as these countries 

sought to stave off capital outflows and pressure on 

the ir exchange rates. On the trade side, although 
direct Latin Am erican trade with Asia is limited, with 

the exception of Chile, lower com m odity prices 
generated pressure for a marked export slowdown 
and lower GDP growth.

The Asian crisis compelled several Latin 

Am erican governm ents to take corrective, usually 

growth-reducing, measures, involving sharp ly higher 

interest rates and lower governm ent spending to 

ensure exchange rate stability and avoid the kind of 

debt-serv ic ing problems experienced by the Asian 

econom ies in crisis. In the case of Brazil, the 

largest econom y in Latin America, much higher 

interest rates had to be buttressed with a substantial 

austerity package as pressure on the exchange rate 

intensified in the third quarter of 1998. Negotiations 

were concluded with IMF in November 1998 for a 

financing package worth $41.5 billion to avoid a 

large exchange rate depreciation and a debt default. 

Argentina also had to take sim ilar steps to counter 
the effects of financial market contagion and nego- 

tiated an em ergency package with the W orld Bank.

The effect of all these measures, in the short run at 

least, has been to reduce further the pace of 

economic growth in the countries concerned.

Africa was initially unaffected by the Asian 

crisis as its trading and financial links are prim arily 

with the developed countries, its econom ies are less 

open and it is mainly a recipient of ODA. However, 

weakening com m odity prices, flat dem and for 

traditional exports and loss of com petitiveness in 

non-traditional exports on account of exchange rate 
depreciations in the Asian econom ies produced a 

growth-retarding effect on GDP over much of the 

continent. Growth was also adversely affected by 

weather-related difficulties in several countries.

Exchange rate problems were confined almost 

entirely to the South African currency, because of 

the more liberal external regime with in which it 

operates. The rand cam e under considerable 

pressure in the aftermath of the Asian crisis. By 

mid-1998, as a result of the tight m onetary cond i- 

tions, industrial production and GDP growth had 

declined sharply in South Africa.

On a more positive note, despite these 

problems, as well as the ongoing political and 

m ilitary conflicts that have bedevilled life on the 

continent over a long period, African countries, by 

and large, continued to adhere to po lic ies designed 

to improve m acroeconom ic balance and strengthen 

their financial sectors. The Asian cris is thus cam e 

at an inopportune time, when these econom ies were 

in the process of implem enting a reform agenda 

designed to improve the ir long-term  growth 

prospects. As a result, the crisis could have the 

effect of delaying the benefits of reform for some 
time.

West Asia w itnessed a sharp s lowdown of 

growth as the Asian crisis becam e instrum enta l in 

accelerating the downward trend in oil prices, which 

lost one third of the ir value in the first quarter of

1998 alone and continued to weaken for the rest of 

the year despite production cuts by OPEC. By 

December 1998, oil prices stood over 40 per cent 

below their level 12 months earlier and were, in fact, 
c lose to their level of the early 1970s. Lower oil 

prices, while undoubtedly weakening growth in the 
oil-producing countries of W est Asia, proved to be 

something of a b lessing for the o il-im porting
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developing countries in all parts of the world. They 

have relieved pressure on their external positions to 

a considerable extent and allowed them to maintain 
other imports, thus m itigating the adverse effects of 
the crisis to som e degree.

In the econom ies in transition, overall growth 
perform ance was more mixed. In eastern Europe, 
the Asian crisis had a limited impact. The continu- 
ing policy reforms and greater integration with the 
EU were instrumental in allowing these countries to 

keep the ir growth rates stable or even to improve 
slightly on the ir 1997 performance. On the other 

hand, in the Russian Federation and in several 
Central Asian economies, the decline in oil and other 
com m odity prices had a serious impact in term s of 
reduced export earnings, increased fiscal deficit and 
w idened current account deficits. The downtu rn in 
the Russian econom y affected the export demand of 
the Central Asian countries, exerting contractionary 
pressures on a number of economies.

Most of the other developing countries of the 
ESCAP region were also adversely affected by the 
crisis, though to varying degrees. The severity of 
the downturn in the crisis countries during 1998 and 
its impact on the rest of the region overshadowed 

policy d iscussions during most of the year. The 
m ajor developments and policy responses in the 
individual econom ies of the region are discussed in 

som e detail in chapter II.

TRADE AND CAPITAL FLOWS 

Trade

After the recovery of world trade in 1997 from 

its relatively muted perform ance in 1996, a sharp fall 
in imports by the developing countries, led by the 

Asian econom ies affected by the crisis, saw a major 
deceleration of world trade in 1998. Growth in the 

volum e of world trade is expected to fall to 3.7 per 
cent in 1998 from 9.7 per cent in 1997. Global 
m erchandise trade in dollar values is actually 

expected to register a decline in 1998 com pared to
1997 because of sharply lower com m odity prices. 
Between O ctober 1997 and October 1998, the dollar 

price index for all com m odity groups declined by 7.4 

per cent, following a decline of 3.7 per cent in the 

previous 12 months.

The expected rapid growth in exports from  the 
countries experiencing large currency depreciations 
did not materialize. The m ajor factor behind this 
phenomenon, perhaps in itially underrated to som e 
extent, was the high cost of im ported inputs and the 
shortage of finance available to the real economy. 
The chronic weakness of the Japanese econom y 
was another negative factor in so far as the ESCAP 
region was concerned.

Some deceleration of world trade had been 
expected in 1998 on the presum ption that growth in 
North Am erica could begin to taper off during the 
year and this m ight not be offset by recovery in the 
EU. Against this, it was assum ed that, if developing 
and transition econom ies were able to maintain their 
rate of expansion of imports, the decline in the 
overall rate of growth of world trade in 1998 might 
be only marginal. In the event, North American 
imports remained unexpectedly buoyant for most of
1998, but developing country im ports declined by far 
more than had been forecast, thus causing the 
slowdown in world trade growth.

It is worth em phasiz ing that in many develop- 
ing countries imports and exports, have a c ircu lar 
relationship. Many of the newer exports, on which 
much of the export buoyancy in the early 1990s was 
built, inc luding those generated by FDI, have a high 
import content of raw materia ls and components. 
Exchange rate depreciations made im ports more 
expensive. This, in turn, produced an adverse 
knock-on effect on exports. However, the latest 
indications are that exports from som e of the worst- 
affected Asian econom ies have risen m odestly in 
volume term s but not yet in do llar values to 
a com mensurate degree. Nevertheless, rising 
export volumes have served to partia lly mitigate 
severe cash flow problems in several econom ies and 
to counter the effects of shrinking dom estic sales.

In terms of m erchandise trade, while the broad 
parameters do not look very optim istic, the worldw ide 
demand for sem iconductors is expected to bounce 
back in 1999.6 O vercapacity and w eakness in 
sem iconductor prices was a m ajor factor in the trade 
slowdown of several countries in the ESCAP region 
in 1996. A pick-up of dem and in that industry could 
have more than just sym bolic  s ign ificance in the 
present context.

6 Bangkok Post, 13 November 1998.
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Capital flows

Trends in capital flows are shown in table I.2. 

V irtua lly all form s of private capital flows show a 

fairly susta ined rise in the period 1990 to 1996. 

There was a slowdown between 1993 and 1994 in 

the aftermath of the Mexican crisis and a further 

deceleration in 1997, reflecting the beginning of the 
financial crisis in Asia in the latter half of 1997. 

Prelim inary indications for 1998 suggest a sharp 
deceleration across the board, with the exception of 
ODA flows. Overall, private flows to emerging 

markets are estimated to have declined by som e 35 
per cent com pared with 1997, with a particularly 
dramatic fall in com m ercia l bank lending. ODA 

flows have obviously risen only tem porarily in 
response to the expanded em ergency assistance 

provided by IMF, the W orld Bank and other 

multilateral and bilateral sources to several countries 

in 1998.7

As already m entioned, in the wake of the 

Asian crisis and subsequent problems elsewhere, 

financial market contagion spread beyond the

Asian region. W ith the unilateral debt freeze in the 

Russian Federation, an in tensified risk aversion 

emerged, leading to a more generalized flight to 

quality during 1998. Prime quality bond prices 

rose to unprecedented heights during the year. 

Simultaneously, yield d ifferentia ls between the 

best-rated bonds, such as United States Treasury 

bonds, and others such as those issued by 

emerging markets or lesser-known corpora te names 

widened. This phenom enon m ade it v irtua lly 
impossible for em erging market governm ents or 

corporate entities to raise finance at an acceptab le 
cost.

There is som e fear that th is flight to quality 

may not be easily reversible in the short  term. 

One critical feature of the phenom enon is the state 

of the balance sheets of em erging market financial 

institutions. All capital flows, o ther than FDI, 

require interm ediation by financia l institutions. 

Impaired asset quality of many financia l institutions 

has forced many of them to cut back on new 

lending, especially to less cred itworthy customers,

7 Financial Times, 20 October 1998.

Table I.2. Net long-term resource flows to developing countries, 1990-1997

(Billions o f US dollars)

Source: World Bank, Global Development Finance 1998; Analysis and Summary Tables (Washington DC, 1998), p. 3.

a Preliminary estimates.
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Type of flow 1990 1991 1992 1993 1994 1995 1996 1997a

All developing countries

Official development finance 
Grants 
Loans 

Bilateral 
Multilateral

Total private flows 
Debt flows 

Commercial bank loans 
Bonds 
Other

Foreign direct investment 
Portfolio equity flows

98.3

56.4
29.2
27.2 
11.6
15.6

41.9
15.0 

3.8 
0.1

11.1

23.7 
3.2

116.3

62.7

35.1
27.6
13.3
14.4

53.6
13.5
3.4
7.4 
2.7

32.9
7.2

143.9

53.8 
30.5
23.3 
11.1 
12.2

90.1
33.8
13.1 
8.3

12.4 
45.3 
11.0

208.1

53.6 
28.4
25.1 
10.0
15.2

154.6
44.0 

2.8
31.8

9.4
65.6
45.0

206.2

45.5
32.7
12.9 
2.5

10.4

160.6
41.1

8.9
27.5 

4.7
86.9
32.6

243.1

54.0 
32.6
21.4
10.0
11.3

189.1 
55.1
29.3 
23.8

2.0

101.5
32.5

281.6

34.7
29.2

5.4
– 7.2
12.6

246.9
82.2
34.2
45.7 

2.3
119.0
45.8

300.3

44.2
25.1
19.2 

1.8
17.4

256.0
103.2
41.1
53.8

8.3
120.4
32.5



creating the anom alous situation in which 

interest rates are tending downwards, yet there is 

an overall shortage of credit. Many developing 

country financial institutions, saddled with bad 

debts, are thus unable to access outside sources of 

capital.

Generally speaking, investors appear to be 

eschewing, at least for the tim e being, emerging 

markets in favour of developed countries. Likely 

rates of return in emerging markets may not be 

considered high enough to com pensate for the 

currently he ightened risk perceptions associated with 
these economies.

It should be borne in mind that international 

capital movem ents in the 1990s have become more 

supply-driven than in the past, reflecting continued 

growth in the size of the international asset m anage- 
ment industry. The latter, which exceeds the 

aggregate GDP of developed countries,8 has had a 

major bearing on financial indicators such as liquid- 

ity, ease of issuance of debt, the volume and pattern 

of in ternational capital flows, the development of new 

instrum ents and new markets, and on market 

volatility.

In the years 1994-1996, developing countries 
benefited from  rising volum es of capital flows as 

developed country financia l institutions sought to 

diversify portfo lios and improve rates of return; 1997 

and 1998 effectively saw a com plete reversal of this 

pattern, creating severe problems for countries 

relying on private capital inflows. In the latter part 
of 1998, capital flows appear to have been 

redirected once again to the developed countries. 

This is reflected in the upsurge of m erger activity 

across a range of sectors which is keeping equity 

markets unusually buoyant, despite the likelihood of 

a s lowdown in growth in the com ing months. 
Indeed, corpora te mergers have not only kept 

developed country capital m arkets relatively buoyant 
but may also suggest a more long-term need for 

consolidation in order to defend market shares in 
what m ight be more difficult trading conditions in the 

future. All these developm ents raise important

8 Bank for International Settlements, 68th Annual 
Report (1998), p. 83.

issues relating to the stability, in ternationa l oversight, 

regulation and m anagem ent of cross-border capital 

movements, som e of which are d iscussed la ter in 
this chapter.

IMPLICATIONS FOR 
THE ESCAP REGION

In the im mediate future, it is the crisis in Asia, 

together w ith its eventual resolution, that is likely to 

have the biggest and most direct im pact on growth 

and stab ility in the region and, indeed, on the global 

econom y as a whole, rather than events elsewhere. 

At the sam e time, it is as well to be aware tha t the 

speed and ease with which the crisis can be re- 
solved will be partia lly de term ined by developm ents 

in the global economy.

Export prospects

Econom ies in the ESCAP region that together 

account for around one fifth of global output are in 

recession. As a result, dem and for im ports has 

been severely constra ined in 1998. Table I.3 g ives a 

broad overview of trends in m erchandise exports 

from major ESCAP econom ies up to the m iddle of 

1998 (the latest inform ation available at the tim e of 

writing). Com m odity price declines have lowered the 

value of exports. Declines in the real effective 

exchange rates of som e of these econom ies from 

pre-crisis levels imply sign ificant im provem ents in 

com petitiveness, but the data in tab le I.3 do not 

indicate any major supply response because of the 

constra ints noted earlier. Besides, to what extent 

trade flows are responsive to exchange rate m ove- 

ments cannot be considered separate ly  from  the 

dem and side. Thus, for example, s low ing world
demand for im ports may stifle an export-led recovery 

of output. In particular, should the United States 

economy slow down significantly or reduce im port 

growth over the com ing months, the chances of such 

a recovery in the Asian region would inevitably 

recede further into the future. Doubts have been 
expressed about the susta inability  of United States 

imports, one of the main props of global trade 
growth in 1998. These rose by more than 10 per 

cent year-on-year in the first three-quarters of 1998,
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4.44 394 691 2.2 927 9 9.82 268 721 9.51 763 07 001 500   344       5991  napaJ
9.44 796 481 2.2 680 9 8.82 892 811 4.51 631 36 001 242 114 6991
1.34 434 181 2.2 183 9 6.92 984 421 6.51 967 56 001 760 124 7991
9.73 732 57 3.2 625 4 2.13 730 26 1.81 600 63 001 786 891 8991 enuJ-.naJ

8.93 235 62 6.12 014 41 7.8 528 5 7.11 108 7 001 807 66 5991 dna ailartsuA
4.14 479 03 0.91 912 41 6.8 014 6 5.11 326 8 001 398 47 6991 dnalaeZ weN
0.24 750 23 9.81 154 41 5.9 222 7 2.01 628 7 001 693 67 7991

0.63 322 21 9.81 993 6 9.11 440 4 001 039 33 8991 enuJ-.naJ

ASEAN 1995 319 874 100 46 190 14.4 62 309 19.5 45 767 14.3 6 635 2.1 138 689 43.4
1996 339 307 100 49 068 14.5 63 653 18.8 49 776 14.7 7 455 2.2 148 915 43.9
1997 353 356 100 50 570 14.3 68 985 19.5 47 835 13.5 8 303 2.4 154 535 43.7

Jan.-June 1998 176 028 100 27 906 15.9 35 417 20.1 21 868 12.4 4 161 2.4 75 027 42.6

China 1995 148 892 100 19 258 12.9 26 277 17.6 28 466 19.1 1 859 1.2 62 792 42.2
1996 151 093 100 19 868 13.1 28 347 18.8 30 888 20.4 1 905 1.3 59 702 39.5
1997 182 917 100 23 865 13.0 34 650 18.9 31 820 17.4 2 292 1.3 76 450 41.8

Jan.-June 1998 85 927 100 12 292 14.3 17 577 20.5 13 593 15.8 1 136 1.3 33 969 39.5

Republic of 1995 125 365 100 15 319 12.2 25 967 20.7 17 088 13.6 1 570 1.3 46 589 37.2
Korea 1996 130 526 100 14 066 10.8 22 972 17.6 16 002 12.3 1 809 1.4 53 307 40.8

1997 135 986 100 16 906 12.4 23 365 17.2 14 771 10.9 2 451 1.8 57 507 42.3
Jan.-June 1998 64 807 100 7 025 10.8 11 913 18.4 6 518 10.1 1 443 2.2 27 099 41.8

South Asia 1995 45 956 100 13 456 29.3 9 517 20.7 2 979 6.5 582 1.3 11 292 24.6
1996 49 503 100 14 252 28.8 10 859 21.9 3 049 6.2 682 1.4 12 228 24.7
1997 49 769 100 12 917 26.0 11 841 23.8 2 652 5.3 703 1.4 12 163 24.4

Jan.-June 1998 27 660 100 7 474 27.0 7 001 25.3 1 394 5.0 356 1.3 6 439 23.3

Source: IMF CD-ROM on direction of trade, November 1998.

more than tw ice the world average. It is obvious 

that some slowdown in United States import growth 
will occur in 1999.

More generally, it is important that the difficult 

external environm ent does not lead to defensive 

exchange rate and trade-restricting actions by 

individual countries with negative consequences that 

would threaten other coun tries ’ overall growth 

prospects. Thus far, there is little direct evidence of 

such actions. But com plaints to W TO of unfair 

trading practices, such as dumping, have risen 
considerably.

 -sorp eht enimaxe shpargarap gniwollof ehT

pects for the ESCAP region in the light of probable 

developments in Japan and the other developed 

econom ies during 1999 and whether, on balance, an 

externally generated revival of activity is likely.

The Japanese economy, we ighed down by 
persistent problem s in the financia l secto r and a 

collapse of consum er confidence, continues to 
remain weak and alm ost certa in ly  incapable of 
increasing imports significantly from  the ESCAP 

region during 1999. The Econom ic P lanning 

A gency ’s most recent forecast ind ica tes that the
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Table I.3. Merchandise exports: values and percentage shares by origin and destination, 
1995 to mid-1998

(Value in millions of US dollars)

Destination
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(%)
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(%)

North America 

(%)

Japan
Australia and 
New Zealand

Developing 
economies of 
the ESCAP 

region
(%)(%)(%)



econom y will shrink by 2.2 per cent during the 

fiscal year 1998. A boost to GDP growth from net 
exports will be more than offset by a major fall in 

consum ption, leading to falls in industrial output and 
capital spending and a further reduction in imports. 

Fears have been expressed in various quarters of 
a deflationary spiral, in which price falls lead 
to cuts in output, increased unemploym ent and 
reduced household spending, prompting still more 
price cuts.

These fears are in the nature of a worst-case 
scenario, but so intractable are the problems of the 
Japanese econom y that even a worst-case scenario 
is not entirely inconceivable. W hether the fears 

em bodied in it actually materialize are contingent 
upon the success or failure of the banking reform 
plan and on the impact of large stimulus packages 

approved by the Japanese parliament.

However, even on the most optim istic assum p- 
tions, the Japanese financial system cannot be 
expected to recover w ith in a s ingle year and thus 
remove fears of a credit crunch affecting recovery in

1999. Another concern lies in the strong propensity 
to save that Japanese consum ers have displayed 

over the previous 12 months, thereby rendering 

v irtua lly ineffective the tax cuts provided in the 

stimulus packages. The Japanese econom y is likely 

to experience a further, albeit marginal, decline in 
output and som e further rise in unem ploym ent during 
1999.9 It is therefore unlikely that Japan will be able 

to provide any m ajor stimulus for exports from 

developing countries in the reg ion.10

The United States econom y has continued to 
d isplay rem arkable strength. In try ing to determ ine

9 Bangkok Post, 23 December 1998.

10 It should be stressed that, despite the economic 
difficulties, the Japanese authorities have taken a number 
of initiatives to counter the downturn in the ESCAP region. 
In October 1998, Japan announced a $30 billion aid 
package for the Asian economies in crisis to ease the 
credit crunch and provide guarantees for bond finance. 
This was followed by a joint $10 billion United States-Japan 
package announced at the APEC summit in November 
1998 to provide trade finance and assistance with corpo- 
rate restructuring; and in December 1998, at the ASEAN 
summit, the Japanese prime minister announced a further 
$5,150 million in concessional loans over the next three 
years for the ASEAN region.

its likely course during 1999 a num ber of different 
variables need to be kept in view. W ith corporate 
profits com ing under pressure, capital spending has 

slowed substantia lly and m anufacturing em ploym ent 
growth has shown signs of flatten ing out. Most 

business surveys indicate that capital spend ing is 
likely to remain sluggish during 1999 for both 

external and domestic reasons. Export growth is 
tending to taper off and the current account deficit 
has begun to widen. The current account deficit is 

now forecast to expand from 2.75 per cent of GDP 
in 1998 to over 3.00 per cent in 1999. W ith the 
weaker world economy, the United States is likely to 

experience a significant slowdown; the growth rate 
in 1999 may be slightly above one half of the 3.9 

per cent rate achieved in 1997. This does not 
augur well for the region as the United States 
remains a major market for exports from the region.

The EU appears to be com paratively better 
situated than either the United States or Japan. 
Even though the econom y of the United K ingdom  is 

expected to experience a s ignificant s lowdown in 
growth during 1999, the o ther large EU econom ies 

should continue, by and large, to maintain their 
present m om entum of growth with the likelihood of 

some gentle easing because of the impact of the 

Asian crisis and its global repercussions.

However, the Asian financial crisis, the debt 
freeze in the Russian Federation and the ensuing 

stock market volatility have collective ly produced a 
significant adverse effect on consum er and investor 

confidence in the EU. M eanwhile, w eakness in the 
dollar exchange rate has reduced EU com peti- 
tiveness and cut dem and for EU exports, especia lly 

in non-EU markets. It is unlikely therefore that the 

EU econom ies will be in a position to provide a 

significant boost for exports from the region during

1999. There are implications, too, of the introduction 

of the euro for non-euro exports  (see box I.1).

The upshot of the analysis in the above 

paragraphs is that developed country m arkets will 

not be a source of strong dem and for exports from 
the region. Of late, exports to o ther developing 
econom ies in the ESCAP region have em erged as 

an important locomotive for growth of the exports 

of a number of countries. This locom otive has 
already lost much of its steam  ow ing to the recent 

crisis and will remain weak for som e tim e to come.
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Box I.1. The euro: an initial assessment of its impact 
on developing countries of the ESCAP region

On 1 January 1999, the euro came into being, 
replacing the national currencies of 11 of the 15 EU 
members.a Rates of conversion of national currencies 
into euros were announced and foreign exchange 
markets determined the value of the euro vis-a-vis the 
dollar and other internationally traded currencies. This 
event is the culmination of the process of economic 
integration in EU whose penultimate phase was set in 
motion by the Maastricht Treaty of 1991 which, in turn, 
led to the completion of the single market within EU for 
goods, services, capital and labour.

The date also signified the creation of the 
European Central Bank, which will formulate and 
implement monetary policy in the euro zone on behalf of 
the participating countries. From 1 January 1999 until 1 
January 2002, the national currencies of the 11 countries 
will no longer be legally independent, although they will 
retain their physical existence for cash transactions. 
From 1 January 2002, the euro will no longer be merely 
an accounting currency but will become the sole legal 
tender in all the participating countries. During this 
interim period, there will be no further trading of member 
States’ currencies in the foreign exchange markets. All 
existing financial assets, such as shares and bonds, will 
be redenominated in euro and all new government 
domestic debt will be issued only in euro.

Given the size of the euro-zone economy and the 
extent of trading links with non-EU countries,b this is a 
development of major significance, with wide-ranging 
implications for the latter group of countries. While it is 
too early to quantify the likely external impact of the 
euro, certain broad judgements are possible concerning 
the implications for developing countries of the ESCAP 
region. These can be divided into the areas of trade 
and financial transactions.

In trade, the immediate effect will be that 
businesses and individuals within the euro zone will save 
on transaction costs by dealing in one rather than 11

a Austria, Belgium, Finland, France, Germany, 
Ireland, Italy, Luxembourg, Netherlands, Portugal and 
Spain. Denmark, Sweden and the United Kingdom 
opted not to participate in this, the third stage of EMU, 
while Greece did not qualify.

b The EU 11 have a GDP of $6.3 trillion. Taking 
EU as a whole, roughly 44 per cent of exports and 46 
per cent of imports go to, or come from, non-EU 
countries.

currencies.c According to the European Commission, 
the benefits flowing from lower transaction costs could 
be worth around 0.5 per cent of EU GDP or appro- 
ximately $40 billion.d In so far as the increase in real 
income is directed towards the import of goods and 
services from the ESCAP region, there would be a 
beneficial impact. There is, however, clearly a possibility 
that, as a result of lower transaction costs, euro-origin 
goods could become more competitive relative to non- 
euro goods, and this might be to the detriment of the 
ESCAP region.

Another factor that could impinge in a negative 
way on prospects for non-euro goods and services is 
that pricing of goods within the euro zone will eventually 
move towards greater transparency, with more uniform 
pricing within the euro zone for broadly sim ilar goods. 
Thus, the absence of exchange rate uncertainty and 
lower transaction costs should lead to more efficient 
markets within the euro zone. Goods and services of 
non-euro origin could be at a disadvantage as a result.

The sheer mechanics of dealing in the euro may 
also pose a problem for traders in the ESCAP region. 
While the problems of becoming familiar with dealing in 
a new currency should, in principle, apply equally to 
everyone, those within the euro zone will, in all 
likelihood, traverse the learning curve quicker than those 
outside. It is obvious that financial institutions outside 
the euro zone will take more time than those within the 
zone to become fully conversant with trade financing, bill 
discounting and payment collection systems for the euro. 
In addition, it is probable that non-euro exporters to the 
euro zone who have been invoicing in third currencies, 
usually dollars, will have to shift to invoicing in euros. 
This will almost certainly involve some additional trans- 
action costs to begin with.

It is appropriate, however, not to overemphasize 
the negative effects. A considerable proportion of non- 
euro exports to the euro countries, especially from deve- 
loping countries of the ESCAP region, are of goods that 
euro countries do not produce in quantity because of 
significant competitive disadvantage: tropical agricultural

c Transaction costs are an amalgam of bank 
charges for letter of credit confirmation, commissions 
incurred in trade-related foreign exchange transactions 
and costs of hedging against possible losses that might 
result during such exchanges.

d The Economist, 24 October 1998.
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products or labour-intensive manufactured goods such as 
garments and footwear, for example. It does not seem 
likely that lower transaction costs in these product 
categories for within-euro trade would, in themselves, be 
a major consideration. Problems could arise in those 
products where the possibility of substitution from within 
the euro zone exists, or with respect to exports from non- 
euro-zone developing countries that decide to link their 
currencies to the euro. Against that, there is also the 
possibility over the longer term that the euro leads to 
more trade overall, benefiting non-euro-zone producers.

In the area of financial transactions, significant 
changes are likely to take place gradually. There is 
general agreement that the euro is eventually expected 
to give a boost to the development of a wider and 
deeper capital market denominated in euro. One of the 
uncertainties in this is the dollar-euro exchange rate over 
the next one or two years. However, the ingredients for 
a euro-based capital market are already there, with 
active equity and bond markets in all 11 countries. As 
financial markets in the 11 countries integrate, the euro 
zone will be able to provide a much larger pool of 
liquidity for both equity and bond issues and more 
competitive pricing of such issues. Until recently, inves- 
tors ran several different currency risks and needed to 
weigh the outlook for interest rates across a range of 
countries. With the euro, a single currency and a single 
interest rate regime should be particularly helpful for new 
companies within the euro zone to raise capital, with 
potential benefits for non-euro-zone borrowers as well.

As overall capital-raising costs in the euro zone 
decline, such benefits will not remain confined to euro- 
zone entities but should become available to non-EU 
entities as well. This is, incidentally, how the eurodollar 
market developed. In this context, it is worth remember- 
ing that Asian companies have already begun to raise 
significant volumes of capital through the eurobond 
markets, while European banks have, in turn, been 
active with loans and project finance in Asia. The arrival 
of the euro and improved access to an active, liquid 
market in which the entire range of securities across the

maturity spectrum can be bought and sold should 
improve the ability of Asian companies to raise finance, 
in all likelihood at significantly lower cost than in 
dollars.e

There are, of course, other areas where the euro 
will have an impact on both euro and non-euro econo- 
mies. One of these is the opportunity that it will provide 
for the redeployment of foreign exchange reserves for 
countries. Within the euro zone, central banks will 
gradually shift to a lower overall size as “external" trade 
becomes intra-euro trade. At the same time, non-euro- 
zone countries might decide to have more euro and 
fewer of other currencies, for example the dollar, in their 
reserves. If these shifts were to take place over a 
brief period of time, they could, in theory, generate 
destabilizing exchange rate fluctuations. However, 
central banks would probably avoid any sudden move- 
ments into, or out of, particular currencies. These 
changes are therefore likely to be spread over a 
considerable period. In any event, official holdings of 
dollars (or of other currencies) are small compared with 
private holdings of assets and liabilities denominated in 
dollars (or in other currencies). As far as exchange rate 
stability is concerned, what matters is how private 
investors rebalance the currency composition of their 
holdings. This will depend almost entirely upon how the 
euro-dollar exchange rate evolves over the medium term. 
Certain developing countries of the ESCAP region have 
large foreign exchange reserves. They will have to take 
into account the emerging developments in euro-dollar 
exchange rates in their decisions regarding the currency 
composition of these reserves.

e At present, euro interest rates on three-month 
money market instruments are 1.6 percentage points 
lower than on dollars; banks’ prime rates are 3.4 
percentage points lower while corporate bonds are nearly
3 percentage points lower than in dollars. Historically, 
too, euro-zone interest rates have tended to be lower 
than dollar interest rates.

Capital inflows

A m ajor imponderable is the behaviour of 

capital flows. The extent to which confidence has 

been underm ined during 1997 and 1998 and the 

general risk aversion evident in the developed 
countries do not suggest that private capital is likely 

to start flow ing into the region soon on any 

substantial scale. Non-FDI financial flows, that is, 
debt-creating flows such as short-term  and long- 

term bank loans and bond issues have been the 
principal victims of the crisis in the region and have

received further knocks from the debt freeze in the 

Russian Federation and new uncerta inties in Latin 

America.

There are two distinct but interrelated aspects 
of the problem with regard to financial flows. On 
one side, even though benchm ark interest rates are 
on a declin ing trend, spreads for all developing 

countries have, on average, w idened to levels not 
seen since early 1995 in the immediate afterm ath 

of the Mexican crisis. On the other side of the 
coin, even at these higher costs, liquidity appears 
to have dried up for all but the most cred itworthy
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borrowers. All in all, net private debt flows to 

developing countries are estim ated to have 
declined in 1998 to the ir lowest level since 1990 

and are expected to remain weak in 1999 with 

Asia continu ing to bear the main brunt of the 

dec line .11

The real risk in the unfolding situation is that 

the flight-to-quality  phenom enon could becom e self- 
reinforcing and prolonged as financial institutions 

becom e cautious about taking on new risks, as 
noted earlier. This phenom enon is currently  evident 

in several of the econom ies of Asia affected by the 

crisis where even dom estic financial institutions not 
dependent on external funds are displaying an 

unwillingness to extend credit to production enter- 

prises in the real economy.

The countries worst affected by the crisis are 

currently seeing an outflow of capital in net terms. 

Previous high levels of investment activity were 

sustained, in part, by large inflows of foreign capital, 

so it is inevitable that capital expenditure will decline 

fu rther in 1999, with adverse consequences for 

long-term  growth.

W ith regard to non-debt-creating forms of 

capital flows to developing countries, such as port- 

folio and FDI flows, pre lim inary indications suggest 

that the form er declined during 1997, reflecting the 

weakness in stock markets in the developing 

countries. FDI flows, on the other hand, continued 

to show resilience during 1997. Nevertheless, it is 

unlikely that FDI flows will have remained unaffected 

by the crisis and this rising trend will be m aintained 

in the m edium  term. FDI flows have long lead 

tim es and decis ions to delay, scale down or cancel 

investments do not norm ally show up at once. 

Nevertheless, tentative data for 1998 suggest that 

there has already been a reduction in the quantum 

of FDI flows to developing countries as a whole and 

particularly to em erging markets. It is likely that the 

ESCAP region has been affected in v iew  of the 

particularly difficu lt econom ic situation prevailing in 

several econom ies. A num ber of countries in the 

region have experienced a s ignificant decline in FDI 
approvals.

11 IMF, World Economic Outlook (Washington DC, 
October 1998), p. 3.

As a direct consequence of the cris is  many 

transnational corporations from  w ith in the region are 
faced with severe financia l difficu lties, partly on 

account of the high levels of the ir indebtedness and 

partly on account of the downturn in the regional 

markets, which has constra ined sales growth. 

Broadly speaking, two considerations apply: first, 
most TNCs from  with in the region are not in a 

strong enough financial position to contem plate an 
increase in their cross-border investments; second, 

there is likely to be som e degree of hesitation in 
investing in new foreign facilities until the financia l 

and econom ic uncerta in ty subsides. Intraregional 

FDI flows are therefore unlike ly to retain the ir past 
momentum.

Such FDI flows as are occurring are often 
from outside the region and tend to be concentra ted 

in acquisitions of existing assets, which have 

becom e available now as m any corpora tions in the 

region have em barked on restructuring the ir ba lance 

sheets through divestm ent and som e of the  coun- 
tries affected by the crisis have furthe r liberalized 

the ir policy regimes with respect to acquisitions. 

Moreover, the cost of acquiring assets has fallen 

substantia lly  in do llar terms. The acquis ition of 

existing assets by foreign investors m ay be at the 

expense of investm ents to create new productive 

capacities, a phenom enon that m ay im pact on 

long-term  growth, though som e benefits may be 

reaped in the form  of better m anagem ent, tech- 
nological upgrading and enhanced access to 

markets.

All this makes it easier for TN C s to enter or 

expand their operations at the present time, if they 
are interested in taking a long-term  view  of the 

market prospects in the region or in producing 

prim arily for export, rather than dom estic or regional 

markets. There is evidence that som e TN C s have 

availed themselves of the opportun ity  to invest in 

the crisis-affected countries by acquiring a lready 

operational assets, especia lly in the Republic of 
Korea and Thailand

Another factor in th is context is that most 

affected Asian countries have seen an im provem ent 

in the ir in ternational cost com petitiveness as a result 

of the ir currency depreciations. This is especia lly 

relevant for export-oriented FDI and there  are signs 

that som e investors have begun to respond to the 
opportunities that this is providing.
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At the sam e time, some consequences of the 

crisis will affect FDI adversely in the short and 

medium term. For TNCs focused on dom estic or

regional markets, reduced demand and slower

growth can be expected to lead to some cancella- 

tion, scaling down or postponem ent of planned FDI 

in the affected countries. The autom obile industry, in 

which TN C s figure prom inently in the ESCAP region, 

is a good example of the impact of the crisis and 

the range of responses. A number of car-m anufac- 

turing TNCs have scaled down, postponed or even 

cancelled investment projects in some of these 

countries.

The implications of the financial crisis for 

inward FDI are also likely to extend to other, less 

seriously affected, developing countries in Asia. In

ni noitareleced yb detceffa gnieb ot noitidda

intraregional FDI referred to earlier, some countries, 

especially those with close econom ic links to the 

countries most affected by the crisis, are likely to 

experience lower econom ic growth. Some coun- 

tries may also lose export com petitiveness vis-a-vis 

the countries that have experienced exchange rate 

depreciations. These factors could reduce their 

attractiveness as host countries, at least in the 

short run, but, in general terms, it is the climate of 

uncerta inty that is likely to have the biggest 

negative influence on FDI into the region for some 

tim e to come.

TOWARDS AN INTERNATIONAL 
FINANCIAL ARCHITECTURE

As stated at the beginning of this chapter, the 

Asian crisis has turned out to be deeper and more 

long-lasting than many analysts had predicted. 

Furtherm ore, the fallout of the cris is has engulfed a 

number of other countries outside the region 

creating a strong negative impact on global growth. 

In consequence, the crisis has prompted consi- 

derable reflection on policy measures to prevent 

such occurrences in the future. W hile no foolproof 

guarantee can be offered, it is evident that a wide 

range of actions are needed at the national, in terna- 

tional and regional levels to m inim ize the possibility 

of future crises.

 -eerga lareneg si ereht ,level lanoitan eht tA

ment that countries need to be more c ircum spect 

with regard to the speed and sequence of opening 

the ir capital accounts. Those with open capital 

accounts need to im plem ent much more flexibly 

their dom estic policies, such as monetary, fiscal and 

exchange rate regimes. O ther issues that have to 
be dealt with at the national level are the institu- 

tional arrangem ents for financia l secto r supervis ion, 

enactm ent and enforcem ent of appropria te leg is la- 

tion and rules of behaviour by private business 

in both the financial and the real sectors, and 

transparency in corporate reporting system s.12 It is 

incum bent on national authorities to remain pe rpe tu- 

ally a lert to the potentia lly  d isruptive im pact of 
large-scale capital m ovements and to make the best 
possible efforts to insulate the ir econom ies from  
such disruptions.

It would be wrong, however, to conclude that 

financial crises of the severity that have occurred in 
East and South-East Asia can be prevented exclu- 

sively by domestic policy or institutional measures. 
The fact that financia l and exchange rate crises have 

become more severe in the 1990s, and loss of 
investor confidence more pervasive during these 

crises, suggests that the working of the in ternational 
financial system  also needs to be reviewed and 

reformed.

A number of ideas have em erged in various 

forums in response to these perceptions. W hile 

there is no strong evidence yet of a political 
consensus emerging around any one approach, 
there are several core issues that need to be 

dealt with. These fall w ith in the general them e of 

reform of the in ternational financia l arch itecture 

and relate to the following: the need for a
lender of last resort in in ternational finance, 

improvem ents in the supervis ion and regulation of 

international capital flows, better definition of the 

role and responsibilities of foreign private investors 

and creditors in the m aintenance of external 

stability and, finally, de lineation of the scope for 

regional cooperation in preventing such crises in 

the future.

12 National measures were discussed at some length 
in Survey 1998, pp. 89-100.
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Lender of last resort

It is clear that adequate provision of liquidity is 

crucial for pre-em pting crisis, m inim izing contagion 

and m itigating adverse impact. At the moment, 

there is no true international “ lender of last resort". 

As a body with a mandate to provide balance of 

payments assistance to its m em ber countries, IMF 

has em erged as the de facto international lender of 

last resort. During the recent Asian crisis, IMF 

provided liquidity assistance after countries were hit 

by the crisis, subject to fu lfilm ent of certa in cond i- 

tions. Also, owing to the paucity of resources at its 

disposal, IMF acted more as an organizer than as a 

provider of funds.

One set of arguments against the establish- 

ment of an international lender of last resort centres 

around moral hazard implications. There are two 

strands to the moral hazard argument. The first is 

that countries may pursue im prudent macroeconomic 

policies in the expectation that they will be bailed out 

in the event of any trouble. The second is that 

sim ilar considerations would prompt foreign investors 

and lenders to take excessively risky positions with 

the expectation that they would be protected under 

the term s of any assistance package agreed upon 

between the lender of the last resort and the 
recipient country.

As regards the first strand, it is highly 

improbable that any sensib le governm ent would 

pursue irresponsible policies in the expectation of a 

bailout. The economic, social and political costs 

would serve as a strong disincentive against such 

motivation. In so far as IMF has been a de facto 

lender of last resort, the empirical experience is that 

most governm ents do the ir utmost to avoid seeking 

assistance from IMF and there is therefore no 

validity in the moral hazard argum ent with respect 

to national policy m akers.13 Moreover, it should be 

possible to design eligibility criteria to minimize any 

such possibility. Similarly, moral hazard implications 

for private market agents can be addressed through 

policy measures. Investors in equity markets do 

suffer losses when meltdowns occur. A range of

13 Stanley Fischer, “Reforming world finance”, The 
Economist, 3 October 1998.

options are available to m inim ize expectations of 

full-value maintenance of foreign loans and som e of 

these are noted below.

It is argued that, in order to m inim ize moral 

hazard, an international lender of last resort would 

need to exercise a degree of superv isory  authority 

that might not be acceptable to national policy 
makers. This is, however, not a convincing 
argument. It cannot be denied that IMF does 

play a significant role in the determ ination of 
m acroeconom ic policies of developing countries 
through its advice, which no country treats lightly. 

This is so not m ere ly because access to IMF 
funding could be denied, but also because access 

to resources from other international financial 

institutions and private investors and lenders is often 

contingent on agreem ent w ith IMF. Very sim ilar 

considerations would also apply with respect to an 

international lender of last resort.

A much more plausible argum ent is that, 

given the increased frequency and intensity of 

crises, it would be difficult to establish a very effec- 
tive lender of last resort because of the inadequacy 

and uncertainty of the resources at its disposal. If 
the role were to be perfo rmed by IMF, there could 

be a num ber of ways to augm ent its resources. 

These would include expanding the scope of the 

General Arrangem ents to Borrow and the New 

Arrangements to Borrow, im plem enting the G-7 pro- 

posal for a new facility specifica lly to make liquidity 

support available at an early stage, allow ing IMF to 

raise funds from the financial m arkets and creating 

additional special drawing rights. S im ilar provisions 
could be made, mutatis mutandis, for a new 

institution as well. It needs to be recognized that 

the world has suffered huge losses in foregone 

growth in recent years because of financial crises. 

The resource requirements for any institution tha t is 
able to be an effective lender of last resort and 

prevent such crises are likely to be small com pared 

with those losses. W hat really matters is the 

political will.

The establishment of an international lender of 

last resort could yield a num ber of positive benefits. 

A country may be threatened with severe financial 
problems through no fault of its own. For example, 

a sudden drop in dem and for its exports or changes 
in interest rates in capital exporting countries might 

cause large capital outflows and depletion of
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reserves. The provision of liquidity in advance could 
pre-empt a crisis caused by short-term  investors and 
creditors moving out of a country together in a herd- 
like reaction. In the absence of a lender of last 
resort facility and given the frequency with which 

deep financial crises have occurred in recent years, 
there may be strong incentives for countries to adopt 
unduly restrictive m easures against capital move- 
ments to the detrim ent of an efficient allocation of 

global resources. An additional consideration is that 
the existence of a lender of last resort facility might 
prevent rapid contagion from one country to another.

Supervision and regulation of 
international capital flows

The rapid pace of international financial 
eht nekatrevo ,tnetxe egral a ot ,sah noitargetni

ability of national superv isory bodies to oversee the 

activities of financia l sector entities with significant 
cross-border activ ities or exposure. Effective super- 

vision has been further com plicated by the prolifera- 

tion of instruments and services on offer from  the 
financial sector, referred to as “off balance sheet” 

activities, and the availability of tax havens and
offshore centres w ith lax or nominal supervision. 
The activities of hedge funds, with their offshore 

dom iciles and m ethods of incorporation, appear to 
fall outside the ambit of any reporting or regulatory 
system.

It is obvious that mere reliance on self- 
regulation or on market d iscipline is neither adequate 
nor satisfactory. In view of the severity of events 
that have engulfed countries not merely in Asia but 
in other parts of the world as well, improving inter- 
national supervis ion and regulation through a new 

body requires careful and urgent consideration.14 In 
this context, it should be noted that the United 

Nations Com mittee for Development Planning has
proposed the establishm ent of a world financial 

degreme tey sah susnesnoc oN .noitazinagro

regarding the establishm ent of a new world body or 

its com position and functions, but the need for

14 At present, IMF undertakes a periodic review of 
global capital markets and the World Bank has established 
a Special Financial Operations Department for better moni- 
toring of capital flows.

multilateral surveillance and regulation of the 
practices of a w ide variety of financia l institutions 
has been recognized in various in tergovernm ental 

forum s such as G-7 and APEC.

International banks have been the principal 
players, both directly as lenders and indirectly as 

arrangers and underwriters of various form s of debt 
financing, in the in ternational economy. In so far as 

their activ ities are concerned, the Bank for In terna- 
tional Settlements provides a venue for the d iscus- 
sion of the problem s that have com e to the fore in 

recent months under the aegis of the Basle C om m it- 
tee on Banking Supervision and the Com m ittee on 
Payment and Settlem ent Systems, which includes 
cooperation with the International O rganization of 

Securities C om m issions.15

The Bank for International Settlem ents, how-
ever, provides developing countries with little formal 
access or possib ilities for partic ipation, wh ich is a 

m ajor weakness. A new overseeing body for 

international capital requires a broader but specific  
mandate dealing with the m onitoring, and eventual 

regulation, of all short-te rm  cross-border flow s to 
develop, as in the case of WTO, a ru le-based 
system, rather than one dependent upon ex p o s t 

facto d isclosures by financia l institutions. Private 
sector representatives m ight also be associa ted with 
it in som e manner.

A rule-based system  could allow countries to 

suspend repatriation of capital in the event of lower- 

than-expected export earn ings or on account of an 
unforeseen bunching of outflows through herd-like 

behaviour. A close parallel in the trading sphere is 

provided by article XII of WTO. Under this article, 
countries can restrict the value or quantity of 
imports to forestall an im m inent threat or serious 

decline in their reserves. The world financia l 
organization could adm inister a sim ilar artic le dea l- 
ing with capital flows. A ru le-based system  of 

measures to moderate undesirable swings in capital 
flows would m ake all parties more conscious of the 

relative riskiness of the ir decis ions w ithout causing 
serious disruptions to these flows.

15 For a detailed description of the various initiatives 
taken in the area of strengthening standards and improving 
practices of financial institutions, see IMF, World Economic  
Outlook (Washington DC, October 1998), pp. 16-17.
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An overseeing body for capital flows could 

develop an early warning system  for possible debt- 

servic ing problem s for the providers of capital. This 

could be com bined with a system of declaring 

over-borrowed countries ineligible for new loans. 

The other functions of such a body could include 

m onitoring the im plementation of sound international 

princip les and practices for accounting, payments 

and settlements, banking supervision, security 

market supervis ion, insurance supervision and super- 
vision of financia l conglom erates. In addition, it 

could form ulate acceptable forms of international 

regulation for short-te rm  capital m ovements to 

com plem ent national measures, as well as formulate 
and apply in ternational gu idelines for short-term  

lending and borrowing by private creditors and 

borrowers. The com petence of the world financial 

organization could be extended to include the 

development of rules for ensuring transparency and 

full d isclosure of information relating to both financial 

and non-financial corporate sectors, as well as rules 

for the smooth function ing of international bankruptcy 

regimes.

Defining the role of 
private creditors

Private sector banks and investment funds 

have been by far the most im portant partic ipants in 

the in ternational financia l system. Most of the cap i- 

tal inflow into Asian countries hit by the crisis came 

from  private sources, particularly bank credits. The 
responsibility of private sector creditors, therefore, 

has to be clearly  defined in resolving issues of 
indebtedness.

However, the resolution of debt issues is 

constra ined by two considerations. First, there is a 

tendency on the part of private bank lenders and 

borrowers to play for tim e through a series of ad hoc 

measures and, even more important, to count on 

econom ic recovery as a means of resolving the debt 

problem. Second, all creditors, especially foreign 

bank creditors, tend to maintain the assum ption of 

full value m aintenance, that is, that the amounts 
owed to them will be repaid in full.

For any orderly, durable and equitable debt 

workout, it is im portant that a set of princip les are 

in ternationally  agreed upon to avoid placing the

burden exclusively on debtor countries. In the 

absence of an agreed fram ew ork of principles, 

countries become bogged down in tim e-consum ing 

discussions and negotiations. In these principles, 

bank debt ideally should not en joy any sen iority  in 

cla ims com pared with, say, bonds or debentures. It 

should be rem embered that in the context of the 

current crisis many, if not most, borrowers are de 

facto bankrupt. If they were to go into liquidation, 

banks would recover only a small fraction of their 

original loan am ounts and that, too, a fter a sub- 

stantial delay. Equally, however, it is not in the 

interest of borrowers to go into bankruptcy as this 

would impair, perhaps fatally, the ir access to future 

credits.

In an orderly debt workout involving private 

sector banks, consideration would have to be 

given to a mutually satisfactory ad justm ent of 

claims. A number of form ulas can be used: 

rollovers; conversion of debt into longer-term  

securities; reduction in its face value; lower interest 

rates; or, for example, a tem porary standstill on debt 

servicing. Any standstill should be sub ject to 

validation by an in ternational body, preferably the 

world financial organization, in order to avoid any 

harsh judgem ent by m arket partic ipants and loss of 

confidence. The objective would be to enable 

debtor countries to adopt certa in  m easures 

automatica lly w ithout inviting an adverse reaction, 

rather than to rely on open-ended negotiations in 

which debtors and creditors m ight adopt extrem e 

positions and a long time m ight be taken to find an 

acceptable via media.

Lack of liquidity, or even insolvency, is often 

the consequence either of exogenous c ircum stances 

or of com m ercia l m is judgem ents by both borrowers 

and lenders. In e ither event, fa irness dem ands that 

both should share in resolv ing the problem s that 

result. One particular expression of unfair debt 

workouts is the provision of governm ent guarantees 

and the consequent socia lization of private debt. 

This happened on a large scale during the Latin 

American debt crisis of the 1980s and also in recent 

restructuring agreem ents of Indonesia and the 

Republic of Korea. One of the princip les that should 

be in ternationally agreed upon is there fore the 

avoidance of public guarantees for private debt in 

the future.
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Regional cooperation

There is a strong case for greater regional 
cooperation in the ESCAP region in the aftermath of 

the crisis. Issues of financial sector regulation, the 
establishm ent of com m on prudential standards for 

the industry and the developm ent of early warning 

system s have been repeatedly mentioned in the 
context of regional cooperation for reducing the 
intensity of any future crisis and preventing 
contagion.

Financial market instability has been aggra- 

vated by a lack of reliable relevant information. This 

has arisen from the variability, as well as 
inadequacy, of standards of accounting, auditing and 

disclosures, and problems with corporate governance 

generally in the region. All econom ies need to make 
substantia l im provements in these areas. In this 
context, the accord signed by several countries of 

the region with ADB for the conduct of surveillance 
is a welcom e step.

Against this general background, the proposal 
for the establishm ent of an Asian fund could be an 

im portant initiative in the area of regional coopera- 
tion and merits serious examination. Its principal 
rationale is that it could reduce the probability and 
intensity of a future financial crisis. The Asian fund 
would be a source of additional liqu idity to what is 

currently available to IMF. Its liquidity would help to 
improve market sentiment. It could be designed to 
be quick-disbursing in nature. Thus, it could help 

mem ber countries in replenishing reserves as soon 
as signs of distress becam e visible and would 

thereby reduce the incentive for rapid w ithdrawal by 
foreign market operators. As of now, countries faced 

with debt problems have to negotiate financial 
rescue packages with IMF. The very news that such 
assistance is be ing sought can aggravate the loss of 
confidence and generate panic. By the time a 

rescue package is in its final shape, too much 

dam age has been done and restoration of 
confidence takes a very long time.

The argum ent that the establishm ent of an 

Asian fund could increase moral hazard is not very 
persuasive. Countries are unlikely to pursue 

irresponsib le polic ies sim ply based on the knowledge 
that they have access to some essentia lly limited 
amount of funds in the event of an emergency.

Furthermore, a system  of restraints could be built in 
to reduce the probability of moral hazard by, for 

example, levying progressively higher in terest rates 

with the volume and frequency of draw ings from  the 

Asian fund.

Another argum ent cited against the Asian fund 

is that it could underm ine IMF conditiona lities and 
discourage countries from  carry ing out essentia l 
reforms. Once conditionalities are agreed upon, 
any release of subsequent ass is tance by the Asian 

fund could be made contingent upon com pliance 
with the conditionalities. But the Asian fund should 

have a role in negotiating the conditionalities 
themselves. At present, negotia tions take place 
between IMF and a country in d istress and are 
often perceived as a one-sided process. Some 
degree of plurality of views in the determ ination of 
conditionalities would most probably add to their 
credence and promote w ider acceptance, including 

in the recipient country.

In this context, it is worth noting that the 

ESCAP region’s total foreign exchange reserves are 

about $800 billion. O nly a small proportion would 
be needed to make a m ajor im pact were they to 

be deployed for establishing the Asian fund. An 

investment in the developm ent of new institutions, 
such as the Asian fund, thus has a logical rationale. 

It needs to be exam ined dispassionately.

*  *  *

The world has experienced several financial 
crises of great intensity w ith devastating im pacts on 
the real econom ies and social fabric. To a great 

extent these crises can be attributed to m ajor 
shortcom ings in the in ternational financia l system. 
The financial m arkets have worked in a manner 
that gives rise to d izzying boom s fo llowed by 
catastrophic busts. The crises seem to have 
become unstoppably contagious, with developing 
countries and econom ies in transition becom ing easy 

victims. The crises also reflect a fundam enta l 
contradiction in the world econom y in that there has 

been a phenom enal explosion of cross-border 
financial transactions in a w ide variety of form s with 

an ill-equipped institutional fram ew ork to oversee 
them. There is thus an urgent need for bold 

in itiatives to reform the in ternationa l financial 
architecture. The above discussion offers som e 
thoughts in that direction.
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M a c r o e c o n o mic  P e r f o r ma n c e , 
Is s u e s  a n d  Po l ic ie s

A REGIONAL OVERVIEW

The stubborn persistence of the crisis that 
engulfed several countries in the second half of

1997 remains the most dom inant feature of the 

econom ic landscape of the Asian and the Pacific 

region. The depth of the crisis has been of an 

unprecedented dimension. Affecting as it did a 

num ber of major econom ies simultaneously, the 

crisis had a debilitating im pact on the economic 
perform ance of the region as a whole. An indication 

of the depth of the crisis is given by the fact that 

developing econom ies of the ESCAP region as a 

group recorded a growth rate of close to zero per 

cent in 1998 as against over 7 per cent in 1996 and 

almost 6 per cent in 1997. The dismal performance 

cut across practically all the subregions, with South 

Asia being the only bright exception.

The spread of the crisis has expressed itself in 
the sharp contraction of output in a sizeable number 
of econom ies. Out of the 19 developing econom ies 

of mainland Asia for which data are presented in 

table II.1, as many as seven suffered negative 
econom ic growth in 1998 com pared with none in

1996 and only one in 1997. Several channels of 
transm ission contributed to the rapid contagion. The 

strong intraregional linkages in terms of trade, FDI 

and tourism  inevitably contributed to the transmission 

of declin ing output in one country to the others. 

Even those countries which were not fully integrated 
into the regional m ainstream were not immune to the 
contagion effect. Many of them were affected by the 

generalized fall in com m odity prices. The loss of 

investors’ confidence in the em erging markets in 

general as a direct consequence of the crisis had an 
adverse impact on capital flows.

A num ber of factors explain the persistence of 

the crisis. One of these is the close intraregional 

linkages m entioned above. This implies that re- 

covery in any one country  is contingent upon the
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action between developm ents in the financia l sector 
and those in the real sector. The financia l sector 

reforms, which included closure of institutions, more 

stringent capital adequacy requirem ents and larger 
provision for loan losses coupled with tight m onetary 

policies, led to sharp ly  h igher interest rates and 

severely constra ined access to credit. At the sam e 

time, contractionary fiscal po licy against the 
backdrop of falling output and em ploym ent caused 

massive curta ilm ent of dom estic demand, which was 
not com pensated for by any sign ificant export expan- 

sion. This resulted in the inability  of real sector 
enterprises to generate internal funds. The dead ly 

com bination of reduced access to credit, exception- 

ally high interest rates and severe lim itations on the 

ability to generate in ternal funds seriously affected 

the debt-serv ic ing capacity  of the real sector. The 

rising incidence of non-perform ing loans, in turn, 

made the financial institutions unwilling to extend 

new credit and sharply reduced the ability of the real 

sector enterprises to utilize existing capacities, not 

to mention undertaking new investments. These 

developm ents on the dom estic front were aggravated 
by the weaknesses in the econom y of Japan, which 

has become not merely a leading source of FDI, but 
also an increasing ly im portant market for export and 

a major supplier of bank credit for the developing 

econom ies of the region. Japan suffered a m ajor 

reduction in output in 1998 and thus was not in a 

position to becom e as strong an engine of recovery 

for the rest of the region as had been hoped, 

despite the fact that it provided considerab le financia l 
assistance.

However, a num ber of positive s igns have now 

emerged. The region has benefited from  an 

increased flow of capital, m ainly from  official 

sources. The stock markets, as well as the curren- 

cies, have recovered substantia lly  from  the ir lowest 

depths and are show ing some signs of stability. 

Rates of inflation have turned out to be much more

23



Table II.1. Selected economies of the ESCAP region: rates of economic growth and inflation, 
1997-2001

S ources: ESCAP secretariat calculations based on IMF, International Financial Statistics, vol. LI, No. 9 (September 
1998); ADB, Key Indicators o f Developing Asian and Pacific Countries 1998 (Oxford University Press, 1998) and Asian 
Development Outlook 1998 (Oxford University Press, 1998); United Nations, Project LINK World Outlook: Countries and  
Regions, 30 November 1998; The Economist Intelligence Unit, Country Reports: Myanmar (Burma); Iran; and South Korea 
and North Korea, fourth quarter 1998; and national sources.

a Referring to changes in the consumer price index. 
b Estimate. 
c Forecast/target.

 gnidulcxe( noiger eht fo noitalupop eht fo tnec rep 59 tuoba gnitneserper seimonoce gnipoleved 42 rof atad no desaB d
the Central Asian republics); GDP at market prices in United States dollars in 1995 has been used as a weight to 
calculate regional and subregional growth rates. 

e The estimates and forecasts for countries relate to fiscal years defined as follows: fiscal year 1998/99 = 1998 for 
Bhutan, India and the Islamic Republic of Iran; fiscal year 1997/98 = 1998 for Bangladesh, Nepal and Pakistan.
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(Percentage)

Developing economies of 
the ESCAP regiond

South and South-West Asiae
Bangladesh
Bhutan
India
Iran (Islamic Republic of)
Nepal
Pakistan
Sri Lanka
Turkey

South-East Asia

Indonesia
Malaysia
Myanmar
Philippines
Singapore
Thailand
Viet Nam

East and North-East Asia
China
Hong Kong, China 
Republic of Korea 
Taiwan Province of China

Pacific island economies
Fiji
Papua New Guinea 
Solomon Islands 
Tonga 
Vanuatu

Developed economies of the 
ESCAP region
Australia
Japan
New Zealand

Real GDP Inflationa

5.8

4.6
5.9
6.6
5.1 
2.6 
3.8
1.3
6.4
7.5

4.3
4.7
7.8
4.6
5.2
7.8

-0 .4
8.8

7.0
8.8
5.2
5.5
6.8

-3 .7

- 1.8
-5 .2

0.1
- 1.2

2.3

1.0
2.8
0.9
3.2

0.2

5.3
5.6
5.0
6.0

- 0.3
2.1
5.4
5.5
4.5

- 6.2

- 14.0
- 6.0

1.1
- 0.5

1.3
- 7.8

5.8

1.5
7.8

- 5.0
- 6.0

4.7

- 0.2

- 3.9
1.5

- 2.8
- 0.5

3.7
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subdued than originally anticipated despite dramatic 

currency depreciation. Some easing of monetary 

and fiscal policies has taken place. Interest rates 

have tended to decline. A num ber of countries have 

achieved significant current account surpluses, 

leading to increased foreign exchange reserves, and 
there are incipient signs of the ability of some 

countries to re-enter the international private capital 

markets.

Notw ithstanding these positive developments, 
several negative aspects or uncertainties will 

continue to cloud the econom ic performance of the 
region in the immediate future. The burden of large 
volum es of non-perform ing loans continues to plague 

the financial sector institutions, not merely in the 
countries directly affected by the crisis, but also in 
several others. The pace of implementation of 

financial sector reforms has been constra ined in 
som e instances by stiff political opposition. Despite 

im provem ents in the overall liquidity of the financial 
systems, lending rates continue to be high. 

Progress in corporate debt restructuring has been 
very limited. The phenom ena of rising unem ploy- 
ment, increasing business failures and weak 

consum er confidence relentlessly persist. The 

improvements in the current account of balance of 

paym ents have com e mainly through dramatic 
contraction of imports, rather than any major 

increase in exports. The risk prem ium for raising 

capital in international markets remains high. Most 
FDI inflows are directed towards the acquisition of 

existing assets, rather than the creation of new 
productive capacity. It seems unlikely that an early 

solution will be found for the social and political 
discord in several countries, and the external 

environm ent contains many elements of uncertainty, 
which were d iscussed in the preceding chapter.

A more disaggregated picture of the 

m acroeconom ic perform ance of various subregions 
and country groups is presented below. The growth 

perform ance of the Asian least developed countries 

remained mixed in 1998. As a result of the 

regional econom ic crisis, economic growth in the 

least developed countries in South-East Asia was 

much less robust than in the South Asian least 
developed countries. FDI to South-East Asian least 

developed countries slowed as investors from 

Malaysia, S ingapore and Thailand delayed or 
cancelled proposed projects. Inflation increased in

these countries owing to the substantia l depreciation 
of their currencies, strong m oney supply growth and 

shortages of som e basic com m odities. In contrast, 
the effect of the regional econom ic cris is on the 
least developed countries in South Asia has been 

relatively limited. W ith the exception of Nepal, 

growth in these countries was estim ated to exceed 5 
per cent in 1998. The financia l sectors of these 

countries were less susceptib le to the direct impact 

of the crisis owing to the inconvertib ility  of the local 

currency, low foreign private capital inflows and 
limited commercial debt. The largest least deve- 

loped country, Bangladesh, was hit by a devastating 
flood in m id -1998. As a result, its GDP growth rate 

in fiscal year 1999 is expected to fall significantly.

The Asian econom ic cris is had little direct 
impact on most Pacific island countries. Exceptions 

were Papua New Guinea and Solom on Islands and, 
to a lesser extent, Fiji, which all have substantia l 

trading links with Asian developing countries. 

However, many of them were indirectly affected in 
varying degrees because of the impact of the crisis 

on Australia, Japan and New Zealand, which 

together absorb a s izeable proportion of exports of 

Pacific island countries. In addition, the poor 

economic perform ance of these countries was largely 
associated with drought as a result of the El Niño 

weather phenomenon. A num ber of Pacific island 

countries experienced low inflation rates in 1997 and 
1998. Higher inflation rates in Fiji, Papua New 

Guinea and Solomon Islands in 1998 were mainly 

due to depreciation of the ir dom estic currencies. 
Most countries recorded deficits on the ir m erchan- 

dise trade balance in recent years. Some of them 
had surp luses on the services account, especia lly  

from tourism and remittances. However, these were 

not sufficient to prevent them from having current 
account deficits.

Since the beginning of the ir transition towards 
a market economy, for all the Central Asian countries

1998 was the first year of overall output growth. 

Most of these econom ies have continued the 

impressive recovery started two or three years ago 
after massive decline. The recovery was supported 

by the relatively strong perform ance of the industria l 
and services sectors. Growing private consum ption 

and capital investment provided the dem and 

stimulus. More prudent fiscal and m onetary policies 
and the appreciation of the national currencies
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helped to achieve considerable success in reducing 
rates of inflation in the countries of Central Asia. 

However, fiscal deficits are still quite large in many 
of these countries. The size of m erchandise trade 

and current account deficits continues to be a 

source of concern. In North and Central Asia, 

only the Russian Federation experienced a serious 

econom ic downturn in 1998. The com bination of 

falling output and accelerated inflation in the 

Russian Federation has underm ined the fragile 

m acroeconom ic stability achieved by that economy 
in 1997. The debt freeze underm ined investor 

confidence. So far, the econom ic crisis in the 
Russian Federation has not had a substantia l impact 

on the Central Asian economies.

W hereas the relative insulation of the capital 
m arkets prevented the contagion effect of the 

regional econom ic crisis on the dom estic financial 

m arkets in most of the South and South-W est Asian 

countries, the ir real sectors were not com plete ly 

spared. The transm ission of the econom ic crisis to 

these countries took place through a num ber of 

channels. Lower im port dem and in the countries 

affected by the crisis contributed to the slackening of 

export perform ance of som e of the South and South- 

W est Asian countries. Capital inflows, especially FDI 

from East and South-East Asia declined. Never- 

theless, except for the Islamic Republic of Iran, 

where GDP contracted in 1998 because of the 
slump in the oil market, GDP growth rates in other 

countries have been moderately high, ranging from

4.5 per cent in Turkey to 6 per cent in India. Better 

agricultural perform ance and increased budgetary 

expenditure were factors which contributed to the 

enhancem ent of econom ic perform ance in som e of 

these countries. Inflation rates in the countries were 

e ither lower, or increased slightly, in 1998 as 

com pared with 1997. A lower price for petroleum, in 

addition to econom ic crisis in several destination 

countries, was responsible for reducing the export 

earnings of the Islamic Republic of Iran. However, 

the low petro leum  price has helped in contain ing the 

im port bill of countries which are net im porters of 

petroleum. In general, both the exports and the 

im ports of these countries registered lower growth 

rates in 1998. Apart from  the regional econom ic 

crisis, which negatively affected capital inflows 

across the board for most South and South-W est 

Asian countries, the imposition of sanctions by some 

developed countries against India and Pakistan

following their nuclear tests fu rthe r reduced the 

confidence of foreign investors and hence capital 

in flows to these countries. These sanctions, 

however, were eased towards the end of 1998.

The year 1998 was one of the w orst years in 

recent history for the South-East Asian econom ies. 

There was a huge collapse of GDP in m ost of these 

countries, led by Indonesia which suffered doub le- 
digit decline. The other countries which jo ined the 

rank of negative growth were M alaysia, the 
Philippines and Thailand and growth rem ained 

virtua lly flat in the rem aining countries, w ith one 

exception. Viet Nam ’s econom ic expansion, though 

decelerated, was the on ly bright spot in the 

subregion. Barring Indonesia, despite large currency 

depreciations, inflation rates rem ained with in single 

digits. Price levels skyrocketed in Indonesia but 

began to stabilize towards the end of the year. 

Inflation was exceptionally low in M alaysia and 

Singapore. W eak dom estic dem and helped in 

keeping prices in check. Current accounts of the 

balance of payments registered m ajor improvements. 

In fact, Indonesia, M alaysia and Thailand were 

able to convert deficits into large surp luses. The 

turnaround was largely due to a co llapse in im ports 

rather than an expansion in exports. Exports 

increased in volum e but fell in do lla r te rm s in many 

cases. There were significant official capital inflows, 

against private capital outflows and foreign direct 

investment started to return mostly for acquis ition of 

existing assets. However, capital outflows from  the 

banking sectors continued.

Interest rates started to com e down in the 

second half of the year but the liquidity problem 

remained owing to the re luctance of banks to extend 

credit as a result of the ir own recapita lization needs 

and fears of further accum ulation of bad debts. 

Financial institutions already had a huge backlog of 

non-perform ing loans as the progress on debt 

restructuring remained lim ited. Excess capacity  in 

the manufacturing sector was a serious problem 

partly resulting from  large investm ents m ade during 

the boom years. G overnm ents of these countries 

tried to tackle the econom ic cris is by adopting tight 

m onetary and fiscal po lic ies in the beginn ing but 

later on these policy stances were softened. Interest 

rates cam e down and fiscal stim ulus was provided. 

Moreover, m ajor reforms were in itiated in the 

financial and real sectors.
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The regional econom ic crisis has had a 
negative impact on growth in East Asia as well. In 

China, GDP grew at an impressive rate of 7.8 per 

cent in 1998, but the rate was one percentage point 

lower than in the previous year. Hong Kong, China 

and the Republic of Korea, the worst affected econo- 

mies in the East Asian subregion, experienced a 
large contraction in the ir output. The major com po- 
nents of the aggregate dem and in these economies, 
with the exception of governm ent budget, showed a 

decline in 1998. W eak demand from within the East 
and South-East Asian econom ies contributed to the 
compression of exports, although som e economies 

managed to com pensate for this partially with an 

increase of their exports to the United States and 
the European Union. The growth of domestic invest- 

ment contracted as a result of the credit crunch in 

the dom estic economy, corporate restructuring and 

the rise of bankruptcies. Consistent with slower 
growth, rising uncerta inty and dem and compression, 

inflationary pressures in these economies have 
receded. An extreme case was China where a 

massive build-up of inventory in the face of falling 

demand generated some deflationary pressures and, 

indeed, in 1998, the general level of prices slightly 
fell. Exports from econom ies in this subregion fell or 

their growth substantia lly  slowed down. Consequent 

upon dom estic recession, imports in all of them 

declined sharply. W ith a more dramatic decline in 

their imports, the observed surges in the trade and 
current account ba lances in many econom ies in this 
subregion reflected dom estic recessionary pressures 

rather than buoyant exports. This will probably be a 
tem porary phenom enon which will w ither away as 

soon as growth resumes.

The performance of the developed countries in 

the region in 1998 was influenced to varying 

degrees by the econom ic crisis in Asia. While 

Australia remained largely unaffected by the adverse 
impact of the Asian crisis, there was a substantial 
deceleration in New Zealand. In Japan recessionary 

impulses which predated the crisis were reinforced. 

Consequently, overall growth performance was 
mixed. The Japanese economy shrank during the 

year, Australian GDP growth remained largely un- 

affected, while the New Zealand growth rate slowed 

significantly. Inflation remained low in all three 

countries, in the range of 0.3 to 1.5 per cent, 

despite the downward pressure on exchange rates 
during 1998. In fact, in Japan, the concern is more

about the em ergence of de flationary pressures than 

with inflation. Exports of all three countries received 
a significant negative shock from the sharp drop in 

demand from Asian econom ies in crisis. However, 

the decline in demand from Japan, which is one of 

the major trade partners for both Australia and New 

Zealand, and the fall in dem and from other Asian 
economies were partly offset by the robust econom ic 

growth in the United States and, to a lesser extent, 
by growth in Europe.

Available data on estimated, p lanned and 
forecast econom ic growth and inflation for the years
1998 to 2001, with actual figures for 1997, for 

selected econom ies are given in table II.1. It is 

important to emphasize the highly tentative nature of 
these forecasts, given the several negative elements 
and considerable uncerta in ty that prevail.

DEVELOPING ECONOMIES 
OF THE ESCAP REGION 

Least developed countries

Growth performance

Bangladesh achieved a GDP growth rate of 5.6 
per cent in fiscal year 1998, s lightly lower than in 
the previous year (table II.2). However, sectoral 

growth rates differed s ignificantly in the two years. 
The agricultural sector performed relatively better in
1997 and the industrial sector did well in 1998. The 

agricultural sector registered growth of 3.1 per cent 
in 1998 com pared with 6.4 per cent in 1997, largely 
on account of a shortfa ll in the rice crop because of 

adverse weather conditions and lower investment in 
agricultural inputs at the planting stage. However, 
wheat production reached the record level of 1.7 
million tons in 1998, with a 17 per cent increase 

over the previous year. As a result of trade liberali- 
zation and deregulation of investment in recent 
years, the industrial sector grew by 8.1 per cent in
1998 from 3.8 per cent in 1997. A lthough p roduc- 

tion of garm ents and knitwear, as well as food, 
beverages and tobacco, was high, the leather and 
jute subsectors did not perform well in 1998. The 
lower growth rate in 1997 was partly due to political 

unrest and shortages in power supply. The services 
sector grew at 6.6 per cent in 1998, slightly h igher 
than 6.3 per cent in 1997.

27



Table II.2. Selected least developed countries of the ESCAP region: growth rates, 1995-1998

(Percentage)

Rates of growth

Bangladesh

Bhutanb

Cambodia

Lao People’s Democratic 
Republic

Maldives

Myanmarc

Nepalb

Sources: ESCAP secretariat calculations based on ADB, Key Indicators of Developing Asian and Pacific Countries 1998 
(Oxford University Press, 1998) and Asian Development Outlook 1998 (Oxford University Press, 1998); The Economist 
Intelligence Unit, Country Report: Myanmar (Burma), fourth quarter 1998; and national sources.

Notes: Data for 1998 are estimates. 
power; and construction.

Industry comprises mining and quarrying; manufacturing; electricity, gas and

a Rate of growth of manufacturing only. 
b GDP at factor cost. 
c GDP at 1985/86 producer’s prices.

There has been gradual im provem ent in 

investm ent over the years (figure II.1). Investment 

as a percentage of GDP was 17.4 per cent in fiscal 

year 1997 against 17.0 per cent in 1996 and 16.6 

per cent in 1995. However, the provisional figure for

1998 shows som e decline in investm ent but the 

actual figure may rise as the share of private

investm ent in total investm ent has been increasing 

gradually. The share of private investm ent in total 

investment, which stood at 50.8 per cent in 1994, 

increased to 62.4 per cent in 1997. Dom estic 

savings as a percentage of GDP have not shown 

any noticeable upward trend and continue to fall 

substantia lly short of investment.
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Figure II.1. Savings and investment as a percentage of GDP in selected least developed 
countries of the ESCAP region, 1995-1998

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

Notes: Data for 1998 are estimates. I indicates gross domestic investment; S indicates gross domestic savings.

A lthough the fifth five-year plan (1997-2002) 

projected GDP growth in fiscal year 1999 at 6.3 per 

cent, the m onsoon floods which started in July 1998 

and lasted for about two months caused dam age of 

more than 2 billion dollars in different sectors of the 

economy, including infrastructure, agriculture and 

industry. The governm ent launched an agricultural 

credit programm e for the purchase of seeds, fertilizer 

and cattle, and repayments of small agricultural 

loans have been suspended. A llocations from the 

annual developm ent programm e of 1999 for post- 

flood rehabilitation may lead to expansion of the 

construction and service sector but actual overall 

growth rate for 1999 may decline by more than 2 

percentage points from the projected rate. Accord- 

ing to one estimate, GDP growth may be as low as

3.3 per cent.

In fiscal year 1997, the first year of B hu tan’s 

eighth five-year plan, GDP is estim ated to have 

grown by 6.6 per cent, s lightly under the p lan ’s 
targeted annual growth of 6.7 per cent, but higher 

than the average of 6 per cent during the seventh 

plan. Agriculture, livestock and forestry, which 

com prised 37.6 per cent of GDP in 1997, rose by

4.0 per cent owing to productiv ity gains and 

development of horticulture. In contrast, m ining and 

m anufacturing increased by 11.9 and 14.5 per cent 

respectively, while e lectric ity and construction rose 

by 5.4 and 6.0 per cent. Com pletion of the Kurichu 

and Basochu hydropower projects, as well as the 

Dungsum cem ent project, during the eighth plan was 

expected to add further capacity  in these sectors. 

S ince the private secto r is relatively underdeveloped 

in Bhutan, public sector investm ents  in hydropower
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and energy-intensive industry have dominated 

econom ic activity. The services sector, which formed 

a third of GDP, m eanwhile grew by 7.7 per cent. In 

1998, GDP was estim ated to grow at a lower rate of 

around 5.0 per cent, partly due to the poor perfor- 

mance of the agriculture sector.

In Cambodia, real GDP grew by 2.0 per cent

in 1997, a substantia l decline from the 6.5 per cent

recorded in 1996. Agriculture, which accounts for 52 

per cent of GDP at current prices and employs 

around 75 per cent of the workforce, is dom inated 

by rice production. The total cultivated area 

increased from  1.8 million hectares in 1996 to 2.1 

million hectares in 1997, as fie lds that had been 

landmined were reclaimed. The average rice yield 

also increased from 1.3 tons per hectare in 1992- 

1994 to 1.8 tons in 1997. However, flooding and 

environm ental dam age as a result of heavy logging

is likely to have affected the rice harvest in 1998.
Log exports still continue despite a governm ent 

ban on unprocessed tim ber exports introduced in

1996, owing to ineffective implementation of forestry 

legislation. The lack of financial resources has 
tended to constra in the developm ent of irrigation 

system s and to perpetuate the dependence of the 
agricultural sector on annual rains. Industrial output, 

which accounted for about 21 per cent of GDP, 

rem ained constra ined by weak dom estic demand, as 

well as the regional econom ic crisis. The increase 

in output of m anufactured goods such as textiles 

was, therefore, expected to be less marked in 1998 

than in recent years. The tourism  industry, which 

provided one third of all capital inflows in 1996, has 

s lum ped s ince m id-1997 following political disruptions 

before the election and the onset of the regional 

econom ic crisis. The num ber of tourist arrivals 

reached 82,105 for the first five months of 1998, a 

37 per cent decline com pared with the 130,754 

arrivals during the same period of 1997. Overall, 

GDP growth rate for 1998 is estim ated at zero per 
cent.

GDP growth in the Lao People’s Democratic 

Republic is estim ated to have slowed to 4.0 per cent 

in fiscal year 1998 from 6.7 per cent in fiscal year

1997, ow ing to lower foreign investm ent inflows as a 

result of the regional econom ic crisis. Besides, poor 

weather conditions adversely affected the rice 

harvest in 1998. In 1997, the improved performance 

of the agricultural sector, which contributes around

54 per cent of GDP and employs over 75 per cent 

of the workforce, contributed to the high GDP 

growth. Plans to increase coffee production were 

announced in 1997 as part of a general po licy of 

try ing to develop cash crops. Earn ings from  coffee 

exports have grown rapidly during the 1990s, from  

$3.2 million a year in 1992-1994 to $21.3 m illion in

1995, when the governm ent a llowed tariff-free 

exports, and to $25 m illion in 1996. O ther im portant 
non-rice crops include tobacco, maize, peanuts and 

soybeans, although the ir export potentia l has 
remained underexploited. The rising cost of im- 

ported inputs, caused by the fall in the new kip 
against both the baht and the dollar, and weaker 

external dem and for its processed exports are 

expected to affect industrial output, which com prises 

approxim ately 20 per cent of GDP. M anufacturing, 
which com prises 75 per cent of the industria l sector, 

grew relatively slowly in 1997 ow ing to lim ited 

growth in garm ents and wooden products. The 

services sector, which represents 25 per cent of 
GDP, grew strongly in 1997, with w holesale and 

retail trade, as well as transport and com m u- 

nications, recording growth of 10 per cent. The 

services sector is expected to be stim ulated as 

preparations for Visit Lao P eop le ’s Dem ocratic  

Republic Year 1999 proceed, a lthough weak tourist 

arrivals from  Asia, increased com petition from  cheap 

Asian destinations and lim ited in frastructure outside 

V ientiane and Luang Prabang suggest tha t the 

target of attracting 1 m illion tourists m ay not be 

reached.

Higher unem ploym ent resulting from  the 

econom ic s lowdown is likely to lower consum er 

dem and in the Lao People’s Dem ocratic Republic, 

while a fall in FDI is expected to lead to a decline in 

overall investment. However, large construction

projects funded with external aid are expected to 
continue. On the other hand, if the announced rise 

in deposit interest rates eventually leads to a rise in 

bank lending rates, dom estic investm ent m ay be 

further affected.

Maldives has seen rapid and susta ined 

econom ic developm ent over a long period. In the 

last decade, GDP grew at an average annual 

rate of 8 per cent. However, there has been a

declining trend in recent years. In 1997, GDP grew

by 6.2 per cent and was estim ated to grow by 6.0 

per cent in 1998. Econom ic growth has been
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accom panied by a shift away from prim ary activities 

to secondary and tertiary activities. In 1997, the

agricultural sector grew by 0.1 per cent while the
industry and services sectors grew by 13.2 and 6.0 
per cent respectively. A lthough the contribution of 

the fisheries sector to GDP has declined to less 

than that of tourism, it remains the single most 

im portant source of employment. The contribution 

of the construction sector to GDP has increased 

ow ing to a rise in residential construction. In 1996,

340,000 tourists visited Maldives and arrivals,
mostly from W estern Europe, have grown by 27 per 

cent. Tourism com prised 19 per cent of GDP in

1996, generated 11 per cent of the country ’s

employment, a third of governm ent revenue and 

nearly 70 per cent of foreign currency earnings. 

The econom ic concentration around Male has 

resulted in wide regional disparities in income, as 
well as access to health services, education and 

basic infrastructure. In the fifth national develop- 
ment plan, the governm ent estimated a per capita 

income of around 3,700 rufiyaa in 1995 in the 

atolls, com pared with 11,000 rufiyaa in Male. The 

average for the atolls is furtherm ore likely to hide 

significant variations between atolls and islands 
within an atoll.

GDP growth in M yanm ar slowed in fiscal year 

1997 to 4.6 per cent, from 6.4 per cent in 1996, and 

was estimated to decrease further to 1.1 per cent in 

1998. Growth slowed in every sector except energy, 

transport and governm ent administration. The overall 

slow growth was partly the consequence of 

restrictions on imports and w idespread power 

shortages. The agricultural sector, which accounts 

for more than half of GDP and employs 60 per cent 

of the labour force, was estimated to grow by 2.9 

per cent in 1998. The governm ent target for rice 

output in 1998 of 18.6 million tons may not be 

reached ow ing to the rising cost of key inputs such 

as fuel for irrigation pumps and fertilizer. Also, after 

months of drought, heavy rains in Septem ber 1998 

resulted in flooding in the central rice-growing region. 

O ther key export crops, such as pulses and beans, 

were also dam aged by floods, leading to growing 

concern over rising prices and possible food 

shortages. Industrial output was expected to rise by 

only 1 per cent in 1998 as the output of key 

com m odities fell in the first six months of 1998, 

com pared with the sam e period of 1997, owing to

power shortages resulting from the 1997-1998 
drought. Volume data on industria l production 

indicate that the state sector accounted for 44.5 per 
cent of total industria l output in 1997. Output of 

cotton fabrics rose in the first half of the 1998, but 
started to decline from May 1998. Paper output fell 

by 7.5 per cent on average in the first half of 1998, 

but declined at a much faster rate in April-June 

1998. The construction sector, of which 85 per cent 

is publicly owned, was also expected to contract in

1998, reflecting governm ent budget cuts and lower 
private sector demand for new office space. The 

services sector was expected to contract by 1 per 

cent in 1998 owing to declines in retail trade and in 

tourist arrivals from Asia as a result of the regional 

economic crisis.

In Nepal, GDP at factor cost is estim ated to 

have grown by 2.1 per cent in fiscal year 1998, the 

lowest rate in 22 years and a decline from the 3.8 

per cent registered in 1997. Poor GDP growth 

rates have led to a downward revision of the ninth 

plan (1997-2001) growth target from 6.5 to 6.0 per 

cent per annum on average. Agriculture, which 

accounts for 40 per cent of GDP and em ploys 

nearly 80 per cent of population, grew by on ly 1.1 

per cent in 1998, com pared with 4.1 per cent in

1997, largely as a result of bad weather. Principal 

foodgrains such as rice, wheat, maize, millet and 

barley, which com prise 37.3 per cent of the agri- 

cultural sector, registered a negative growth of 0.4 

per cent. Cash crops, including sugar cane, jute, 

oilseed, tobacco and potatoes, also showed a small 

negative growth. Growth in livestock production, 

which com prises nearly a third of agricultural 

production, m eanwhile declined from 6.2 per cent in 

1997 to 3.7 per cent in 1998. The non-agricultural 

sector grew by 2.8 per cent in 1998, down from 3.5 

per cent in 1997. Growth in the manufacturing 

sector declined to 2.4 per cent because of a 

downturn in the carpet and ready-m ade garm ent 

sector. The construction sector, which has been 

slowing for the past four years, contracted by 1.7 

per cent, while the electricity, gas and w ater sector 

registered negative growth of 2.9 per cent. The 

services sector perform ed better in 1998 than in
1997 and grew by 4.2 per cent. In the first nine 

months of Visit Nepa l Year 1998, tourist arrivals 

rose by 10 per cent, and a rise of 12 per cent for 

the full year was expected.
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Inflation

In Bangladesh, inflation rose from 2.5 per cent 

in 1997 to 7.0 per cent in 1998 owing to the shortfa ll 

in rice output and h igher m onetary expansion 
(table II.3). The inflation in 1997 was low as a result 

of a good rice harvest, which led to low food prices. 
The governm ent was com m itted to curb ing any 
long-term  in fla tionary pressure through judic ious use 

of its m onetary and fiscal policies. Nevertheless, 
severe dam age to production caused by the flood of 

Ju ly-Septem ber 1998 and increased governm ent 
spend ing for rehabilita tion and reconstruction activi- 

ties are expected to cause inflation in 1999 to

exceed the projected 8.5 per cent. Partly because 

of concerns about inflation, the governm ent has 
been pursuing a policy of gradual devaluation of

currency rather than any large one-o ff devaluation.

In view of the ir c lose trade and financia l

relations, price changes in Bhutan partly occur as a 
lagged response to price developm ents in India. 

Prices in Bhutan, however, are sign ificantly  higher 

than those in India ow ing to h igher transportation 
costs and a less com petitive market. The consum er 

dna 7991 ni tnec rep 0.7 yb desaercni xedni ecirp
was estim ated to grow by around 8 per cent in
1998.

Table II.3. Selected least developed countries of the ESCAP region: summary of 
macroeconomic indicators, 1995-1998

Bangladesh

Bhutan

Cambodia

Lao People’s Democratic 
Republic

Maldives

Myanmar

Nepal

Sources: ESCAP secretariat calculations based on ADB, Key Indicators of Developing Asian and Pacific Countries 1998 
(Oxford University Press, 1998) and Asian Development Outlook 1998 (Oxford University Press, 1998); IMF, International 
Financial Statistics, vol. LI, No. 9, September 1998; and national sources.

Note: Data for 1998 are estimates.

a Excluding grants. 
b January-June.
c Refers to changes in consumer price index. 
d January-September. 
e January-October.
f National urban consumer price index.
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Inflation in Cam bodia has remained in single 

digits in the past few years. It was 8.0 per cent 

in 1997. However, there was som e upsurge in 

prices in the early part of 1998 and inflation for the 

full year is estim ated at 11.0 per cent. 
Pre-election stockpiling of essential com modities 

such as rice, fish sauce, cooking oil, noodles, 

tinned food and gas led to upward pressure on 

prices. Housing, medical care and transport costs 

rose by more than 20 per cent, year on year, in 

June 1998 owing to disruption to production as 

well as imported inflation resulting from the w eak- 

ness of the riel. Inflationary pressure was ex- 

pected to continue owing to the governm ent’s weak 

fiscal position following the postponem ent of aid. 

As a result of monetization of the budget deficit, 

money supply (M2) rose by about 20 per cent in 

the first half of 1998. The riel strengthened after 

the election, boosted by improved confidence 

and the reversal of som e of the pre-election flight 

into dollars. However, further currency weakness 

m ight result, ow ing to the worsening m erchan- 

dise trade deficit and the uncertain political 

environment.

Although the Lao People’s Democratic 

Republic had aimed to bring down its high infla- 

tion rate of 19.5 per cent in 1997, there was a 

steep increase in inflation in 1998 as a result of 

a s ignificant depreciation of the new kip and price 

increases in one of its m ajor trading partners, 

Thailand. During the first 10 months of 1998, 

inflation increased to about 77 per cent. Both 

food and non-food items contributed to the in- 

crease. However, the rate of increase slowed 

down in the second half of 1998. The new kip 

continued to weaken against the dollar during the 
second and third quarters of 1998 but showed 

s igns of stab iliz ing in the fourth quarter. Since 

the baht had appreciated against the dollar during 

the period, the decline in the new kip against the 

baht, which is used in cross-border trade, was 

even more significant. The introduction of the 

dom estic currency notes of 2,000 and 5,000 led 

to further fears that existing notes were to be 

taken out of circulation and resulted in a further 

flight from  the new kip. M2 grew by 64.8 per 

cent in 1997 com pared with 26.7 per cent in

1996. In June 1998, deposit rates were raised 

from  19 to 22 per cent to curb liquidity.

W ith a stable foreign exchange rate and 

imports accounting for alm ost two th irds of consum p- 

tion, retail prices in Maldives are strong ly in fluenced 

by external price developments. T he inflation rate 

rose to 7.6 per cent in 1997 from  6.3 per cent in

1996, despite s lower growth in m oney supply and a 

reduced budget deficit.

In Myanmar, consum er prices rose by 29.7 per 

cent in 1997 and were estim ated to rise furthe r by

40.0 per cent in 1998. M onetization of the budget 

deficit and lack of financia l investm ent opportun ities 

have resulted in excessive liquid ity and a high rate 

of inflation. Price contro ls on selected items are a 

source of large distortions in relative prices. Official 

inflation data, which capture only price increases in 

Yangon, are considered to understa te actual inflation 

significantly. The poor perform ance of the agricu l- 

tural sector has increased the price of basic staples. 

Food prices rose by an average of 20.7 per cent, 

year on year, in the first two m onths of 1998. The 

price of fuel, cloth ing and housing also rose sharp ly 

during the same period partly because of the weak 

kyat, new restrictions on im ports and the v irtual 

cessation of border trade. The cost of purchasing 

generators to make up for w idespread power 

shortages may also have been passed on to 

consumers. The governm ent re im posed petrol 

rationing restrictions in late February and fuel prices 

fell by an average of 7.2 per cent in the first seven 

months of 1998 com pared with the sam e period of
1997.

In Nepal, the inflation rate was 7.8 per cent in 

fiscal year 1997. The price index of food items also 

rose by 7.8 per cent. However, w ith in this category, 

products such as meat, fish, eggs, soft drinks, milk 

and cereals registered price increases of more than

10 per cent. O ther products such as edib le oil, 

ghee, vegetables and fru its  reg istered a marginal 

decrease in price. The price index of non-food item s 

increased by 7.7 per cent in 1997. Products such 

as fabric, shoes, dom estic appliances, fuels, e lectric- 

ity and cigarettes recorded re latively large price 

increases. On the other hand, m edicine and 

personal care items, transportation and com m unica- 

tion w itnessed significant price decreases. The infla- 

tion rate fell to 4.0 per cent in 1998 ow ing to the 

lower growth in prices of both food and non-food 

items.
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Trade perform ance

In fiscal year 1998, m erchandise exports of 
Bangladesh were estimated to grow by 17.0 per cent 
and m erchandise imports by 3.3 per cent (table II.4). 
The ready-m ade garm ent sector was estim ated to 
contribute approxim ately 55 per cent of export 
earnings. In the previous year, total export earnings 
increased by 14.0 per cent and the ready-made 
garm ents sector com prised 51 per cent of total 

merchandise exports, followed by hosiery products, 
frozen foods, ju te products and leather. In 1996, 
nearly a third of all exports were destined for the 
United States while c lose to two fifths went to EU 
countries. The value of m erchandise imports 
increased by 4.1 per cent in 1997, with food grains 
accounting for 2 .6  per cent of the total value of 
imports. Am ong non-food imports, capital goods had 
a share of 27 per cent. More than half of all 

im ports orig inated from other countries in Asia, most 
notably, India followed in ranking order by China; 
Japan; Hong Kong, China; S ingapore; and the 
Republic of Korea.

As a result of faster growth of exports than of 

imports, the m erchandise trade deficit fell in 1998. 

The usually large m erchandise trade defic it was 
mainly offset by a large surp lus on the services 

account, m ainly contributed by overseas w orkers ’ 

remittances, which am ounted to $1,475 million or 4.5 

per cent of GDP in 1997. These were estim ated to 

grow slightly in 1998. The current account deficit 
was 1.6 per cent of GDP in 1997 and was estimated 
to decline in 1998.

Hydropower and com m odities such as timber, 
cardamon, potatoes, fru its and fruit products, and 

mushrooms are Bhutan’s principal exports, although 
manufactured exports such as cement, ferroalloys, 
calcium carbide, coal, liquor, partic le boards and 

polythene are becom ing increasing ly important. Total 

imports, which include consum er goods, petro leum 

products and almost all capital goods, com prise 35 
per cent of GDP. Accord ing to provisional figures, 

India accounted for over 94 per cent of exports and 
69 per cent of imports in 1997. O ther m ajor trading 

partners were Bangladesh, Japan and Singapore.

Table II.4. Selected least developed countries of the ESCAP region: merchandise exports 
and imports in United States dollars and their rates of growth, 1995-1998

Bangladesha 4 427 33.8 0.41            6.1 17.0b 7 162 39.7 1.4           4.51
Bhutan 55.6 – 2.9 22.5 13.7
Cambodiac 697 74.6 – 24.7 8.2 1 040 59.5 – 9.7 – 3.0
Lao People’s Dem. Rep. 317 4.3 3.2 – 1.9 9.0d 648 4.4 17.1 – 6.1

Maldives 73 8.7 18.0 23.7 – 1.8 349 20.7 12.7 15.6
Myanmar 866 7.4 – 12.6 16.4 29.6e 2 021 52.1 1.5 49.2
Nepala 397 – 13.0 3.0 10.2 11.7 1 640 17.5 10.2 21.7

Sources: ESCAP secretariat calculations based on United Nations, Monthly Bulletin of Statistics, vol. Lll, No. 11, 
November 1998; ADB, Key Indicators of Developing Asian and Pacific Countries 1998 (Oxford University Press, 1998); and 
national sources.

Note: Data for 1998 are estimates.

a Values based on fiscal year. 
b July 1997 -  May 1998. 
c Import value on f.o.b. 
d Nine months only. 
e January-June.
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Under the free trade agreement with India signed in 
1972 and amended in 1983, Bhutan has been 
granted transit rights for third-country trade through 
Indian territory and is not subject to Indian custom 
duties and trade restrictions. To diversify trade and 
to develop the private sector, Bhutan adopted a new 
tariff schedule in 1996 which reduced duty on 
imports from countries other than India. With the 
exception of alcoholic beverages, import tariffs on 
consumer goods now range from 10 to 30 per cent 
while those on industrial inputs are limited to 10 per 
cent. Tariffs are not applied to the import of capital 
goods. In the services sector, the main sources of 
earning are tourism and interest income from the 
country’s foreign exchange reserves. A current 
account deficit of $60.6 million was recorded in 1997 
owing to a rising trade deficit.

Cambodia’s current account deficit widened in
1997 compared with 1996 because of the large 
deficit on the services account. The merchandise
trade deficit, however, narrowed in 1997 from 1996, 
as exports rose by 8.2 per cent and imports fell by
3.0 per cent. Exports performed well in 1997
despite soft world prices for timber and rubber. 
Non-traditional exports such as textiles and 
garments, as well as furniture and leather, rose
substantially and accounted for 35 per cent of 
domestic exports, excluding re-exports. The 
slowdown in FDI inflows and production disruptions 
resulting from political uncertainty were expected to
slow export growth in 1998 and worsen the
merchandise trade deficit. A larger trade deficit, in 
combination with a decline in tourism receipts and 
remittances from migrant workers, was expected to 
lead to a widened current account deficit in 1998.

Merchandise exports of the Lao People’s 
Democratic Republic fell by about 2 per cent in 
1997. However, merchandise exports increased by
9.0 per cent during the first nine months of 1998. 
Exports of coffee increased sharply, from $20 million 
for the whole of 1997 to $40 million in the first nine 
months of 1998. Imports decreased by 6.1 per 
cent in 1997 and by 8.0 per cent during the first 
nine months of 1998. Thailand’s exports to the Lao 
People’s Democratic Republic in the first four months 
of 1998 rose to $106 million but exports of the latter 
to the former fell to $9.1 million as a result of 
depressed demand in Thailand. The sharp fall of 
new kip against the baht has affected trade with

Thailand, which accounts for approximately 64 per 
cent of the imports of the Lao People’s Democratic 
Republic, including oil and consumer goods, and 20 
per cent of its exports. Although two-way trade has 
always been in Thailand’s favour, the $97 million 
trade deficit with Thailand for the first four months of
1998 suggests possibilities of balance-of-payment 
difficulties in 1998. To boost trade between their 
respective countries, the first meeting of the Thai-Lao 
Joint Trade Commission discussed problems relating 
to customs procedures, transportation, import tax 
and the collection of other fees. The two sides also 
discussed the use of local currencies in trade 
transactions to solve the problem of dollar shortages. 
Although the trade system is free from formal 
restrictions, informal trade barriers such as priority 
lists and restrictive licensing requirements limit 
imports of certain goods. The 210-megawatt Theun 
Hinboun hydroelectric power plant became opera- 
tional in April 1998, more than doubling the country’s 
electricity capacity. Under an agreement signed with 
the Electricity Generating Authority of Thailand in 
1996, exports and royalties are expected to bring an 
additional revenue of $30 million per annum in the 
future, compared with the total electricity export 
earnings of $30 million in 1996. Thailand’s demand 
for power, however, is expected to fall as a result of 
economic contraction in 1998 and this may result in 
lower additional revenue for the Lao People’s 
Democratic Republic.

Merchandise exports of Maldives grew by 
about 24 per cent in 1997. However, preliminary 
estimates show a small decline in 1998. Exports, 
primarily to Germany, Japan, Sri Lanka, the United 
Kingdom and the United States consist of garments, 
and fish and fish-related products. Domestically 
produced goods as a share of total exports have 
declined from 80 to about 60 per cent over the last 
10 years, while re-exports of jet fuel and duty-free 
products have increased. Merchandise imports 
increased by about 16 per cent in 1997 and were 
estimated to have grown around 3 per cent in 1998. 
About 50 per cent of all imports in 1997 were 
consumer goods, followed by petroleum products and 
intermediate and capital goods. Growth in tourism- 
related imports was associated with the development 
of new tourist islands, as well as consumption im- 
ports resulting from a higher number of tourists. 
Most imports come from Malaysia, Singapore, 
Thailand and the United Arab Emirates. Earnings
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from services are derived primarily from tourism and 
associated airport operations. Tourism receipts 
comprised nearly 70 per cent of the total export of 
goods and services in 1996. Maldives usually has a 
large merchandise trade deficit but a surplus on the 
services account. As a result, the current account 
deficit has been relatively low at about $36 million in
1997 and in 1998.

Owing to weak regional demand and low world 
prices for commodities, Myanmar’s exports of goods 
and services were expected to rise only by 2 per 
cent in 1998 despite a sharp fall in the kyat. 
Although Myanmar’s rice exports rose in the first two 
months of 1998, compared with the same period of
1997, the total volume was restricted to ensure 
domestic rice supplies. Exports of pulses and beans 
accounted for 24 per cent of total exports in 1997, 
compared with 15 per cent in 1994, and offset to 
some extent the decline in rice exports. Export 
controls which were imposed in March 1998 to limit 
trade in rubber, sugar, groundnut oil, sesame seeds 
and sesame oil, and pulses to government agencies 
have remained in place. If state purchases continue 
to be made at below-market price levels, the output 
of these crops and their export may decline in 
the future. Soft world prices for rubber and timber 
were expected to affect export earnings from these 
products and reduce incentives to producers. 
However, Myanmar’s total exports were expected to 
increase significantly in the coming years as a result 
of foreign investment in the oil and gas sector. The 
export of gas from the Yadana gasfield, being 
developed by Total of France, Unocal of the United 
States, the Petroleum Authority of Thailand and 
Myanma Oil & Gas Enterprise was delayed as the 
power plant in Thailand, which will be the main 
importer, has not yet been completed. Although 
export of gas is estimated to rise to $200 million a 
year, initial net gains are expected to be relatively 
small since earnings will be used to pay for 
Myanmar’s share of the capital costs of the project.

Imports of goods and services were expected 
to fall in 1998 as a result of import restrictions and 
an acute shortage of foreign exchange. Total 
imports rose by 49.2 per cent in 1997 mainly 
because of a rise in capital goods imports related to 
the construction of the Yadana gas project. The 
government required all border trade to be 
conducted in dollars instead of partner-country 
currencies, affecting transactions with China and

Thailand. In March 1998, as foreign-exchange 
reserves dwindled to critically low levels, Myanmar 
imposed restrictions on imports, banning the import 
of all items which did not appear on two lists of 
priority goods. Imports of essential items were given 
priority. Demand for trade-related services, as well 
as tourism revenue, was expected to weaken, and 
the services surplus was expected to decline.
However, the overall current account deficit was
expected to ease in 1998 because of a contraction 
in merchandise imports.

Merchandise exports of Nepal grew by 11.7 
per cent in fiscal year 1998 as compared with 10.2 
per cent in the previous year. Roughly one third of 
exports went to India in 1998 and the remainder to 
other countries. There was a sharp increase in 
exports to India (58.8 per cent) compared with other 
countries (-2 .4  per cent) in 1997. During the first 
nine months of fiscal year 1998, woollen carpets
accounted for 48.4 per cent of exports, followed by
ready-made garments (41.6 per cent) and pulses 
(6.4 per cent). Exports of ready-made garments and 
pulses increased while those of woollen carpets fell. 
Merchandise imports decreased by 12.6 per cent in
1998 against an increase of 21.7 per cent in 1997. 
Again, roughly one third of imports came from India 
in 1998. There was a marginal increase (0.9 per 
cent) in imports from India and a sharp decrease 
(-17.5 per cent) from other countries. As a result of 
positive growth in exports and negative growth in 
imports, the merchandise trade deficit decreased in
1998. There was a significant decrease in the 
surplus on the services account, which partly offset 
the decrease in the merchandise trade deficit and 
the current account deficit thus narrowed somewhat.

Capital inflows/outflows

In Bangladesh, actual disbursement of official 
aid in fiscal year 1998 at $1,251 million or 3.7 per 
cent of GDP was lower by 15.5 per cent than the 
previous year. External debt servicing, which was 
equivalent to 13.8 per cent of the country’s merchan- 
dise exports and 1.9 per cent of GDP in 1997, 
declined substantially in 1998. The total outstand- 
ing external debt of the public sector increased by 
about $443 million to $15,468 million in 1998. The 
external borrowing of Bangladesh consists mainly of 
medium-term and long-term debt on concessional 
terms.
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FDI, which was directed primarily to the elec- 
tricity, energy and physical infrastructure sectors, was 
estimated to increase to $225 million in 1998. FDI 
of $129 million flowed to the industrial and energy 
sector in the first six months of fiscal year 1998. 
This was the result of prior approvals of large 
investments. Foreign portfolio investment, however, 
declined in 1996 and 1997 as a result of the stock 
market crash in November 1996. The outflow of 
foreign portfolio capital had little impact on the 
foreign exchange market as the amount was a 
relatively small proportion of the total transactions in 
the foreign exchange market.

Bhutan’s current account deficit has generally 
been offset by inflows of concessional loans and 
grants. At the sixth round-table meeting, held in 
Geneva in 1997, multilateral financial institutions and 
bilateral sources pledged $450 million in support of 
Bhutan’s eighth five-year plan (1997-2001). Core 
areas under the plan include development of 
hydropower and industries, infrastructure, social 
services, human resources, and agriculture, livestock 
and forestry. Large-scale assistance from India has 
led to a significant increase in net foreign aid. Since 
the ngultrum has depreciated by 100 per cent 
against the dollar over the past seven years, external 
debt obligations in terms of ngultrum have increased. 
The convertible currency debt, disbursed in the form 
of long-term loans to the public sector, was $122.9 
million in 1997. Although the amount of convertible 
currency debt in dollar terms increased only by 7 
per cent between 1991 and 1997, it increased by 
107 per cent in local currency terms, and this has 
been seriously affecting the government’s annual 
budget outlay. The external debt situation will 
furthermore change dramatically when the loans for 
the Tala, Kirichu and Basochu power projects are 
disbursed. External borrowing for rural electrification 
and road construction was also expected to increase 
as grants are declining. The balance-of-payments 
surplus, however, has led to a rapid accumulation of 
foreign exchange reserves. As of June 1998, total 
external reserves at $215.4 million amounted to 24 
months of import cover, compared with $171.4 
million in June 1997.

Most aid to Cambodia was suspended in mid- 
1997 in the wake of political problems. Moreover, 
approved FDI in the first half of 1998 fell by 63 per

cent to $147.3 million compared with the same 
period of 1997. Following the regional economic 
crisis, key investors from China, Malaysia, Singapore 
and Thailand are not considering expansion in their 
investment and previously approved projects have 
been scaled back. In 1997, a significant amount of 
foreign currency deposits, amounting to 10 per cent 
of total deposits in dollar terms, was withdrawn from 
Cambodia owing to waning confidence in the 
economy. Foreign currency deposits in Cambodia 
accounted for 60.3 per cent of M2 at the end of 
the first quarter of 1998, a slight decline from 65.1 
per cent a year earlier. Despite the government’s 
policy to strengthen the use of the riel in domestic 
transactions, progress has been slow. The 
dollarization of the Cambodian economy has raised 
costs for investors from countries whose currencies 
have depreciated against the dollar and has 
reduced the country’s comparative advantage in 
labour-intensive exports. External debt, excluding 
short-term debt but including obligations to IMF, 
amounted to an estimated $2 billion by the end of 
1997. Bilateral debt accounted for 86 per cent of 
total debt.

Foreign aid and concessional financing covers 
the current account deficit of the Lao People’s 
Democratic Republic. Grants rose to $98 million in 
1997 from $82 million in the previous year, with 
bilateral grants accounting for 80 per cent of total 
official transfers, whereas loan disbursements 
increased to $180 million. Inflow of grants continued 
to be strong in 1998; grants increased by 10 per 
cent during the first nine months of 1998 compared 
with the same period in 1997. However, disburse- 
ment of loans was somewhat slower during the 
same period. Interest payments on official borrow- 
ings remain low because of the concessional nature 
of most loans. Between 1988 and March 1998, the 
Lao People’s Democratic Republic approved a cumu- 
lative total of $6.7 billion in FDI, of which Thailand 
accounted for almost 39 per cent at $2.6 billion, 
followed by the United States with $1.5 billion and 
the Republic of Korea with $500 million. In 1997, 
foreign investment fell to $104 million from $176 
million in the previous year owing to a decline of 
investment in hydropower. Investment approvals 
from Asian countries hit hard by the regional 
economic crisis such as Malaysia, the Republic of 
Korea and Thailand have fallen sharply, and overall 
FDI approvals plummeted in 1997. Many projects,
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particularly those from Thailand, which were 
approved before the crisis, are currently on hold. To 
win back investment, the government has announced 
plans to allow more generous tax breaks for 
investors, but these efforts are unlikely to have the 
desired effect as long as regional investors remain 
short of funds.

The balance of payments of Maldives has 
been in surplus in recent years. However, this 
surplus fell to around $25 million in 1997 and 1998 
from $44 million in 1996. Although disbursements 
from official sources declined from $31.9 million in 
1995 to $25.2 million in 1996, loans from private 
creditors increased during 1996. Loans from ADB 
comprised nearly half of total disbursements from 
multilateral creditors, while those from IDA and 
the Nordic Development Fund each constituted 
approximately a fifth. The Kuwait Fund accounted 
for almost half of total bilateral disbursements. 
Medium-term and long-term public debt to finance 
development projects, and short-term liabilities of the 
Maldives Monetary Authority and the commercial 
banks comprise external debt. The ratio of medium- 
term and long-term debt to GDP rose to nearly 60 
per cent in 1996 but short-term external liabilities of 
the banking system have declined. Total debt 
service rose by 8 per cent from $10.7 million in
1995 to $11.6 million in 1997. Net international 
reserves, however, steadily increased during 1997 as 
a result of continued tight monetary policy and a 
buoyant tourism sector.

Myanmar faces balance-of-payments difficulties 
as FDI inflows and remittances from migrant workers 
decline. The limited reserves and lack of capital 
inflows necessitate continued trade and foreign 
exchange restrictions. Although most multilateral 
and bilateral donors ceased significant lending from 
1998, official grants increased in the 1990s as a 
result of Japan’s debt relief programme. In 1996, 
Myanmar received $116 million in grants, of which 
65 per cent was from Japan under the Overseas 
Economic Cooperation Fund debt relief programme 
which automatically converts Myanmar’s debt service 
obligations into grants. As of February 1998, about 
$550 million of debt service payments owed to 
Japan was converted. About 80 to 90 per cent of 
grants are used to service foreign expenditure. 
Japan also announced in 1998 a $20 million 
loan, which was originally earmarked for

Myanmar before lending was frozen in 1988, to fund 
work on Yangon’s Mingaladon International Airport. 
Myanmar’s external debt stock fell to $5.2 billion in
1996 from $5.8 billion in 1995, owing to the 
revaluation of the debt, of which around 50 per cent 
is denominated in yen. Public sector medium- and 
long-term debt accounted for 93 per cent of the total 
debt stock. Short-term debt is small, in part 
because of Myanmar's limited access to financing. 
As of February 1998, only $1,950 million out of the 
$6.8 billion in approved FDI projects has been 
disbursed since approval of the Foreign Investment 
Law in 1988. Approved investment in fiscal year 
1997, at about $1 billion, was significantly lower than 
the $2.8 billion approved in 1996, but disbursements 
improved in 1997. No new hotels, tourism projects 
or industrial estates projects were approved in 1997. 
The oil and gas sector attracted the largest share of 
FDI in 1997, overtaking the manufacturing sector. 
Owing to the regional economic crisis, investors from 
ASEAN countries, however, have made adjustments 
to ongoing contracts and delayed new investment in 
Myanmar. Private transfers, consisting of remit- 
tances from overseas workers, were estimated at 
$430 million in 1997, equivalent to 46 per cent of 
total exports.

In Nepal, the overall balance of payments was 
in surplus in 1998 as a result of larger net capital 
inflows than the current account deficit. While FDI 
decreased to $11.1 million in 1998 compared with 
$28.4 million in 1997, there was a large increase in 
foreign aid. However, international donors have 
expressed reservations at the continued high levels 
of assistance to Nepal, because of their concern 
over the poor economic performance, which is 
partly attributable to continuing political instability. 
Frequent changes of government and of high-level 
officials were seen as a deterrent to trade and 
investment.

Financial sector developments

To contain upward pressure on prices in 
Bangladesh, the bank rate was raised to 8.0 per 
cent from 7.5 per cent in November 1997 while the 
increase in M2, at 10.2 per cent, was kept below the 
expansion target of 12.3 per cent for fiscal year 
1998. Although nominal interest rates changed only 
marginally between 1997 and 1998, real interest
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rates declined substantially because of the rising 
inflation rate. The liquidity position of the banks 
remained comfortable in 1998. Bangladesh has also 
undertaken a financial sector reform programme to 
strengthen the central bank’s monitoring and super- 
visory functions, as well as a bank restructuring 
programme to bring about improvements in the 
operations of national and private commercial banks. 
A report of the Banking Sector Reform Commission 
has recommended that the government should close 
non-profitable branches of nationalized commercial 
banks or merge them with profitable ones. Financial 
institutions are burdened with huge non-performing 
loans. The central bank of the country, Bangladesh 
Bank, is making serious efforts to improve the 
recovery of overdue loans and enforce discipline in 
the activities of the banking system. A task force 
has been established in Bangladesh Bank to 
oversee the progress of loan recovery. Guidelines 
for the classification of loans and making provisions 
against the classified loans have been issued by 
Bangladesh Bank and currently a phased loan 
classification and provisioning system is being 
implemented. Three exclusive loan courts and two 
exclusive bankruptcy courts have been established in 
Dhaka and Chittagong.

The monthly index of the Dhaka Stock 
Exchange has declined since the stock market crash 
in November 1996. The total market value of all 
listed securities in June 1998 was $1,336 million, or 
46.7 per cent lower than in June 1997. The total 
number of listed securities and of shares, mutual 
funds, certificates and debentures, however, has 
increased since June 1997. The stock market was 
boosted by the announcement in the fiscal year 
1999 budget that the source of income invested in 
the purchase of shares in the primary and second- 
ary markets would not be investigated, and the 
discriminatory high-income tax rates on publicly 
traded financial institutions compared with 
non-financial institutions would be ended and 
standardized at 35 per cent.

Limited lending opportunities in Bhutan have 
caused a continuing build-up of excess reserves in 
financial institutions. The excess reserves of the 
Bank of Bhutan amounted to slightly over 50 per 
cent of the deposit base, composed mostly of 
deposits of large public enterprises or recently 
privatized corporations. In 1997, Bhutan liberalized

foreign exchange availability to enable convertibility 
in current account transactions, removed the 
administrative sectoral interest rate controls and 
allowed the conversion of the Unit Trust of Bhutan 
into the second commercial bank, the Bhutan 
National Bank, in which ADB and Citibank sub- 
sequently acquired shares of 20 per cent each. As 
of May 1998, 12 companies were listed with the 
Royal Securities Exchange of Bhutan and seven 
raised additional capital through primary issues. 
Bills from the Royal Monetary Authority of Bhutan 
and government bonds were introduced through the 
facility in December 1993 and in January 1996. 
The issuance of new public companies shares 
through the Securities Exchange reflects in large 
part the ongoing government’s divestment pro- 
gramme.

The Government of Cambodia reduced its 
direct involvement in the financial sector through 
conversion of three joint-venture banks into locally 
incorporated private banks and liquidation of the 
Municipal Bank in 1997. Furthermore, in view of the 
limited capability of the National Bank of Cambodia 
to supervise and regulate the banking sector, 
international audit firms conducted on-site inspection 
of eight banks. Commercial banks were required by 
the central bank to submit, on a monthly basis, a list 
of loans exceeding $100,000, according to loan 
classification criteria. The central bank also 
increased the minimum capital requirement for new 
banks to $15 million, the reserve requirement in 
1998 from 5 to 8 per cent and the capital guarantee 
deposit from 5 to 10 per cent to ensure liquidity and 
solvency of the banking system. Although the stock 
of private sector credit increased by 18 per cent in 
dollar terms in the first half of 1997, credit activity 
stalled in the second half of the year, leading to 2 
per cent lower stock by the end of the year 
compared with the end of June 1997. The foreign 
exchange law adopted in August 1997 permits 
residents and non-residents to open and maintain 
foreign exchange accounts with any authorized bank. 
There are no restrictions on foreign exchange 
operations, including buying and selling of foreign 
exchange, transferring funds, making international 
settlements and capital flows undertaken by 
intermediaries authorized by the National Bank of 
Cambodia. Following a market-based exchange rate 
policy, no foreign exchange auctions were held in
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the second half of 1997, and the spread between 
the official and the market rate was kept below 2 per 
cent throughout the year. However, the National 
Bank of Cambodia resumed its currency auctions in 
February 1998.

In the Lao People’s Democratic Republic, 
commercial bank interest rates remained unchanged 
throughout 1997, leading to negative real interest 
rates. In view of rising inflation and the declining 
exchange rate of the new kip, the Government of the 
Lao People’s Democratic Republic resumed sales of 
treasury and central bank bills, encouraged in- 
creases in bank interest rates and reintroduced 
minimum deposit rates in early 1998. In 1994, 
$22.4 million, or 1.6 per cent of GDP, was needed to 
cover debts inherited by state-owned commercial 
banks from the former central bank. The necessary 
capital was raised through the issue of bonds and 
injected into the banking system with the assistance 
of ADB. An independent audit in 1997 indicated that 
high non-performing loans had virtually rendered 
these banks insolvent.

The Maldives banking system consists of the 
Maldives Monetary Authority and four commercial 
banks, three of which are branches of foreign banks, 
while the fourth is the Bank of Maldives. The 
Maldives Monetary Authority has the normal powers 
and obligations of a central bank, which include 
issuing currency, and licensing, supervising and 
regulating commercial bank operations. There is no 
securities market or stock market in the country. 
Monetary policy is used to support economic growth 
with low inflation. In Maldives, commercial bank 
lending and deposit rates have remained relatively 
stable. Total assets and liabilities of commercial 
banks increased from 1,748.4 million rufiyaa at the 
end of 1995 to 2,124 million rufiyaa at the end of 
1996. Reflecting the tight credit conditions, reserves 
have risen rapidly while the share of credit in the 
total commercial banks assets declined to 41 per 
cent in 1996.

In Myanmar, total liquidity has expanded 
annually at 40 per cent since 1994 owing to the 
financing of public sector deficits, which reached 7 
per cent of GDP in 1997. The Central Bank of 
Myanmar carries out treasury functions and finances 
the bulk of the public sector deficit by purchasing

treasury bills carrying annual interest rates of 4 per 
cent that are automatically rolled over. High growth 
in private sector activities, together with real negative 
interest rates, has led to stronger demand for private 
sector credit. Five state-owned banks, namely 
the Central Bank of the Myanmar, the Myanma 
Economic Bank, the Myanma Foreign Trade Bank, 
the Myanma Investment & Commercial Bank and the 
Myanma Agricultural & Rural Development Bank 
dominate the banking system. The sector remains 
underdeveloped, although 19 private banks, of which 
four are joint ventures with the government, have 
started operations since 1992. Since commercial 
banks are required to set deposit rates no lower 
than three percentage points below the central bank 
re-discount rate and lending rates no higher than six 
percentage points above the central bank re-discount 
rate, nominal interest rates, which have remained 
unchanged since mid-1996, are well below inflation. 
Since real interest rates have thus been negative, 
money has increasingly been held in foreign 
currency deposits or in foreign currencies. Until 
mid-1996, however, foreign exchange accounts were 
non-interest-bearing. In March 1998, the Central 
Bank of Myanmar suspended the licences held by 
nine private banks to operate foreign exchange 
transactions and limited such operations to two 
state-owned banks. The proportion of non- 
performing loans ranged from 2 to 12 per cent for 
private banks as of end February 1998 and was 
expected to increase with the slump in the property 
sector.

Since nominal interest in Nepal has remained 
relatively stable despite the decline in inflation from 
8.1 per cent in 1996 to 4 per cent in 1998, there 
has been an increase in real interest rates. In view 
of the economic slowdown, the nominal refinance 
rate of the central bank was lowered from 11 per 
cent in 1997 to 9 per cent in 1998. At the same 
time, maturity restrictions on government securities 
for re-discounting and secondary transactions were 
removed and the cash reserve ratio of the com- 
mercial banks was lowered from 12 per cent to an 
average of 10 per cent. These measures improved 
the liquidity position of the banks and in fact they 
were having excess liquidity in 1998. There has 
been a fast increase in non-performing loans of 
commercial banks in recent years, increasing from 
11.4 per cent in 1994 to 13.9 per cent in 1995 and 
further to 20 per cent in 1996.
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Policy issues and responses

With an average growth rate of over 3.5 per 
cent in the past two decades, poverty alleviation 
continues to be the major challenge for the least 
developed countries. To break through the conti- 
nuing poverty syndrome, the existing pace of GDP 
growth needs to be accelerated. This will require, 
among other things, measures to ameliorate the 
existing state of physical infrastructure, diversify ex- 
ports, improve banking systems, and expand social 
and human capital.

Although foreign investment, especially in 
recent years, is usually welcomed in these countries, 
needed structural reforms are often delayed because 
of political problems. The regional economic crisis 
might also inadvertently result in slower progress on 
economic reforms because of concerns over the 
implications of developments in the external sector 
for both growth and stability. However, the recent 
ASEAN membership status accorded to the Lao 
People’s Democratic Republic and Myanmar is 
expected to open up greater trade opportunities and 
to increase inflows of FDI from other ASEAN mem- 
ber countries in the medium term.

The need to create an enabling environment 
for the private sector has been increasingly recog- 
nized by the least developed countries. To achieve 
this goal, policy measures aimed at privatization of 
public enterprises, deregulation and structural 
reforms have been implemented with varying 
degrees of effectiveness. In particular, privatization 
of state-owned enterprises has been slow. In 
Bangladesh, for example, the government still 
controls over 80 per cent of the assets in the 
banking, utilities and infrastructure sectors and over
40 per cent of the country’s manufacturing assets. 
Since the state-owned sector has continued to make 
considerable losses, partnership with the private 
sector, or leasing as a means to limit the deficit of 
the state-owned enterprises has been considered in 
some countries. For instance, in Bangladesh an 
infrastructure development company has been set up 
under the aegis of the government with a 
concessional loan of $225 million from IDA to 
develop physical infrastructure. Nepal has taken a 
decision to privatize a power company so that the 
private sector will be able to take the lead in the 
development of hydro-power.

The issues of large sums of non-performing 
loans, restructuring of private banks and the 
performance of nationalized commercial banks are 
still some of the pressing concerns faced by the 
banking sector in these countries. Efforts are 
being made to introduce transparency in financial 
transactions, especially in the South Asian least 
developed countries, in terms of supervision and 
prudential regulation by the central banks. However, 
the pace and effectiveness of implementation require 
improvement.

The effectiveness of monetary policy is a 
cause for concern owing to the problem of currency 
substitution in some least developed countries, 
where foreign currencies are widely used as means 
of payment because of the lack of confidence in the 
domestic currency. This undermines the role of 
national monetary and exchange rate policies. 
Promotion of the use of domestic currency cannot 
be accomplished by mere rigid legislation but re- 
quires the creation of a sound financial environment 
which fosters confidence in the value of the domestic 
currency. Financial sector reform, if implemented 
effectively, would enhance such confidence.

Pacific island economies

Growth performance

Except for Papua New Guinea and Solomon 
Islands, which have substantial trading links with 
Asian developing countries, and to a lesser extent, 
Fiji, the Asian economic crisis did not have a direct 
impact on Pacific island economies. However, many 
of them were indirectly affected in varying degrees 
because of the impact of the crisis on Australia, 
Japan and New Zealand, which together absorb a 
sizeable portion of Pacific island countries’ exports. 
In addition, the drought associated with the El Nino 
weather phenomenon affected most Pacific island 
countries and was largely responsible for their poor 
economic performance.

As can be seen from table II.5, three out of 
nine economies recorded negative growth rates in 
1997. In contrast, three out of six for which data 
are available suffered negative growth in 1998. 
Samoa and Vanuatu were least affected by the
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Sources: ESCAP secretariat calculations based on ADB, Key Indicators of Developing Asian and Pacific Countries 1998 
(Oxford University Press, 1998) and Asian Development Outlook 1998 (Oxford University Press, 1998); and national sources.

Notes: Data for 1998 are estimates. Industry comprises mining and quarrying; manufacturing; electricity, gas and 
power; and construction.

a Real GDP at factor cost.

drought during 1997 and hence had a better growth 
performance. Fiji, Papua New Guinea and Tonga 
actually recorded contractions in economic growth 
during the year. Much of the poor performance in 
GDP growth of these countries in 1997 is attributed

to the effects of the drought. In 1998, Cook Islands, 
Papua New Guinea and Vanuatu were expected 
to have positive GDP growth rates. On the other 
hand, Fiji, Solomon Islands and Tonga experienced 
negative GDP growth in 1998.
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Table II.5. Selected Pacific island economies: growth rates, 1995-1998

Rates of growth

GDP Agriculture Industry Services
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The Cook Islands economy grew at 0.5 per 
cent in 1997 after recording an average negative 
growth of 5.5 per cent in 1995 and 1996. An 
increase in small-scale economic activities in 1997, 
coupled with an improvement in the performance of 
the tourism sector, contributed to the economic 
recovery during the year. The tourism industry, 
which is the largest private sector activity in the 
country, performed well in the first half of 1997 but 
weakened somewhat in the latter half of the 
year. GDP was estimated to grow at 4 to 5 per 
cent in 1998. Key assumptions underlying this 
estimate were that there would be more investment 
in hotels and that pearl exports would continue to 
increase.

After an average annual growth of 3.4 per cent 
between 1993 and 1996, Fiji’s economy contracted 
by 1.8 per cent in 1997 and was estimated to 
decline further in 1998 with a negative growth of 3.9 
per cent. Although the timing of Fiji’s recession 
coincides with the Asian economic crisis, the 
exposure of the Fijian economy to Asian developing 
economies is minimal. The current recession was 
partly due to the severe drought, which began in the 
second half of 1997 and continued into the second 
half of 1998. The agricultural, forestry and fishing 
sectors of the economy declined by 12.5 per cent in 
1997, with sugar cane production, Fiji’s most 
important cash crop by far, declining 23.5 per cent. 
Non-agricultural production, excluding sugar manu- 
facturing, increased by 1.8 per cent in 1997. 
Manufacturing output, excluding raw sugar produc- 
tion, recorded a growth of 2.4 per cent in 1997. On 
the other hand, the services sector recorded a 
moderate growth of 1.8 per cent in 1997 with strong 
growth in tourist-related services being partially offset 
by declines in finance, insurance and business 
services. The construction industry, however, 
recorded a small reduction in output. Lower lending 
rates in 1998 gave some impetus to the construction 
sector, but on the whole investment remained 
subdued.

A number of other factors contributed to the 
decline in Fiji’s GDP growth in 1997 and 1998. 
These include a slump in sugar exports, a continuing 
weakness in investment and a decline in consump- 
tion largely resulting from the impact of the drought 
on factor incomes. The government increased its 
expenditure by 10 per cent during 1997 but this did

not have much impact on the economy. However, it 
resulted in increased fiscal deficit from as low as 0.6 
per cent of GDP in 1995 to 7.8 per cent in 1997. 
The deficit for 1998 was estimated to be around 0.9 
per cent of GDP.

Kiribati recorded an estimated 2.0 per cent 
GDP growth in 1997 against 1.7 per cent in 1996. 
Fishing and copra, which are the key commodity 
sectors of the Kiribati economy, contracted in 1997 
as a result of poor climatic conditions. Kiribati’s new 
national development strategy calls for a reduction in 
and reform of the public sector, attracting foreign 
investment and restructuring the budget in favour of 
private sector development. The Kiribati trust fund 
reached a record level of $A511 million at the end of 
May 1998. More of the resources under the trust 
fund need to be invested in productive sectors 
and less in financing government spending, if the 
government is to improve the long-term prospects of 
the economy.

Papua New Guinea experienced dramatic 
fluctuations in growth performance in line with shifts 
in the output of the minerals sector. After contract- 
ing 3 per cent in 1990, GDP growth entered double 
figures before peaking at 16.6 per cent in 1993. 
The economy swiftly turned around and contracted 
by 4.7 per cent in 1995 before expanding by 3.9 per 
cent in 1996. The economy then contracted in 1997 
by 5.2 per cent, partly as a result of drought 
conditions. Recovery in 1998 was subdued owing to 
a large slump of 9.5 per cent in the agriculture, 
forestry and fisheries sector. Estimated GDP growth 
for 1998 is 1.5 per cent.

The biggest impact of the Asian economic 
crisis on Papua New Guinea has been on the 
forestry sector. Exploitation of Papua New Guinea’s 
extensive forestry resources gathered pace in 1993 
and 1994 with the boom in log prices. By 1996, the 
output of the forestry sector accounted for 6 per cent 
of GDP and exports of logs made up 15 per cent of 
total exports. With almost all log exports going to 
Japan and the Republic of Korea, demand for logs 
dropped dramatically at the end of 1997 as the crisis 
took hold. Weakness in demand for logs extended 
into 1998, resulting in many operations shutting 
down. The output of the logging sector fell substan- 
tially in 1998 and the value of exports was estimated 
to be just half of that in 1997.
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The output of the minerals sector decreased by 
more than 20 per cent in 1997. This dramatic 
outcome was due to the forced closure of the giant 
Ok Tedi gold mine in August 1997 and interruptions 
to production at the Porgera gold mine. The 
minerals sector accounted for 27 per cent of GDP in 
1996, up from 15 per cent in the early 1990s, but 
dropped to 22 per cent of GDP in 1997. Falling oil 
production also contributed to the decline of the 
minerals sector.

The deregulation of Papua New Guinea’s 
labour market in 1992 provided some impetus to the 
slow but steady growth recorded in the manufac- 
turing and construction sectors in recent years. The 
commerce, finance and business services sector 
have also grown steadily. The output of the services 
sector grew by 0.5 per cent in 1996 and by 4.2 per 
cent in 1997. An expansionary budget provided 
most of the source of growth in services in 1997. 
The tightening of the public sector expenditure was 
expected to reduce growth in services in 1998.

After recording a negative GDP growth of 7.8 
per cent in 1994, Samoa’s economy recovered 
strongly in 1995 and 1996, with an average annual 
growth of 7.7 per cent. Much of this growth was 
generated by the private sector, with the agricultural 
and industrial sectors performing well. Although 
GDP growth fell to 3.4 per cent in 1997, this 
performance was still the best among the Pacific 
island countries. The Samoan economy depends 
largely on agricultural production, which has been 
generally uneven for most of the 1990s. Its depen- 
dence on a few commodities was clearly illustrated 
in 1994 when the economy contracted mainly 
because taro, the main staple crop and a major 
export crop, was destroyed by a leaf-blight disease. 
In 1996, however, fish production increased drama- 
tically and, together with an expansion in copra 
production, led to a notable overall increase in 
agriculture and fish production. Industrial production 
has grown significantly since 1991 and is based 
mainly around coconut products. The restarting of 
the local oil mill in 1996 injected cash into rural 
households through the purchase of coconuts. 
Exports of copra, coconut oil and coconut cream 
during the first half of 1997 were nearly 40 per cent 
higher than in the same period in 1996. Available 
data indicate that Samoa’s economy recorded further 
improvement in the first part of 1998, with increased 
export earnings, especially from tourism and fish 
exports.

The Solomon Islands economy was also 
affected by the Asian economic crisis in 1997 and 
1998 because of its exposure to the region through 
forestry exports. GDP grew only marginally at 0.1 
per cent in 1997, following a growth of 3.5 per cent in 
1996. The economy entered into a recession in 
1998, with GDP growth estimated to have contracted 
by 2.8 per cent. A reduction in real government 
spending also contributed to the poor growth 
outcome. The timing of the fiscal contraction was 
unfortunate, but absolutely imperative for the new 
government which took office in August 1997. By the 
end of 1997, debt-servicing liabilities were equivalent 
to 12.2 per cent of GDP. The budget deficit for 1997 
was 6.1 per cent of GDP. The government sought to 
restore confidence and introduced prudent fiscal 
management by planning a balanced budget for 
1998. However, the collapse in tax revenue from log 
exports was to result in total revenue falling below 
expectations, and a budget deficit of about 2 per cent 
of GDP for 1998 was expected.

Commercial agricultural production in Solomon 
Islands is dominated by copra, palm oil and cocoa. 
Despite improving prices, copra and cocoa produc- 
tion has steadily declined through the 1990s. This 
trend abated in 1997 with the Commodities Export 
Marketing Authority allowing improved access for 
producers by establishing more buying points and 
hence a recovery in production to the levels of 
1992. In another policy move, the Authority is 
encouraging downstream processing of copra to 
add value, and a number of copra-crushing mills 
have recently been established. These will be fully 
operational in 1999 and it is anticipated that raw 
copra will no longer be exported after that.

The economy of Tonga was estimated to 
contract by 0.5 per cent in 1998 owing to the impact 
of the drought on agricultural production. The 
government’s revised figures show that the drought 
has extended a recession which began in 1996 
when the economy contracted by 1.1 per cent and 
continued in 1997 with a negative GDP growth of 
1.2 per cent. Agriculture is Tonga’s most important 
industry employing 70 per cent of the labour force 
and comprising 31 per cent of GDP. After a decline 
of 5.4 per cent in 1996, agricultural output declined 
further in 1997 largely as a result of a cyclone 
early in the year. The worsening drought led to 
another major contraction in 1998. Tonga’s manu- 
facturing sector is small and shrinking, comprising
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just 3.2 per cent of GDP in 1997 and employing only 
4 per cent of the workforce. New ventures have 
begun to emerge in the form of downstream 
processing of agricultural produce.

It is estimated that 50,000 Tongans live 
abroad, mainly in Australia, New Zealand and the 
United States. Close ties with relatives in Tonga are 
typically maintained. Private transfers from abroad 
and remittances are the most important sources of 
foreign exchange earnings. These earnings were 
more than three times greater than from merchan- 
dise exports in 1997 and represented 20 per cent of 
GDP.

In addition to being unaffected by the fallout of 
the Asian economic crisis, Vanuatu’s economy also 
escaped any serious effects from the recent drought. 
GDP growth in 1997 was 2.3 per cent, following 3.0 
per cent GDP growth in 1996 and 3.2 per cent in 
1995. GDP growth was estimated at 3.7 per cent in 
1998, with a small rebound in construction and 
higher output in agriculture. An expansionary 
budget provided the stimulus to growth in 1998. 
The budget deficit for 1998 was expected to 
increase to 3.4 per cent of GDP from 1.9 per cent 
in 1997, despite the introduction of the value-added 
tax in August 1998.

Almost 90 per cent of Vanuatu’s exports are 
agricultural products, with the remainder comprising 
mainly timber exports. The agriculture, forestry and 
fisheries sector has shown steady growth in recent 
years. Growth in the sector in 1997 was 3.3 per 
cent and it was estimated to be 2.7 per cent in 
1998. The weaker performance in 1998 was despite 
strong growth in copra output, Vanuatu’s most 
important agricultural produce. The growth in copra 
output has been facilitated by the establishment of 
more buying points by the Vanuatu Commodities 
Marketing Board. Weakness in the agricultural, 
forestry and fisheries sectors in 1998 can be traced 
to lower beef production, a substantial decline in 
output of cocoa and a fall in export demand for 
forestry products. Vanuatu’s construction sector 
boomed in the early 1990s, with output reaching 6.5 
per cent of GDP by 1995. The construction sector 
slowed substantially in 1996, offsetting gains made 
in copra and tourism, and continued to be weak in 
1997. An increase in building approvals indicates 
that there has been some recovery in 1998, but 
further recovery in 1999 will be constrained by the 
high interest rate policy.

Little data on other small Pacific island 
countries are available. However, several of them, 
including the Northern Mariana Islands, French 
Polynesia, Guam, New Caledonia, Palau and Tuvalu 
were expected to record GDP growth rates of 
between 2 and 5 per cent in 1997 and 1998. 
Northern Mariana Islands has benefited from 
garment manufacturing and exports, while growth in 
Guam was mainly due to the tourism industry. 
Growth in French Polynesia is being driven by 
French-funded infrastructure spending, which was 
started in order to compensate the islands for the 
loss of revenue caused by the French nuclear testing 
programme in 1995 and 1996. Palau’s economy has 
been booming, with nominal GDP growth averaging 
24 per cent annually in 1994-1996, while Tuvalu’s 
economy is estimated to have recorded 2.5 per cent 
growth in 1996 and 1997.

Inflation

Fiji’s inflation rate increased to an estimated 
5.4 per cent in 1998 from 3.4 per cent in 1997, 
reflecting the twin impact of the 20 per cent devalua- 
tion of the local currency against the United States 
dollar at the beginning of 1998 and the impact of the 
drought (table II.6). The currency was long overdue 
for depreciation, given that the main trading partners 
of Fiji are Australia, Japan, New Zealand, the United 
Kingdom and the United States, all industrialized 
nations recording low inflation rates in recent years. 
The real effective exchange rate gradually appreci- 
ated through the 1990s until 1997, when it was 12 
per cent higher than in 1990. The devaluation of the 
Fiji dollar delivered a one-time hike in the price level 
in 1998. Food prices increased more sharply than 
non-food items and largely contributed to the rise in 
the inflation rate, reflecting a significant share of 
imports in food consumption.

Papua New Guinea floated its currency in 1994 
and it started to depreciate. After maintaining a low 
inflation rate since independence, the depreciation of 
the kina saw the country enter into a new era of 
inflation. The inflation rate jumped to 17.3 per cent 
in 1995. With continued depreciation of the kina 
against the Australian dollar, inflation reached 11.6 
per cent in 1996 before settling to 3.9 per cent in 
1997. The impact of the drought, the Asian 
economic crisis and the slump in prices of oil, 
copper, gold and logs adversely affected exports in 
late 1997, leading to another dose of depreciation of
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Table II.6. Selected Pacific island economies: summary of macroeconomic indicators, 1995-1998

(Percentage)

Sources: ESCAP secretariat calculations based on ADB, Key Indicators of Developing Asian and Pacific Countries 1998 
(Oxford University Press, 1998) and Asian Development Outlook 1998 (Oxford University Press, 1998); IMF, International 
Financial Statistics, vol. LI, No. 11, November 1998; and national sources.

Note: Data for 1998 are estimates.

a Including National Bank of Fiji funding and asset sales. 
b January-June.
c Refers to changes in the consumer price index. 
d January-March. 
e Excluding grants. 
f Annual average up to April.
g January-September.

the kina by 20 per cent against an already weak 
Australian dollar. This caused the inflation rate to 
jump again to 11 per cent in 1998.

Samoa’s inflation rate has been generally 
volatile and high, ranging from 7.5 to 18.4 per cent 
between 1992 and 1997, with the exceptions of 1993 
and 1995 when the rate was below 2 per cent. The 
increase in Samoa’s inflation rate to 10.5 per cent in 
1997 from 7.5 per cent in 1996 can largely be 
attributed to increases in food prices. There was a 
large increase in money supply during the year in 
the wake of the high budgetary deficit in the two 
preceding years. On an annual average basis, the 
inflation rate reached 5.7 per cent at the end of April 
1998.

The inflation rate of Solomon Islands through 
the 1990s has been high, largely due to a rapidly

increasing money supply which has followed large 
fiscal deficits and heavy government borrowing. 
Between 1990 and 1997, the average rate of 
inflation was 10.5 per cent per annum. In 1996, the 
inflation rate reached 11.8 per cent but it dropped 
back to 8.1 per cent in 1997. The price index for 
domestically produced items increased by 12.5 per 
cent and for imported items by 5.0 per cent. The 
real exchange rate of the Solomon Islands dollar has 
been steadily appreciating in the 1990s, with nominal 
depreciations falling short of the high inflation rate. 
This was addressed in December 1997 with a 20 
per cent devaluation of the Solomon Islands dollar, 
which is managed against a basket of currencies. 
Around half of Solomon Islands consumption goods 
are imported, so the feed-through of the devaluation 
on prices was significant. The inflation rate for 1998 
was estimated at 16 per cent.
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Prior to 1993, large fiscal deficits and rapid 
expansion in the money supply contributed to 
double-digit inflation rates in Tonga. Since then, the 
government has pursued stable macroeconomic 
management, with moderate growth in the money 
supply and the government budget turning into 
surplus. As a result, the inflation rate since 1993 
has been low. In 1998, the inflation rate was 
estimated to rise to 3.5 per cent from 2.1 per cent in
1997, partly because of a small depreciation of the 
local currency in 1998 after more flexibility was 
introduced in the exchange rate regime early in
1998. Before 1998, the pa’anga was pegged to a 
weighted basket of the Australian, New Zealand and 
United States currencies. These countries are the 
main sources of Tonga’s imports and so low inflation 
rates in these nations have been reflected in Tonga’s 
low inflation rates.

Vanuatu’s inflation rate has been low and 
declining since the early 1990s. The inflation rate 
for 1997 was 1.3 per cent, up slightly from 0.9 per 
cent recorded in 1996. Imported inflation has been 
the main influence on Vanuatu’s inflation rate; with 
43 per cent of the country’s imports coming from 
Australia, the exchange rate relative to the Australian 
dollar and Australia’s inflation rate are particularly 
important influences. With the exchange rate 
remaining relatively stable against the Australian 
dollar, Vanuatu’s low and declining inflation rate very 
much reflects that of Australia. However, late in
1997 and continuing into 1998, the vatu appreciated 
significantly against the Australian dollar and the 
New Zealand dollar. With inflation in these countries 
being low in 1998 and appreciation of the exchange 
rate, inflation in Vanuatu was expected to turn 
negative.

Inflation rates in other small Pacific island
economies have been low, mirroring the rates in 
their main trading partners. The inflation rate in 
Cook Islands was negative in 1996 and 1997,
reflecting the low rates in New Zealand. The fall in 
prices in Cook Islands covered all the major compo- 
nents such as food, clothing, housing and transport.
In Kiribati, the Australian dollar is used as legal 
tender and its inflation rate was expected to remain 
low. Tuvalu also uses the Australian dollar as its 
legal currency. Its inflation rate has been 1 per cent 
in the last two years and was expected to remain 
low in 1998. The Federated States of Micronesia
and Marshall Islands use the United States dollar as

their legal currency, and with imports equivalent to 
60 per cent of GDP in both countries, domestic 
prices are heavily influenced by price movements in 
the United States. Estimates indicate that the infla- 
tion rate in the Federated States of Micronesia has 
been around 4 per cent in recent years. The rate of 
inflation in Marshall Islands during 1996 was 6 per 
cent and fell slightly to 4 per cent in 1997.

Trade performance

Apart from Papua New Guinea, most Pacific 
island countries recorded deficits on their mer- 
chandise trade balance from 1993 to 1997. Even 
though some of them recorded surpluses on the 
services account, especially from tourism and 
remittances, these were not sufficient to prevent 
them from recording deficits on their current account 
balance.

The drought caused Fiji’s merchandise exports 
to decline significantly in 1997 to $486 million from 
$583 million in 1996. Exports of sugar, the country’s 
most important export commodity, fell in volume 
terms. The weak world prices for sugar com- 
pounded the problem. However, Fiji is partially 
insulated from weak prices because of the 
preferential arrangements that it has with EU, which 
allows its sugar to be exported at guaranteed prices 
which are higher than world market prices. A 
decline in demand in Asian markets saw lumber 
exports drop in 1997. Weakness in the price of gold 
also resulted in a decline in the value of gold 
exports, although volumes remained stable. In 1998, 
the devaluation of the Fiji dollar gave added impetus 
to manufacturing exports. However, the worsening 
effect of the drought on the sugar industry resulted 
in its exports falling further. Merchandise exports 
were estimated to decrease by 16.1 per cent in
1998 (table II.7).

The devaluation of the domestic currency 
curtailed imports and these were estimated to fall 
sharply in 1998 owing to a strong fall in volumes 
caused by the price effect of devaluation and by 
weakness in domestic demand. Imports of 
machinery and equipment are estimated to fall by 
around 24 per cent in 1998 against 2 per cent 
growth in 1997. Australia remains the most 
important source of Fiji’s imports, accounting for 45 
per cent of all imported commodities in 1997,
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Table II.7. Selected Pacific island economies: merchandise exports and imports in 
United States dollars and their rates of growth, 1995-1998

Sources: ESCAP secretariat calculations based on United Nations, Monthly Bulletin of Statistics, vol. Lll, No. 11, 
November 1998; ADB, Key Indicators of Developing Asian and Pacific Countries 1998 (Oxford University Press, 1998); and 
Asian Development Outlook 1998 (Oxford University Press, 1998); and national sources.

Note: Data for 1998 are estimates.

a January-March.

followed by New Zealand which accounts for 15 
per cent of imports. Overall, Fiji had a large com- 
modity trade deficit in 1997 and it was expected to 
increase further in 1998.

The tourism industry is Fiji’s biggest source 
of foreign exchange earnings. Gross receipts from 
tourism increased by 8 per cent in 1997 to $320 
million or around 18 per cent of GDP. The Asian 
economic crisis has had some impact on tourist 
numbers in 1998, with tourist arrivals from Asia 
falling by 31 per cent during the first nine months 
of 1998 compared with the corresponding period of 
1997. However, tourists from Asia only repre- 
sented 18 per cent of Fiji’s total tourist arrivals in 
1997. The decline in tourist numbers from Asia 
has been more than offset by increased numbers 
from traditional sources: Australia, New Zealand, 
the United Kingdom and the United States, the 
result of a concerted advertising campaign. Fiji 
usually records a large surplus on the services 
account. The current account was almost in 
balance in 1997, with only a small surplus of $15 
million.

Papua New Guinea’s value of merchandise 
exports declined sharply by about 15 per cent in

1997. The decline was entirely due to a fall in 
mineral and forestry exports, whereas agricultural 
exports increased. The share of agriculture in total 
exports at 25 per cent increased in 1997 to its 
highest level since 1986. Higher prices, particu- 
larly for coffee, accounted for the growth in 
agricultural exports in 1997, despite weakening 
volumes caused by the drought in the later part of 
the year.

The Asian economic crisis had a severe 
adverse impact on Papua New Guinea’s forestry 
exports in 1998 since both volumes and prices fell. 
Most of Papua New Guinea’s exposure to East Asia 
is through its exports of logs to Japan and the 
Republic of Korea. Mineral exports fell dramatically 
in 1997 owing to lower gold and copper production 
and the decline in output from the Kutubu oilfield. 
A further decline in merchandise exports was 
expected in 1998 owing to the continued effect of 
the drought into early 1998 and weak commodity 
prices, especially of oil. These effects would more 
than offset the boost to gold exports provided by 
the first full year of production of the Lihir gold 
mine. Gold exports made up about 38 per cent of 
all commodity exports and 55 per cent of mineral 
exports in 1998.
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Papua New Guinea’s imports declined 
marginally in 1997 and were estimated to decline by 
31.0 per cent in 1998. The trade surplus was 
expected to be 14.4 per cent of GDP in 1998, 
about the same as in 1997. The current account 
had been in surplus in the 1990s and the deficit 
on services and investment was more than 
compensated for by the trade surplus. However, 
the current account turned into deficit in 1997, and a 
reduction in the deficit was expected in 1998.

Samoa’s current account was in deficit up to 
1993, but has been in surplus since, but the surplus 
declined from $12.3 million in 1996 to $9.1 million in
1997. There was a marginal improvement in the 
merchandise trade deficit. Samoa’s strong export 
performance in 1997 reflected a substantial expan- 
sion of fish and copra exports, with fish becoming 
the country’s largest export earner. The value of 
copra exports almost doubled as a result of volume 
increase. According to the central bank, the coun- 
try’s exports increased by 33.3 per cent in the first 
three months of 1998 on an annual basis. Fish 
continued to be the highest export earner, account- 
ing for 38 per cent of total export revenue, followed 
by coconut oil, kava and coconut cream. Tourist 
arrivals for the first four months of 1998 were 8.7 
per cent higher.

Exports of logs have been a major source of 
export earnings in Solomon Islands. The boom in 
log prices allowed the value of log exports to 
increase fivefold between 1991 and 1996. Export 
earnings from logs dropped by 29 per cent to $65 
million in 1997 with the full effect of the collapse in 
demand being felt in 1998, with exports estimated to 
be just $21 million. Log exports in 1998 accounted 
for around 22 per cent of total merchandise exports, 
down from 58 per cent in 1996. The fishing industry 
has been the second most important export industry. 
Almost all tuna exports are sold in EU under 
preferential trading arrangements. Exports from the 
fishing industry were estimated to reach $30 million 
in 1998, overtaking log exports. After a downturn in 
1996, exports of copra and coconut products 
rebounded in 1997, reaching $12.8 million. These 
exports were estimated to decline to $11.4 million in
1998. In future, there will be a strong shift in 
exports of coconut products away from copra and 
towards coconut oil owing to the establishment of a 
number of copra-crushing mills. This should result in

an improvement in export performance of coconut 
products in future years. Cocoa exports increased 
by 43 per cent in 1997, but declined in 1998. Palm 
oil production has been relatively stable in recent 
years and foreign exchange earnings from it have 
fluctuated little. In 1998, exports of palm oil 
accounted for 20 per cent of total merchandise 
exports, a slight decline from the 1997 figure.

The merchandise imports of Solomon Islands 
increased by 4.7 per cent in 1997, but the weak 
economy and the devaluation caused imports to 
decline by 15.4 per cent in 1998. Machinery and 
transport equipment comprise one third of total 
merchandise imports. The merchandise trade 
balance moved from surplus in 1996 to deficit in 
1997 and deteriorated further in 1998. Trade in 
services has become an important component of 
Solomon Islands’ trade and accounted for 25 per 
cent of all exports of goods and services in 1997. 
With the collapse in log exports, this proportion 
increased to 32 per cent in 1998. Tourism is the 
most important service industry, but it remains 
underdeveloped. Solomon Islands recorded a deficit 
on the services account in 1997. An important 
component of services imports is purchases of 
foreign travel services, which exceeds exports of 
travel services. The current account deficit was 
estimated at 10.9 per cent of GDP in 1998 
compared with a deficit of 4.1 per cent in 1997.

Tonga’s merchandise exports fell in both 1996 
and 1997 against an increase in 1995. The small 
gain in exports of squash in 1997 was more than 
offset by declines in vanilla bean exports. Producers 
have shifted away from vanilla because of weak 
prices. Squash accounts for almost 50 per cent of 
Tonga’s merchandise exports but harvesting is 
restricted to just a few months at the end of the 
year. Squash exports peaked at $9.5 million in 1993 
but weak prices and adverse weather conditions 
have combined to reduce earnings since then. A 
poor harvest in 1998 saw the value of squash 
exports slashed in half. Fish exports are Tonga’s 
second most important export commodity, making up 
around 20 per cent of merchandise exports. Tourism 
has been a growing industry for Tonga, with most 
visitors coming from Australia, New Zealand and the 
United States. Tonga’s receipts from tourism 
reached $13.1 million in 1997, higher than total 
receipts from all merchandise exports, but fall in
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these receipts was expected in 1998. Tonga has 
traditionally run very large trade deficits. The 
merchandise trade deficit for 1997 was 28 per cent 
of GDP. These deficits are extraordinarily large, but 
are sustainable because of the large remittances 
from Tongans living abroad. The current account 
deficit for 1997 was about 4.2 per cent of GDP after 
recording a surplus in 1996.

Vanuatu’s merchandise exports were estimated 
to fall from $35 million in 1997 to $32.4 million in 
1998. Export performance in 1997 represented a 
marked improvement on 1996 when merchandise 
exports were $30 million. Most of this increase was 
due to higher copra exports, which comprised 56 per 
cent of commodity exports in 1997. Cocoa and 
timber exports also performed well, but beef exports 
declined slightly. Vanuatu's main exposure to Asian 
economies is in its beef and timber exports and 
declines in these were expected in 1998. Exports of 
copra and cocoa were expected to fall in 1998. 
Against these falls, exports of kava increased 
dramatically in 1998 after export controls were 
eased. Kava has the potential to become Vanuatu’s 
second biggest commodity export. As a share of 
GDP, imports in Vanuatu have remained relatively 
constant in recent years at around 37 per cent. 
Imports were estimated to fall from $94 million in
1997 to $84 million in 1998 and the trade deficit in
1998 was expected to further reduce compared with 
1997.

Tourism is Vanuatu’s most important source of 
foreign exchange earnings. Receipts from tourism 
were $47.7 million in 1997, far exceeding the value 
of all commodity exports combined. Australia and 
New Zealand are the main sources of visitors to 
Vanuatu, providing 70 per cent of all tourists. The 
appreciation of the United States dollar led to a fall 
in receipts in 1998 to $44.5 million, but a rise in 
terms of domestic currency. The exposure of 
Vanuatu’s tourist industry to Asian economies is 
minimal so weaker growth in 1998 was the result of 
the appreciation of the vatu against the Australian 
and New Zealand currencies and against the 
currencies of competing tourist destinations in the 
Pacific subregion. The government’s policy of 
maintaining a strong currency will certainly affect 
growth in tourism in future years, particularly given 
the large increase in the relative price of travel to 
Vanuatu compared with competing locations such as 
Fiji and Bali in Indonesia.

Vanuatu recorded a very large current account 
deficit of $22.9 million in 1997, equivalent to 9.7 per 
cent of GDP. The goods and services trade deficit 
was $8.7 million, and most of the remainder of the 
deficit is accounted for by the unfavourable balance 
on investment income. Despite net official transfers 
of $29.4 million, most of which is grant aid, the 
balance on transfers was just $2.7 million owing to a 
large outflow of private transfers.

Capital inflows/outflows

Gross FDI inflow in Fiji has declined drama- 
tically since 1994, when it peaked at $176 million. 
By 1996, this had fallen to $107 million and it 
declined further to $49 million in 1997 and gross 
direct investment inflow was expected to drop further 
in 1998. Declining investment inflow is a reflection of 
the weak overall investment climate and a continuing 
impediment to investment is uncertainty over land 
tenure problems. The sugar industry, in particular, is 
suffering decapitalization owing to concerns over 
lease renewals becoming due. Fiji has an open 
capital account but there is limited scope for short- 
term investment in the country. The Fijian stock 
market is small. Gross capital inflows for portfolio 
investments in 1997 were $161 million or around 10 
per cent of all credits on the balance of payments. 
As is the case with gross capital inflows of all forms, 
inflows of portfolio capital have been declining since 
1994 and were expected to decline further in 1998. 
Fiji’s external debt amounted to $240 million or 14 
per cent of GDP in 1997. Total debt service in 1997 
was $26 million or just 2 per cent of the value of 
goods and services exported.

Papua New Guinea’s capital account recorded a 
surplus of $21 million in 1997. Most of the volatility 
in the capital account in recent years has come from 
private capital flows. Net private capital inflows 
amounted to $92 million in 1997 after a net outflow 
of $111 million in 1996. Official capital outflow for 
1997 was $61 million owing to debt repayments, but 
this is set to reverse in 1998. Weakness in the 
balance of payments in 1997 and early 1998 resulted 
in foreign reserves again falling to critically low levels 
of $190 million, around two months of import cover, 
but by the middle of 1998 this had recovered to $230 
million. Papua New Guinea’s external public debt 
increased by 20 per cent in 1997. The servicing 
requirement of external public debt is about $60 
million or 3 per cent of goods and services exports.

50



The important development since 1995 in the 
capital account of Solomon Islands has been the 
growing importance of payment arrears, which for 
accounting purposes can be interpreted as in- 
creases in foreign borrowing. In 1997, the Govern- 
ment of Solomon Islands accumulated $10 million in 
external arrears, equivalent to 2.5 per cent of GDP. 
The resulting pressure on the capital account 
because of the commitment by the government to 
curtail the increase in arrears in 1998 and the 
weakening in FDI inflows was partly offset by a $25 
million low interest loan from ADB towards the end 
of 1998 to support public sector reforms. Foreign 
reserves remained weak allowing just two months 
import cover. External debt reached $203 million 
at the end of 1997, equivalent to 51 per cent of 
GDP. Of this, $136 million or 67 per cent was 
official debt.

In Tonga, net inflows of FDI and short-term 
capital increased in conjunction with the expansion 
of domestic credit in 1994 and 1995, but since then 
have fallen again. Net FDI inflows totalled $2.6 
million or 1.4 per cent of GDP in 1996. This is 
estimated to have fallen to $1.5 million in 1997 and 
changed little in 1998. The public sector external 
debt is $68 million, or 38 per cent of GDP, and 
comprises the bulk of external debt. Debt servicing 
has been around 10 per cent of the value of exports 
of goods and services. Since the early 1990s, 
Tonga’s capital account surpluses have been small 
and generally insufficient to cover the regular current 
account deficits, resulting in balance-of-payments 
deficits. In consequence, international reserves have 
fallen substantially from $38 million at the end of 
1993 to $12 million in the middle of 1998, or three 
months of import cover.

There is some concern over Tonga’s depen- 
dence on private remittances and the susceptibility 
to a collapse in the balance of payments in the 
event that remittances were to dry up. The remit- 
tances raise as much foreign exchange as all 
exports of goods and services. Barring any political 
upheaval, there is no reason for these receipts to 
taper off in the near future. However, as time goes 
on, the linkages with relatives will weaken and 
remittances are likely to fall.

The main item on Vanuatu’s capital account is 
FDI, which amounted to $28.6 million in 1997, with 
the overall surplus of $30.3 million recorded on the

capital account. The capital account surplus was 
expected to increase in 1998 owing to a 
concessional $20 million loan from ADB, which was 
provided in support of the comprehensive reform 
programme. External debt amounted to $42 million 
in 1997, comprising concessional loans.

In contrast, several other small Pacific island 
economies have large external debt commitments. 
For example, Cook Islands had a high government 
debt of $63 million in late 1996. Debt servicing 
costs for Cook Islands in 1997 were around 19 per 
cent of GDP, with foreign aid still being the single 
largest source of funding. In Marshall Islands, the 
external position reflects the substantial dependence 
on Compact funds from the United States. The 
Compact of Free Association signed with the United 
States provides for substantial financial and 
technical assistance from the United States for a 
15-year period that ends in October 2001. As the 
government had borrowed heavily against future 
Compact funds, substantial capital outflow occurred 
during the mid-1990s. The external debt of 
Marshall Islands amounted to $141 million in 1994- 
1995, or 134 per cent of GDP, with debt service at 
the alarming level of more than 40 per cent of 
exports of goods and services. The Federated 
States of Micronesia also has high external debt 
and its Compact agreement with the United States 
also ends in 2001. At the end of 1995, its out- 
standing debt amounted to 55 per cent of GDP and 
its servicing was equivalent to 18 per cent of goods 
and services exports.

Financial sector developments

Pacific island countries have a considerable 
degree of institutional diversity within their financial 
sectors. Commercial banks remain by far the most 
important single type of institution, but there is a 
wide range of other financial institutions which 
typically include a central bank, a development bank, 
insurance companies and credit unions or coopera- 
tives. Some very small countries do not have their 
own national currencies or central banks and 
therefore cannot use independent monetary or 
exchange rate policies. As part of economic reform, 
a number of them, in particular, Fiji, Papua New 
Guinea, Samoa and Tonga, have undertaken 
financial sector reforms in recent years.
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In an environment of ample liquidity, weak 
credit demand by the private sector and a depressed 
economy, nominal interest rates in Fiji have been 
declining. The Reserve Bank of Fiji engages in 
open market operations to target interest rates, 
which is a fundamentally difficult policy given that Fiji 
has an open capital account and an exchange rate 
peg. The demand for credit in Fiji remains weak 
despite the fact that lending rates are particularly low 
relative to other developing countries. The lending 
rate was 10.2 per cent in 1997, and had fallen to 
9.2 per cent at the end of November 1998. With 
nominal rates falling since the beginning of 1998, 
and the devaluation of the local currency causing the 
inflation rate to rise, real interest rates have fallen 
substantially.

Nominal interest rates in Papua New Guinea 
have been high and unstable since 1994, undermin- 
ing the investment environment. The lending rate 
had fallen to 10.5 per cent in 1997 compared with 
13.3 per cent in 1996 but was expected to increase 
in 1998 as a result of the tight monetary stance to 
support the kina. Given the weakness of the 
economy, which is struggling to recover from the 
severe downturn in 1997, there is a risk that this 
policy may prolong the recession.

In Samoa, the central bank deregulated the 
financial system in January 1998, relinquishing 
control of interest rates and credit ceilings on the 
commercial banks. The country has three commer- 
cial banks, all privately owned. One of them, the 
National Bank of Samoa, was established in 1995 
and is owned by local shareholders. The immediate 
result of the deregulation was an increase in both 
the lending and deposit rates by the commercial 
banks. The competition between the three commer- 
cial banks should see the interest rates come down 
in the future. The rapid growth in credit in 1995 and 
1996 in Samoa was due to the entry of the new 
National Bank of Samoa, with close to a third of all 
commercial bank loans going to trade-related 
activities while another 20 per cent was allocated for 
the building and construction sectors.

Interest rates in Solomon Islands were pushed 
up in 1998 as a result of a tightened monetary 
policy. The nominal lending rate was 15.7 per cent 
in 1997. The rapid credit growth in Tonga in 1994 
and 1995 was due to the entry of two new commer- 
cial banks to end the monopoly of the Bank of

Tonga. Since 1995, private sector credit growth in 
Tonga has stabilized, with the decline in earnings 
from squash playing an important role. Despite the 
competition in the banking sector provided by the 
entry of the new banks, deposit and lending rates 
did not change much. Monetary policy was 
tightened in 1996, squeezing credit growth. The 
government increased the required reserve ratio for 
banks from 5 to 10 per cent in February 1996, 
thereby slowing net domestic credit growth to 8 per 
cent in 1996, compared with 25 per cent in 1995. 
The bulk of the impact was on private credit, but this 
has since resumed growth in the 8 to 10 per cent 
range. More than half of the outstanding credit has 
gone for housing and other personal expenditure.

Even though Vanuatu has an offshore financial 
centre, its domestic financial sector remains under- 
developed, with weak capital and money markets. 
The country has a high level of domestic savings, 
but returns on investment of these savings have not 
been satisfactory with weak intermediating institu- 
tions. In particular, the Development Bank of 
Vanuatu and the Vanuatu National Provident Fund 
appear to have channelled resources towards 
unproductive and risky projects. The problem came 
to a climax in early 1998 with the Ombudsman 
exposing unsound lending practices of these institu-
tions. A task force, set up under the comprehensive 
reform programme to reform the practices of 
Vanuatu’s public financial institutions, has estimated 
that more than 50 per cent of loans by these 
institutions, amounting to $25 million, are bad or 
doubtful. The interest rate spread between deposit 
and lending rates is high. Real interest rates on 
deposits have been steadily increasing in the 1990s 
as declines in inflation rates have not been met with 
changes in nominal rates. The government has kept 
nominal interest rates high to provide support for the 
exchange rate.

Policy issues and responses

Most Pacific island countries experienced 
declining living standards during the last two 
decades since their population growth rates 
exceeded their GDP growth rates. They recorded 
uneven GDP growth rates, which averaged over 3 
per cent during the 1990s compared with 2 per cent 
in the 1980s. As a result, there has been an 
alarming increase in social problems in some of
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these countries as they struggle to meet the increas- 
ing demand for better living standards and for a 
sufficient number of jobs.

At the national level, Pacific island countries 
have implemented economic reform initiatives in 
recent years to reduce the role of the public sector 
and increase the role of the private sector in 
economic development. Several have, for example, 
embarked on the downsizing of the public sector, 
privatizing or corporatizing state enterprises and 
reforming their tax structures, including the introduc- 
tion of value-added tax as a means of raising 
additional revenue. However, experiences with re- 
form initiatives have been mixed. Many of them 
have made some progress in downsizing the public 
sector, including cutting the number of staff, but it 
has proved difficult to privatize because potential 
local buyers were non-existent and foreign investors 
did not show much interest. The Forum Economic 
Ministers’ Meeting, held in July 1998, specifically 
addressed economic reform issues aimed at making 
Pacific island economies become competitive. The 
recommendations of that meeting were endorsed by 
the South Pacific Forum at its twenty-ninth session 
in August 1998. Some of the specific areas to be 
addressed by these countries relate to encourag- 
ing foreign investment, increasing domestic savings 
and enhancing the role of small and medium 
enterprises.

Pacific island countries continue to rely on the 
agricultural sector for both subsistence and cash 
income but the development of that sector continues 
to be constrained by lack of accessible land. Most 
land in the Pacific is communally owned. This is not 
conducive to investment in the sector. Even Fiji, 
which probably has the best land management 
system in place among the Pacific island countries, 
is grappling with the problem of finding an equitable 
accord on the issue of land leases, many of which 
will expire soon. These countries have to address 
the land issue if they are to realize the full potential 
of the agricultural sector.

The fisheries and tourism sectors are also 
important to Pacific island economies, with tourism 
already a major foreign exchange earner for some. 
Tourism has a bright future but requires stronger 
policy support in a number of areas. The main- 
tenance of law and order, political stability and 
infrastructure development rank high on the agenda.

Eco-tourism development would also go a long way 
in promoting the industry in these countries. 
Aggressive marketing would be very useful. Pacific 
island countries should consider investing in Internet 
facilities to market themselves intensively.

In their pursuit for higher economic growth, 
Pacific island countries face a daunting challenge in 
balancing the need for conservation of resources for 
future generations against exploitation to satisfy 
current needs. Forestry resources appear to have 
been over-exploited in some countries. The current 
weakness in demand for logs as a result of the 
Asian economic crisis provides an opportunity to 
initiate policies for the sustainable development of 
forestry sector. It is encouraging that the Govern- 
ment of Solomon Islands has taken steps to 
restructure its logging industry. In 1996, a conser- 
vation code of practice was introduced, but enforcing 
compliance has been a problem. In 1998, the 
government announced that it would nationalize the 
logging industry, which until then had been 
dominated by Malaysian logging companies. The 
government has also stated that it will reduce 
allowable harvesting towards a sustainable level and 
a number of licences have already been cancelled or 
suspended. No new licences are being issued.

Pacific island countries need to strengthen 
their efforts towards closer economic cooperation 
among their economies, possibly commencing with 
exploration of the potential of a regional trading 
arrangement. Perhaps, the membership of the 
Melanesian Spearhead Group, which currently com- 
prises Fiji, Papua New Guinea, Solomon Islands and 
Vanuatu, with New Caledonia as an observer, could 
gradually be expanded through the admission of new 
members and barriers to cross-boundary flows of 
goods, services and factors of production progres- 
sively brought down. However, one major constraint 
for such economic integration is the lack of reliable 
and cheap means of transportation, especially 
shipping, to enhance the flow of trade. Fiji, for 
example signed bilateral trade agreements with 
Papua New Guinea and Vanuatu, but it is acknow- 
ledged that, unless there is a reliable shipping 
service, it would not be feasible to realize the objec- 
tives of these agreements. The Pacific Forum Line 
was established by Pacific island countries a quarter 
of a century ago to perform this function, but it 
continues to face problems and has to depend on 
subsidies to operate.
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Pacific island countries currently enjoy 
preferences in certain markets under special trading 
arrangements. For example, many of them currently 
enjoy special aid and trade benefits in the EU 
market under the Lome IV Convention, which expires 
in 2000. This agreement has provided beneficiary 
countries with development assistance, tax benefits, 
guaranteed prices for certain exports and preferential 
access to the EU market. Negotiations on the 
maintenance of these privileges are continuing and 
their outcome could have a significant bearing on 
the development prospects of countries currently 
benefiting from the agreement.

Of the five least developed countries in the 
Pacific, Samoa and Vanuatu will have their status 
reviewed by the United Nations Committee for 
Development Policy in 2000. Their graduation out of 
the status could have some adverse implications. 
This is because, as least developed countries, they 
are in a better position to lay claim to concessional 
development assistance, duty-free market access for 
their exports and favourable debt repayment 
conditions. In this context, it should be noted that 
the inclusion of a vulnerability index as a criterion for 
the designation of the least developed countries has 
become a moot issue. In fact, Vanuatu was already 
recommended by the Committee for Development 
Policy for graduation, but the General Assembly 
passed a resolution postponing it pending a report 
on the issue of the vulnerability index by the 
Committee.

North and Central Asia

Growth performance

The regional economic crisis had no significant 
direct impact on the economies of the Central Asian 
republics, although a few of them were affected by 
the fall in oil prices. However, the Russian Federa- 
tion suffered a major economic crisis. Most of the 
achievements of seven years of economic reform 
were seriously undermined by the financial crisis that 
struck the economy in May 1998 and developed into 
a full-scale economic crisis three months later. At 
the beginning, the crisis stripped the national 
currency of two thirds of its value, pushed monthly

inflation up to 15 per cent and paralysed the 
banking system. The government had to freeze and 
restructure the domestic debt market, and impose a 
90-day moratorium on foreign debt repayments. The 
stock market index fell drastically in 1998, making it 
the lowest since the benchmark was first calculated 
in 1995.

Underlying the crisis in the Russian Federation 
were severe problems in public finances. As 
discussed in the Survey 1998, budgetary deficits had 
become a very serious problem for most of the 
economies of North and Central Asia. In the 
Russian Federation, the budget deficit was brought 
under some degree of control following the high level 
in 1995, but it again shot up in 1998. Expenditure 
for the redemption of state-issued securities and the 
payment of interest on them has become a heavy 
burden on the state budget, while tax collection 
remains low. A lack of confidence in the govern- 
ment securities resulted in a massive outflow of 
foreign capital from the country, which brought a 
steep decline in the country’s gold and foreign 
exchange reserves. Despite its efforts to restore 
confidence in the financial markets, the government 
had to close down the domestic bond market and 
restructure the existing debt. As a result of all this, 
its GDP was estimated to fall by 5.0 per cent and 
industrial output by 5.2 per cent in 1998 (table II.8). 
The grain harvest in 1998 was 47 per cent below 
the previous year’s level. GDP for 1999 has been 
projected to contract further by 3 per cent.

The economic crisis in the Russian Federation 
did not have a substantial impact on the Central 
Asian economies. The countries of Central Asia 
have succeeded in building independent monetary 
and credit systems and in diversifying their trading 
relationships so that the financial problems in the 
Russian Federation were not a major determining 
factor in their economic performance. However, they 
could have performed better if the Russian 
Federation had achieved a healthy growth rate as 
substantial trading links still existed. In 1998, they 
continued to show signs of recovery. Modest real 
GDP growth of 3 per cent was expected in Tajikistan 
and Uzbekistan compared with their 1997 rates of 
1.7 and 5.2 per cent respectively. The economies of 
Azerbaijan and Kyrgyzstan were among the better 
performers in 1997 and Azerbaijan continued its
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Sources: ESCAP secretariat calculations based on ECE, Economic Survey of Europe 1998, No. 2  (United Nations 
publication, Sales No. E.98.II.E.18); and Intra-State Statistical Committee of the Commonwealth of Independent States, 
Statistical Yearbook of the Commonwealth of Independent States 1998 (Moscow, 1998); EBRD, Transition Report 1998 
(London, 1998); and United Nations Department of Economic and Social Affairs, The World Economy at the Beginning of 
1999 (E/1999/INF/1).

Note: Data for 1998 are estimates.

a January-June 1998. 
b January-November 1998.
c January-September 1998.

Table II.8. North and Central Asia; growth rates, 1995-1998

(Percentage)

Rates of growth

GDP Gross agricultural output Gross industrial output
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Armenia

Azerbaijan

Kazakhstan

Kyrgyzstan

Tajikistan

Turkmenistan

Uzbekistan

Russian Federation

1995
1996
1997
1998

1995
1996
1997
1998

1995
1996
1997
1998

1995
1996
1997
1998

1995
1996
1997
1998

1995
1996
1997
1998

1995
1996
1997
1998

1995
1996
1997
1998

6.9
5.8
3.1 
6.0

- 11.8
1.3
5.8
6.7

- 8.2

0.5
2.0
1.0

-5.4
7.1 

10.4
1.8

-12.4
-16.7

1.7
3.0

-7 .7
0.1

- 20.0
1.5

-0 .9
1.7
5.2
3.0

-4.1
-3 .5

0.8
-5 .0

5.0
7.0 

-4.0

-7.0
5.0 

-4 .0

-23.8
4.8

- 2.0

-9.0
3.0 

10.0

-28.0
-15.0

4.0

-18 .0
- 2.0

-3 .0
-7 .0

4.0 
6 . 1c

- 8.0
-7 .0
- 2.0
-9 .4 C

1.5 
1.2 
0.9 
3.2a

-17.2
-6.7

0.3
1.9b

- 8.2

0.3
4.0
1.1 a

-17.8
8.8

46.8
4.6

-13.6
-23.9

-2.5
7.6b

-6 .4
17.9 

-35 .0

0.1
6.0
6.5
5.7b

-3 .3
-4 .0

1.9
-5 .2



strong economic performance in 1998. After growing 
by 5.8 per cent in 1997, Azerbaijan’s economy 
was estimated to grow by 6.7 per cent in 1998. 
Kyrgyzstan was estimated to grow by only 1.8 per 
cent in 1998 compared with 10.4 per cent in 1997. 
Armenia improved its growth performance signifi- 
cantly in 1998 to 6.0 per cent from 3.1 per cent in
1997. GDP of Kazakhstan grew by 2.0 per cent in 
1997 and further by 1.2 per cent in the first eight 
months of 1998. However, it was estimated to grow 
by 1.0 per cent for the full year.

Agriculture has remained the largest contributor 
to GDP in the Central Asian economies. The sector 
accounted for 26.8 per cent of GDP in Uzbekistan in
1997 and it is becoming the largest sector of the 
economy of Turkmenistan as the gas sector has 
been facing difficulties. Agricultural output rose by 
6.1 per cent in Uzbekistan in the first nine months of
1998. The cotton crop and the grain harvest of
1998 were expected to be better than in 1996-1997. 
Turkmenistan fulfilled its target for the 1998 grain 
harvest, the first time that the annual target has 
been met since 1991. Attaining self-sufficiency in 
grain production has been a main objective of both 
Turkmenistan and Uzbekistan during the period of 
their economic reforms. The 1998 grain harvest in 
Kazakhstan could be one of the worst in the past 
few decades. Owing to drought and locusts in 
several regions of the country, the harvest was 3 
million tons below the target and about 5 million tons 
less than in 1997.

Economic recovery in Tajikistan has been 
driven by industrial production. After falling by 2.5 
per cent in 1997, industrial production in Tajikistan 
grew by 7.6 per cent in the first eleven months of 
1998. Industrial output has continued to grow in 
Kazakhstan, rising by 4.0 per cent in 1997 and by 
only 1.1 per cent in the first half of 1998. Owing to 
falling world oil prices, industrial production remained 
flat in Azerbaijan, rising by only 0.3 per cent in 1997 
and increasing by just 1.9 per cent during the first 
eleven months of 1998. Oil production in Azerbaijan 
was 4.5 million tons in the first six months of 1998, 
out of the 10.1 million tons targeted for the year. 
The industrial output of Armenia grew by only 0.9 
per cent in 1997 and increased by 3.2 per cent in 
the first half of 1998, owing to a 40 per cent 
upswing in light industry and textiles.

The services sector has become a major 
source of growth in many economies of North and 
Central Asia. It was the main contributor to 
economic growth in Armenia and Uzbekistan in 1996 
and 1997. The sector was expected to grow by 
double digits in Armenia in 1998. It has become the 
largest sector in the economy of Uzbekistan, 
producing 30.7 per cent of GDP in 1997, and it grew 
by 12.3 per cent in the first nine months of 1998.

Private consumption and capital investment 
have continued to be a strong driving force in the 
recovery of the economies of Central Asia. In the 
first half of 1998, retail turnover grew in all the 
economies, except Tajikistan. Despite falling 
personal real incomes in the Russian Federation, 
consumption grew in the first half of 1998. Personal 
savings were down by approximately 32 per cent in 
nominal terms in the first quarter of 1998 and 
appeared to decrease further in the fail of 1998. 
The volume of retail trade turnover increased by 3.1 
per cent in the first half of 1998 compared with the 
same period of 1997.

Investment continued to grow strongly in 1998 
in most of the economies. In Uzbekistan, it grew by 
12 per cent in the first half of 1998 and accounted 
for one third of its GDP. Some additional measures 
were undertaken to attract further foreign investment. 
Among them were a reduction in the minimum size 
of a foreign investment from $300,000 to $150,000, 
better ownership rights for foreign firms and exten- 
sion of protection of terms of FDI agreements up to 
10 years irrespective of subsequent legal changes. 
Investment activity in Azerbaijan was supported by 
two special government programmes on investment 
and privatization, with a focus on attraction of more 
investment in non-oil sectors such as telecommu- 
nications, petrochemicals and agricultural processing 
industries. Most of the foreign investment in 
Armenia was channelled into newly privatized enter- 
prises. The economy has maintained a liberal 
policy towards FDI. Profits or assets of foreign 
investors can be repatriated without restriction, and 
investors enjoy tax benefits. In 1997, the Govern- 
ment of Armenia increased reliance on cash 
privatization and on international tenders in the 
privatization process. As a result, FDI increased 
considerably and reached $188 million in the first 
half of 1998.
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Inflation

Since 1995, the economies of North and
Central Asia have pursued anti-inflationary policies 
which resulted in arresting the hyperinflation 
recorded in those countries in 1992-1994. Prudent 
fiscal and monetary policies and the appreciation of 
the national currencies were the two main factors 
responsible for the considerable success in 
reducing the rates of inflation. The central banks 
of the economies avoided financing government 
deficits. In 1997, inflation rates came down to 3.6
per cent in Azerbaijan, 13.8 per cent in Armenia,
17.4 per cent in Kazakhstan, 25.5 per cent in 
Kyrgyzstan and 25.5 per cent in Uzbekistan

(figure II.2). However, inflation rates, despite their 
substantial reduction, were still high at 85.4 per 
cent in Tajikistan and 87.0 per cent in 
Turkmenistan.

Further reductions in inflation in many 
countries were estimated for 1998. Low monthly 
inflation rates in Tajikistan during the first half of 
1998 suggested that inflation could be around 35 
per cent by the end of 1998. This represented a 
considerable achievement in the light of the high 
rates seen in 1992-1997. The estimated annual 
inflation rate in Turkmenistan at 25 per cent in 
1998 was the lowest since 1991. The monthly 
average inflation rate shrank to 1.5 per cent in the

Figure II.2. Budget balance as a percentage of GDP and inflation rates in selected North  
and Central Asian economies, 1995-1998

Sources: United Nations Department of Economic and Social Affairs, The World Economy at the Beginning of 1999 
(E/1999/INF/1); Intra-State Statistical Committee of the Commonwealth of Independent States, Statistical Yearbook of the 
Commonwealth of Independent States 1998 (Moscow, 1998); and EBRD, Transition Report 1998 (London, 1998).

Notes: Data for 1998 are estimates. Inflation rates refer to changes in the consumer price index. The vertical axis of 
the inflation figure is a logarithmic scale.
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first half of 1998 in Uzbekistan compared with 3.5 
per cent in the first six months of 1997. For the 
full 1998 year, inflation was estimated to be about 
21 per cent. Over the past two years, inflation fell 
dramatically in Kyrgyzstan, from 27 per cent in May
1997 to 11.9 per cent in May 1998, and was 
expected to remain around the same level by the 
end of 1998. Inflation was being driven mainly by 
increasing food prices. Inflation rates appear to 
have stabilized in Armenia and Azerbaijan in 1998, 
with very little change in them from last year’s 
levels.

The rate of inflation in the Russian Federa- 
tion was estimated at 80.0 per cent in 1998 
because of the massive devaluation of the rouble. 
However, the monthly inflation rate jumped from 15 
per cent in August 1998 to 38.4 per cent in 
September, the biggest monthly increase in more 
than four years. In October 1998, the rate shrank 
to 4.5 per cent.

Trade performance

Economic crisis in the Russian Federation and 
lower world prices of the main export items of the 
economies of Central Asia resulted in a lowering of 
their external trade in 1998. Uzbekistan experienced 
a massive downturn in its foreign trade. Merchan- 
dise exports fell by 4.4 per cent in 1997 and further 
by 9.4 per cent to $1.82 billion in the first half of 
1998 (table II.9). Merchandise imports also fell by 
4.2 per cent in 1997 and by 31.1 per cent to $1.62 
billion in the first half of 1998. The country has 
been diverting its exports and imports away from the 
Commonwealth of Independent States. Over the 
period 1994-1998, the share of exports to CIS 
countries declined from 62 to 25 per cent and of 
imports from 54 to 31 per cent. Merchandise 
exports of Tajikistan during the first 10 months of
1998 fell by 23.1 per cent while merchandise imports 
increased marginally by less than 1 per cent. The 
two main export items of the country were cotton

Table II.9. North and Central Asia: merchandise exports and imports in United States dollars  
and their rates of growth, 1995-1998

Value 
(millions of 
US dollars)

Exports (f.o.b.)

Annual rates of change 
(Percentage)

Value 
(millions of 
US dollars)

Imports (c.i.f.)

Annual rates of change 
(Percentage)

Sources: ESCAP secretariat calculations based on United Nations, Monthly Bulletin of Statistics, vol. LII, No. 9, 
September 1998; The Economist Intelligence Unit, Country Report: Uzbekistan, third quarter 1998; and Intra-State Statistical 
Committee of the Commonwealth of Independent States, Statistical Yearbook of the Commonwealth of Independent States 1998 
(Moscow, 1998).

Note: Data for 1998 are estimates.

a January-October. 
b January-June.
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Armenia

Azerbaijan

Kazakhstan

Kyrgyzstan

Tajikistan

Turkmenistan

Uzbekistan

Russian Federation

1997 1995 1996 1997 1998

233 

781 

6 366 

631 

746 

751 

4 388 

88 776

6.9

- 12.0

56.7

11.8 

55.1 

-3.5

1.8

20.0

14.7

20.7

-13.1

48.1

9.8

1997 1995 1996 1997

-19.7

23.8

7.7

18.7

-3.1

-4.4

-1.9

6.1 

-34 .4a 

- 12.8a 

-13 .0 a 

-23.1a

-9 .4 b

-13.4

892 

794 

4 275 

646 

750 

1 228 

4 523 

71 351

59.3

-6.3

-13.7

19.0

40.1 

-13.1

17.0

20.6

41.1

9.8

-5.8

62.8

2.2

4.2

-17.4

1.0

-17.5

12.3

-4.2

5.8

- 0.6 

35.8a 

1.0a 

24.5a 

0.6a

-31.1 b 

-13.5

1998



fibre and aluminium, which accounted for 18 and 38 
per cent of total exports respectively during the first 
half of 1998. Owing to falling world oil prices, the 
exports of Azerbaijan declined by 34.4 per cent in 
the first 10 months of 1998, while imports increased 
by 35.8 per cent during the same period.

The economic recovery in Kazakhstan was 
directly linked to the impressive performance of its 
foreign trade sector. In 1992-1997, its average 
annual export and import growth rates were 11.3 
and 7.5 per cent respectively. The exports of 
Kazakhstan reached $6.37 billion and imports $4.28 
billion in 1997, rising by 7.7 per cent and 1.0 per 
cent respectively. However, during the first 10 
months of 1998, exports fell substantially but imports 
grew marginally. During the same period, exports of 
Kyrgyzstan fell by 13.0 per cent and imports 
increased by 24.5 per cent.

The economies of Central Asia still rely heavily 
on primary commodities as the major source of their 
exports earnings. Oil export earnings fell by 8.3 per 
cent in Azerbaijan in the first three months of 1998 
and oil accounted for 43 per cent of total exports in 
comparison with 52 per cent in 1997. The exports 
of Turkmenistan were also dominated by gas, oil 
and refined oil products, along with cotton fibre. In 
1998, Kazakhstan was expected to produce 27 
million tons of oil, of which nearly 15 million tons 
was to be exported. The oil industry of Kazakhstan 
provided over 30 per cent of budget revenue in 
1997. Cotton sales accounted for 45 per cent of 
total export earnings of Uzbekistan in the first half 
of 1998.

Owing to the poor performance of exports 
relative to imports, the external financial position of 
the economies of North and Central Asia weakened 
in 1997-1998. The current account deficit exceeded 
29 per cent of GDP in Azerbaijan, 20 per cent of 
GDP in Turkmenistan and 19 per cent of GDP in 
Armenia in 1997. Armenia was also expected to run 
a large current account deficit in 1998 since it 
already amounted to 20 per cent of GDP in the first 
half of 1998. Kazakhstan, Tajikistan and Uzbekistan 
had modest current account deficits at 4.5 per cent 
of GDP in Kazakhstan and 5.5 per cent in Tajikistan 
in 1997, and 4.3 per cent of GDP in Uzbekistan in 
the first six months of 1998. The largest element in 
the current account deficits was the merchandise 
trade deficit.

The Russian Federation’s foreign trade 
contracted in 1998 whereas it had expanded in 
1997. Merchandise exports were estimated to 
decrease by 13.4 per cent in 1998 as compared with 
only 1.9 per cent in 1997. Merchandise imports 
were estimated to fall by 13.5 per cent in 1998 
against a 5.8 per cent increase in 1997. Imports 
from non-CIS countries were almost three times 
higher than those from CIS. The volume of trade of 
the Russian Federation with CIS countries shrank by 
5.1 per cent in the first eight months of 1998. The 
breaks in rouble trading, a lack of confidence in the 
exchange rate and the jump in rouble prices of 
imported goods severely affected imports in the 
second half of 1998. In addition, the imposition of a 
new 3 per cent import duty was expected to curtail 
imports further.

Capital inflows/outflows

The net inflow of FDI into the economies of 
Central Asia has remained below expectations. In 
1997, it was $872 million in Azerbaijan, $1.32 billion 
in Kazakhstan, $121 million in Turkmenistan and 
$812 million in Uzbekistan. More than 80 per cent 
of the investment was concentrated in the two oil- 
rich economies of Central Asia, Azerbaijan and 
Kazakhstan. In 1993-1997, Kazakhstan received 
$4.45 billion in FDI, equivalent to 5.3 per cent of its 
GDP and well over 50 per cent of the total FDI into 
Central Asia. In comparison, Turkmenistan has 
received only $445 million since 1992, or one tenth 
of that invested in Kazakhstan. The average ratio of 
FDI to GDP of Turkmenistan was 2.8 per cent per 
year in 1992-1997. FDI in the Armenian economy 
was expected to total $250 million in 1998, mainly 
through participation in privatization of large state 
enterprises.

In 1998, the Government of Uzbekistan 
amended the 1994 Law on Foreign Investment to 
guarantee the terms of agreements for foreign 
investors for 10 years and reduced the minimum size 
of a foreign investment. A new law of the Russian 
Federation on foreign investment approved in 1998 
replaced earlier legislation of 1991 and provided 
measures to protect foreign investors for a certain 
number of years against legal changes affecting their 
business in the country.
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Portfolio investment has become a new source 
of external funds in only two emerging stock markets 
of the subregion, the Russian Federation and 
Kazakhstan. It totalled $2.5 billion in the Russian 
Federation and $404.2 million in Kazakhstan in 
1997. The bulk of portfolio investment to the 
economies was accounted for by governments’ 
Eurobonds.

All the economies of North and Central Asia 
have had access to the financial resources of the 
international financial institutions. In 1998, the 
Russian Federation was expected to receive $14.8 
billion in loans from IMF, the World Bank and Japan 
to stabilize the economy. However, these loan 
commitments were not implemented in full owing to 
the inability of the country to meet the conditions of 
the IMF. Since 1996, Azerbaijan has drawn around 
$43.4 million of its $79 million three-year programme 
and Kazakhstan drew the entire $417.6 million of its 
loan of IMF. Armenia, Azerbaijan, Kazakhstan, 
Kyrgyzstan and Tajikistan have been implementing 
reform programmes with the support of IMF. The 
main objectives of the IMF programmes were to 
assist the economies of Central Asia in implementing 
their macroeconomic reform, restoring macroeco- 
nomic stability, implementing transparent privatization 
programmes, reforming the financial sector and 
restructuring the banking system. In addition, the 
programmes were expected to contribute to lessen- 
ing the adverse impact of reforms on the poor by 
protecting budgetary provisions for health, education 
and the social safety net.

Financial sector developments

The interest rate has been one of the key 
instruments of monetary policy in the Russian 
Federation to correct some of the emerging imba- 
lances in the macroeconomic aggregates caused by 
the economic crisis. Since the beginning of 1998, 
the benchmark rate of the central bank has been 
changed nine times. In Kazakhstan and Uzbekistan, 
nominal interest rates remained unchanged in 1997- 
1998. The deposit rates remained below the rate of 
inflation and refinancing rates of the central banks, 
while lending rates generally remained above the 
recorded level of inflation. Restrictive interest rate 
policies were implemented in Armenia and 
Turkmenistan. The central bank of Armenia reduced 
its refinancing rate from 47 per cent in June 1998 to

33 per cent in August 1998. The rate was too high 
for industry, given the comparatively low level of 
inflation. Real interest rates in Turkmenistan were 
very high in May 1998, considering that annual 
inflation at that time was only 15.1 per cent, while 
the refinancing rate was 35 per cent. High real 
interest rates, however, have had little effect on 
economic growth in Turkmenistan as the banking 
sector plays a limited role in the economy.

Kazakhstan continued its programme of bank 
consolidation, which was launched in 1995, with 
more closures of unsound small banks. The number 
of commercial banks was reduced from 130 in 1996 
to 74 banks at the beginning of 1998. Only 60 
banks were expected to survive by the end of 1998. 
All the banks of Kazakhstan have been requested to 
adopt international banking standards such as the 8 
per cent capital-adequacy ratio recommended by the 
Bank for International Settlements. However, the 
strict criteria were expected to be enforced by 2001. 
The four state-owned banks of Azerbaijan that form 
a second tier in the country’s banking system have 
been undergoing restructuring under a programme of 
special supervision by the central bank. The 
numerous small private banks remained underca- 
pitalized and were undergoing a process of consoli- 
dation.

The financial crisis in the Russian Federation 
has squeezed the banking sector. Of the 1,500 
commercial banks, 275 banks were expected to be 
closed or merged in the first half of 1999. Consoli- 
dation in the banking sector should prevent the 
system from collapse. In restructuring the banking 
sector, the central bank of the Russian Federation 
has divided the banking sector into four groups: 
banks that have sufficient capital and liquidity, those 
with sufficient capital but limited liquidity, those that 
have neither sufficient capital nor liquidity, and those 
that are in a “critical situation” but still play an 
important role in the economy. Around 200-300 
banks belong in the first and second groups and 
these are expected to become the core of a new 
banking system. Banks from the second group 
could be rescued through government support in 
raising capital, attracting new investment and restruc- 
turing their operation. The approach of the central 
bank to the third group of banks is to liquidate them 
as soon as possible using a new law on the 
bankruptcy of credit institutions. A large number of
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banks would belong in the fourth group. These 
banks would be transferred to a newly created bank 
in which the State and the bank’s creditors will hold 
stakes with the assistance of the new agency for 
restructuring credit organization established in 
December 1998. The central bank has designed 
and implemented individual restructuring plans for 15 
banks, including large ones unable to operate but 
considered too “socially important” to be closed. 
About 860 banks of the Russian Federation were 
considered stable and had sufficient resources to 
survive without significant assistance from the central 
bank. In September 1998, the central bank lowered 
the reserve requirements for banks from 10.0 to 5.0- 
7.6 per cent in order to increase bank liquidity.

The ongoing economic crisis in the Russian 
Federation has been strongly felt by the stock mar- 
ket, where liquidity has been severely constrained as 
a result of low investor confidence. The stock and 
bond markets of the Russian Federation began 
showing steep declines in the autumn of 1997. By 
August 1998, the benchmark stock index fell to its 
lowest level in more than two years. Yields on long- 
term government debt rose to 130-140 per cent from 
90-110 per cent. A state programme for the 
protection of the rights of investors of the Russian 
Federation introduced in 1998 was aimed at restor- 
ing confidence in the country’s stock market through 
compensation and insurance schemes for investors 
and requiring better financial information disclosure.

Policy issues and responses

In recent years, the economies of Central Asia 
have made significant progress in restoring positive 
economic growth rates and price stability. However, 
they still have to tackle the problems of large fiscal 
deficits, as well as current account deficits. They 
need to carry forward their privatization programmes 
and continue market-oriented institutional reforms. 
Financial sector reforms are a priority issue for these 
countries.

The privatization of state-owned enterprises 
has remained the key element of enhancing produc- 
tivity and efficiency of the real sector in the countries 
of North and Central Asia. However, the privatiza- 
tion process has slowed down in most of those 
economies. In 1998, the Government of Uzbekistan 
planned to sell off shares in 346 state-owned firms,

in comparison with 1,231 firms privatized in 1997. 
Privatization revenue accounted for 0.5-0.7 per cent 
of GDPin Kazakhstan in 1997, compared with 3.5 
per cent in 1996. Kazakhstan suspended privatiza- 
tion in the oil and gas industries in 1998 owing to 
the lack of strategic partners and the absence of oil- 
export pipelines. In 1998, Kyrgyzstan restarted the 
privatization programme that had been suspended in
1997. The government was expected to sell the 
state-owned telecommunications monopoly, as well 
as some major state business in the mining, metal- 
lurgy, electronics and energy sectors.

In 1997, a total of 742 state-sector enterprises 
worth about $13 million were sold in Tajikistan and 
another 2,000 were expected to be privatized in
1998, including two industrial giants of the economy: 
the state electricity company and the aluminium 
smelter. Turkmenistan planned to corporatize 18 
major state-owned enterprises in 1998 through the 
closed sale of 10 per cent of the stocks to workers 
in firms and 5 per cent to managers. The privatiza- 
tion of medium-size and large enterprises in Armenia 
has become increasingly complex since the govern- 
ment switched the emphasis to cash sales in 1997. 
The 1998 programme of Azerbaijan emphasized 
privatization of large enterprises. So far, 80 per 
cent of small state-owned enterprises have been 
privatized.

The Government of the Russian Federation 
also continued its privatization programme. However, 
the number of state-owned companies that were 
expected to be privatized in 1998 was reduced from 
3,000 to 697. One of the outcomes of the crisis in 
the Russian Federation which threatened to seriously 
damage future economic growth prospects was the 
particularly adverse impact on new small firms. 
About 15 per cent of registered small businesses in 
Moscow were closed in August-October 1998.

The combination of large fiscal and current 
account deficits has appeared to be one of the main 
constraints to macroeconomic stability in the 
countries of North and Central Asia. A number of 
countries have taken measures in the recent past to 
deal with the problem of fiscal deficit. The Govern- 
ment of Kazakhstan established a state revenues 
ministry to formulate fiscal policy and regulate 
taxation and customs in the economy. In an effort 
to boost budget revenue and preclude tax evasion, 
the Government of Armenia extended the so-called
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system of “fixed payments” to more categories of 
small businesses, thereby exempting them from 
income tax. Under the new legislation, services 
sector outlets and small firms have to pay a fixed 
amount of money to the State, depending on their 
location and size. The measures were expected to 
increase budget revenue and, at the same time, 
expand the tax base by cracking down on tax 
evasion among owners of small businesses. The 
Government of Uzbekistan was expected to keep the 
consolidated fiscal deficit below 4 per cent of GDP 
in 1998, financed mainly by the central bank’s 
credits.

The banking sector in most countries of the 
region remained underdeveloped and weak, with 
limited experience in commercial operations. As a 
result, these countries have been unable to provide 
attractive savings facilities and meaningful inter- 
mediation for loanable funds. Banking regulations 
and supervision need to be strengthened and this 
requires broad institutional and capacity-building.

The economic crisis has delayed the long- 
anticipated economic recovery in the Russian 
Federation. The urgent challenge is to draw up a 
credible economic recovery plan and to restore confi- 
dence in the banking system so as to enable banks 
to resume intermediation and help in reinvigorating 
the economy. Massive withdrawals by depositors 
have not only complicated the effort to restore 
banks’ soundness but also driven interest rates 
further upward. Among the initial stabilization 
measures undertaken by the new Government of the 
Russian Federation were revitalization of the pay- 
ment mechanism paralysed by the crisis and default, 
permission for foreign banks to collect deposits and 
provide credit facilities, adjustments in the clearing 
systems for the treasury bills and loan payments 
frozen in August 1998, balancing mutual claims 
between enterprises and the budget, and controlling 
money supply.

A new tax code is needed urgently to 
generate higher tax revenue to lower the budget 
deficit and to pay wages and pension arrears. It is 
essential for the government to restructure its debt. 
The total domestic debt of government is not 
excessive, but its maturity structure, even after the 
restructuring package, is heavily biased towards the 
short term.

South and South-West Asia

Growth performance

In India, there was a distinct improvement in 
the performance of both the agricultural and the 
industrial sectors in fiscal year 1998 and overall 
GDP growth rate was estimated at 6.0 per cent 
compared with 5.1 per cent in 1997 (table II.10). 
Aided by a good summer monsoon, food grain 
production was estimated to have exceeded the 
record 199 million tons produced in 1996. As a 
result, output of agriculture grew by 3.0 per cent in 
1998 as opposed to a contraction observed in the 
previous year. The industrial sector continued to 
benefit from the government’s sustained effort to 
abolish licensing for both domestic production and 
exports and the consequent increase in private 
investment. Infrastructure, especially electricity 
generation, picked up significantly in 1998, which 
helped the industrial sector to maintain its tempo 
and grow by an estimated 5.5 per cent, the same 
rate as in the previous year. Within the manufactur- 
ing sector, capital goods and consumer durable 
goods took the lead in terms of growth, followed by 
intermediate and basic goods. The services sector 
remained buoyant thanks to the good performance of 
both agriculture and industry, which generated 
demand for transportation, communication, trade- 
related activities and financial services. In 1998, 
growth in the services sector was estimated at a 
healthy 8.0 per cent.

In response to liberal economic policies, 
demand for consumer durables in India has been 
very strong in recent years and provided a major 
stimulus to the industrial sector. The number of 
households capable of owning consumer durables 
has been increasing. The Indian middle-class 
population, which has shown a strong inclination 
towards buying consumer durables, was projected to 
rise from 78 million in 1994 to 177 million by 2000. 
In 1998, against the background of a slowdown in 
capital inflows and a somewhat less friendly external 
environment following India’s nuclear testing in May 
1998, the central government budget announced in 
June was expansionary. Nominal spending was set 
to rise by 14 per cent. This included a significant 
increase of 35 per cent in spending on infrastructure 
and a 14 per cent rise in defence expenditure. 
Direct tax rates were left unchanged, while an 
additional levy was imposed on imports.
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Table II.10. Selected South and South-West Asian economies: growth rates, 1995-1998

(Percentage)

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

Notes: Data for 1998 are estimates. Industry comprises mining and quarrying; manufacturing; electricity, gas and 
power; and construction.

a Real GDP at factor cost.
b Industry comprises oil; mining and manufacturing; water, gas and power; and construction.

The rates of both investment and savings as a 
percentage of GDP in India have been high in 
comparison with its per capita income. The average 
investment rate per annum reached more than 25 
per cent in the eighth five-year plan period (1992- 
1997) and was financed mainly by gross domestic 
savings, and marginally through net inflow of capital 
(figure II.3). The rates of investment and savings in 
1998 were estimated to remain high at 27 and 25 
per cent respectively, the former having increased 
marginally from its level in the previous year. 
Measures to encourage private investment and 
foreign participation in the domestic market were 
strengthened in the 1998 budget. These measures 
included the removal of coal, lignite and mineral oils 
from the list of industries reserved for the public

sector and the shifting of about 300 items from the 
restricted import list to the free (“open general 
licence”) list of imports to ease import of inputs for 
production. Other proposed measures included the 
introduction of derivatives trading and share buy- 
back, partial utilization of employee provident funds 
for investment in private sector bonds/securities and 
the introduction of competition in the insurance 
sector by letting the private sector enter into the 
area which was hitherto reserved for the public 
sector.

In the Islamic Republic of Iran, GDP in fiscal 
year 1998 was estimated to decline by 0.3 per cent, 
compared with a positive 2.6 per cent growth 
recorded in the previous year. Despite the fact that
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Figure II.3. Savings and investment as a percentage of GDP in selected South and South-West 
Asian economies, 1995-1998

Sources: ADB, Key Indicators of Developing Asian and Pacific Countries 1998 (Oxford University Press, 1998); World 
Bank, World Development Report (Oxford University Press), various issues; and national sources.

Notes: Data for 1998 are estimates. I indicates gross domestic investment; S indicates gross domestic savings.

the agricultural sector showed a much improved 
performance, GDP contracted because of a sizeable 
reduction in the value added in the industrial sector. 
The deceleration in the overall industrial sector was 
the result of an estimated 14.9 per cent contraction 
(compared with 4.5 per cent contraction in 1997) in 
GDP from the oil sector as a result of a decline in 
the international price of oil. However, GDP from 
mining; manufacturing; water, power and gas; and 
construction were estimated to grow moderately at 
5.8, 4.4, 6.5 and 2.5 per cent respectively. In 
contrast, the services sector in 1998 grew only 
marginally.

Consistent with the continuous decline in the 
GDP growth rate in the past two years, the growth of 
total consumption expenditure of the private and 
public sector declined from 3.6 per cent in 1996 to

2.4 per cent in 1997 and further to 1.3 per cent in 
1998. Investment expenditure also maintained a 
declining trend; it contracted by 1.5 per cent in 1997 
and by 1.8 per cent in 1998. The ratio of invest- 
ment to GDP declined from 15.3 per cent in 1996 to 
14.6 per cent in 1997.

In Pakistan, the GDP growth rate in fiscal year 
1998 at 5.4 per cent showed a significant improve- 
ment from 1.3 per cent in 1997. The growth rate of 
the agricultural sector rebounded strongly to 5.9 per 
cent in 1998 compared with 0.1 per cent in the 
previous year. The improved performance was aided 
by strong growth in the sugar-cane crop, which 
increased by 26.7 per cent over 1997. The higher 
achievement of agriculture was partly attributed to 
the comprehensive package for the development of 
agriculture announced by the government at the
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beginning of 1997. The package included ensuring 
adequate returns to farmers, relief in prices of 
agricultural inputs and enhanced availability of 
agricultural credit. The manufacturing industries and 
energy sectors both recorded impressive growth 
rates: 7 and 9.3 per cent respectively in 1998
compared with 1.2 per cent and zero growth in 
1997. Manufactured items that showed a particularly 
strong performance included sugar, with growth of 
45.7 per cent assisted by a good cane crop, and air- 
conditioners, with growth of 166.2 per cent. In 1998, 
GDP from industry increased by 6.2 per cent over 
1997 when it grew by a mere 1.0 per cent. The 
services sector also grew by 4.8 per cent in 1998, 
more than twice the rate achieved in the previous 
year. A very strong growth in transport and 
communications (8.8 per cent in 1998 compared with 
0.7 per cent in 1997) contributed to the improved 
performance of the services sector.

Investment expenditure in Pakistan recorded 
positive growth in 1998. However, as a percentage 
of GDP, it showed a marginal fall owing to a very 
high nominal GDP growth on account of the 
improved performance of the agricultural sector. The 
increase in nominal investment was due more to 
stock changes, partly the bumper cane crop, than 
fixed investment. A major part of total investment 
was supported by increased savings in 1998.

In Sri Lanka, the estimated growth rate of GDP 
in 1998 at 5.5 per cent was somewhat lower than 
the 6.4 per cent in the previous year. An increase 
in output of tea and paddy contributed to the 
increase of overall agricultural output by 3.5 per 
cent. On the other hand, poor import demand from 
East and South-East Asian countries of a number of 
industrial products, including ceramic products, 
plastics and its products, diamonds and wood pro- 
ducts, affected the industrial sector, which grew at a 
somewhat lower rate of 6.6 per cent than the 7.9 per 
cent in the previous year. The regional economic 
crisis also adversely impacted on tourism; from 
January to August 1998, the number of tourists from 
East and South-East Asia fell by 29.5 per cent 
compared with the same period in the previous year. 
Overall, the services sector was estimated to grow 
by 5.5 per cent in 1998 against 6.7 per cent in 
1997. Gross domestic capital formation in nominal 
terms was estimated to have increased substantially. 
As a result, the ratio of domestic investments to

GDP was estimated to rise from 24.4 per cent in 
1997 to 26.5 per cent in 1998. The domestic 
savings rate was estimated to increase from 16.5 
per cent of GDP in 1997 to 17.5 per cent in 1998.

The Turkish economy in the recent past (1995- 
1997) went through an expansionary phase, with 
high GDP growth rates with an accommodating mon- 
etary policy. In this process, price increases tended 
to accelerate significantly. However, under a three- 
year macroeconomic structural adjustment and 
stabilization programme, in 1998 (the first year of the 
programme) targets for the budget deficit, borrowing 
and monetary aggregates were set at the beginning 
of the year. These were largely met in the first half 
of 1998. Despite the slowdown of industrial sector 
growth to 4.1 per cent in 1998 compared with 10.4 
in the previous year, the GDP growth rate has been 
estimated at 4.5 per cent on account of improved 
performance in the agricultural sector. The growth 
rate of agriculture in 1998 was estimated at 4.5 per 
cent owing to an increase in the production of 
cereals and vegetables against negative growth in 
the previous year. However, in line with the 
slowdown in the industrial sector, growth of services 
decelerated to 4.6 per cent in 1998, which was 
around half of the rate recorded in the previous
year.

Inflation

Inflation in India sharply fell from 9.4 per cent 
in 1996 to 6.8 per cent in 1997 (table II.11). The 
fall, despite demand expansion because of a 
worsening of the fiscal deficit to 6.1 per cent of GDP 
was attributed to supply-side factors, that is, the
lagged effect of very favourable food crop production 
in 1996 and the growing integration of the Indian 
economy with the global economy that allowed
essential items to be imported at international prices, 
which were often lower than their domestic sub- 
stitutes. The year 1998 started with a gradual
increase in the rate of inflation. The monthly rate 
reached 18.6 per cent in October 1998 owing to 
the unprecedented seasonal rise of prices of fruit 
and vegetables and the upward revision of the 
administered prices of sugar, food grains and 
petroleum products. The average rate of inflation for 
the whole fiscal year 1998 was estimated at 12 per 
cent.
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Table II.11. Selected South and South-West Asian economies: summary of macroeconomic  
indicators, 1995-1998

(Percentage)

Sources: ESCAP secretariat calculations based on ADB, Key Indicators of Developing Asian and Pacific Countries 1998 
(Oxford University Press, 1998); IMF, International Financial Statistics, vol. LI, No. 9, September 1998; The Economist 
Intelligence Unit, Country Report: Iran, third quarter 1998; and national sources.

Note: Data for 1998 are estimates. 

a January-June.
b Refers to changes in the consumer price index. 
c For industrial workers. 
d Excluding grants. 
e January-September. 
f January-October.

The fiscal deficit for 1998 was budgeted at 
5.6 per cent of GDP, which was slightly lower than 
the actual deficit in the previous year. However, 
owing to a shortfall in revenue because of the roll- 
back of certain tax and duty measures, the actual 
deficit in 1998 was estimated to be 6 per cent of 
GDP. The increased use of financial instruments 
and open market borrowing lessened the need of 
the government to borrow from the central bank. 
As a result, the money supply growth rate in the 
first six months of 1998 was estimated to be lower 
than in 1997.

In the Islamic Republic of Iran, inflation in 1997 
was 17.3 per cent, much lower than the 23.2 per 
cent recorded in the previous year. A reduction in 
the growth of the money supply, as well as the use 
of an elaborate system of price controls and subsidy,

brought about this decrease. Twenty-five items, 
including sugar, wheat, edible oil, milk, cheese, red 
meat, rice and fertilizers, are subject to price control. 
In 1998, however, owing to the decline in oil revenue 
and a sharp increase in expenditure, the budget 
deficit was estimated to increase to 2 per cent of 
GDP, thus increasing the pressure on liquidity and 
the demand situation. In addition, the doubling of 
the fuel price implemented at the beginning of March 
1997 contributed to the cost push pressure, and 
inflation in fiscal year 1998 was estimated at 20.3 
per cent.

In the Islamic Republic of Iran, various 
measures were undertaken to strengthen the tax 
revenue collection system in order to stabilize 
government finance in the wake of fluctuating oil 
revenue. Important steps were taken to improve tax
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administration. These included the issuance of 
tax identification numbers to a large number of 
taxpayers and partial computerization of the tax 
administration, as well as increased recruitment and 
enhanced training of tax auditors. In specific recog- 
nition of the shortcomings of the current system of 
consumption and sales taxation under which specific 
excise taxes were levied on a small number of 
commodities, the government was considering the 
introduction of a value-added tax. Preparation of 
the underlying administrative infrastructure is under 
way.

In Pakistan, prices in general remained under 
persistent pressure in the 1990s and the inflation 
rate was in double digits until 1998. However, there 
was a clear deceleration of inflation to 7.8 per cent 
in 1998 against 11.8 per cent in 1997. The prices 
of almost all of the items constituting the consumer 
price index recorded a fall. Against the background 
of a well-performing economy, which eased the 
supply situation, demand management policies 
pursued by the government also contributed to the 
reduction in prices. The government succeeded in 
reducing the fiscal deficit by nearly one percentage 
point in 1998. As a result, the government’s borrow- 
ing for budgetary support in 1998 was also reduced 
from the level in the previous year. Against a 
borrowing target of 66 billion rupees, the government 
borrowed only 57.4 billion rupees. At an institutional 
level, the Economic Coordination Committee of the 
Cabinet kept a close watch on the price situation 
and the supply of essential commodities, holding 
meetings every two weeks, and took necessary 
steps to ensure an adequate supply of essential 
commodities. This effectively complemented the 
demand management measures and the price 
situation improved significantly.

A key macroeconomic achievement in Sri 
Lanka in 1997 was the reduction of inflation to a 
single digit from the relatively high level recorded in 
the previous year. However, in the first half of 1998, 
the Colombo CPI increased by 12.2 per cent, 
somewhat faster than in 1997. Supply factors were 
mainly responsible for the price rise. The prices of 
vegetables and some subsidiary food crops 
increased sharply because of weather-induced 
production shortages. In addition, the full direct and 
indirect effects of the upward revision in electricity 
tariff in September 1997 were felt in 1998.

However, there were factors which slowed down the 
price rise. The rate of monetary expansion was 
virtually the same as in the previous year and did 
not cause any additional demand pressure. On the 
other hand, despite depreciation of the nominal 
exchange rate by 6 per cent, a decline in the world 
market price of major imports such as wheat, sugar 
and petroleum eased pressure on domestic prices. 
The inflation rate for 1998 was estimated at 10 per 
cent, which was marginally higher than in the 
previous year.

In Turkey, the macroeconomic adjustment 
programme initiated in 1998 has been successful in 
bringing down the inflation. The increase in CPI 
decelerated to 57.6 per cent during the first 10 
months of 1998 from 85.7 per cent in 1997. There 
was no increase in real wages in the public sector 
and the prices under the control of the public sector 
increased at a much reduced rate; 45.6 per cent in 
January-October 1998 compared with 71.6 per cent 
in the previous year, thus contributing to the 
slowdown of inflation. The slowdown was further 
helped by lower prices of imported commodities. 
The adjustment programme in 1998 was also 
successful in limiting the budget deficit to a level 
which was slightly less than the level recorded in 
1997. The estimated growth rate of the money 
supply was much less in 1998 and this also helped 
in keeping inflation in check.

The macroeconomic adjustment programme 
explicitly addressed the inflation dynamics and 
proposed a gradual disinflation from the current high 
inflation rate to a single digit rate by the year 2000. 
The three-year adjustment programme consisted of a 
fiscal policy section, a monetary policy section and a 
structural policy section. The fiscal part included 
measures for limiting the increase in public sector 
salary, restricting increases in agricultural support 
prices and implementing certain tax reform 
measures. On the monetary side, limits were set on 
domestic asset increases. Structural policies encom- 
passed a wide variety of new measures, including 
the introduction of a regulatory framework for the 
telecommunications and energy sector, making 
domestic prices of petroleum responsive to inter- 
national prices, raising the minimum retirement age, 
introducing cost control measures and user fees in 
the health care system and enforcing prudential 
regulations strictly on the banking sector.

67



Trade performance

India’s merchandise exports in fiscal year 1997 
touched $35 billion compared with $33.5 billion in 
1996, representing a low growth of 2.1 per cent 
(table II.12). The export performance during 1997 by 
commodity groups was mixed. Commodity groups 
with a considerable share of total exports such as 
textiles, including ready-made garments (24.2 per 
cent), posted a growth of 2 per cent, and gems and 
jewellery (15.2 per cent) recorded a growth of 7.6 
per cent. However, agriculture and allied products 
(12.3 per cent) registered a steep negative growth of 
9.2 per cent. From April to August 1998, export 
growth in dollars was recorded at a negative 2.8 per 
cent over the same period in 1997. However, there 
were exceptions to the poor trend; software exports 
grew by 50 per cent year on year in the first quarter 
of fiscal year 1998 and the outlook for engineering 
goods, pharmaceutical products and jewellery was 
improving. The weak international demand, including 
the effect of regional economic crisis and low 
commodity prices, negatively affected the dollar value 
of commodity exports. For the full fiscal year 1998, 
exports were estimated to contract by 0.5 per cent.

The estimated import growth rate fell to 2.7
per cent in 1998 from 4.4 per cent in 1997.
Lower commodity prices, including that of oil, were 
a major factor contributing to the lowering of the 
import bill. Another causal factor was the depre- 
ciation of the domestic currency by over 10 per 
cent in 1998, which made imports relatively more 
expensive in terms of local currency and reduced 
their demand, whereas the benefit of the lower 
international price of oil was not passed on to
consumers. However, the nominal depreciation did 
not help exports. Over a longer period, whereas 

yb detaicerped etar egnahcxe rallod lanimon eht
about 40 per cent from 1992 to 1998, the real 
effective exchange rate actually appreciated by 
about 3 per cent, owing to relatively high inflation 
in India. Owing to the weak export performance, 
the overall trade deficit was estimated to increase 
slightly from 4.3 per cent of GDP in 1997 to 5 per 
cent in 1998. India’s external sector developments 
in 1997 and 1998 were marked by sluggishness of 
trade and inflows on account of invisibles, leading 
to an increase in the current account deficit from 
1.7 per cent of GDP in 1997 to 2.4 per cent in 
1998.

Table II.12. Selected South and South-West Asian economies: merchandise exports and  
imports in United States dollars and their rates of growth, 1995-1998

Sources: ESCAP secretariat calculations based on United Nations, Monthly Bulletin of Statistics, vol. Lll, No. 9, 
September 1998; IMF, International Financial Statistics, vol. LI, No. 11, November 1998; and national sources.

Note: Data for 1998 are estimates.

a The data are based on the fiscal year. 
b Imports value on f.o.b. 
c Excluding shuttle trade for exports.
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Indiaa

Iran (Islamic 
Republic of)a,b 

Pakistana 

Sri Lanka 

Turkeyc

Value 
(millions of 
US dollars)

1997 1995 1996 1997 1998

Exports (f.o.b.)

Annual rates of change 
(Percentage)

1997 1995 1996 1997 1998

Value 
(millions of 
US dollars)

Imports (c.i.f.)

Annual rates of change 
(Percentage)

2.7

-14 .9

7.0

1.9

4.4

0.0

0.8

7.9

11.4

12.1

17.3

13.6

2.0

22.2

28.0

1.2

21.4 

11.3

53.5

51 126

14 995 

11 894 

5 839 

48 585

-0 .5

3.7

6.7

4.8

2.1

-17 .4

-4 .4

13.9

13.0

5.6

22.0

7.0

7.8

7.3

20.8

-5 .5

19.6

18.4

19.5

34 849

18 506 

8 320 

4 666 

26 245



The merchandise trade surplus in the Islamic 
Republic of Iran was at a peak level of $7.4 billion in 
fiscal year 1996. Oil and gas exports comprising 
about 80 per cent of total exports over the 1990- 
1996 period, however, fluctuated in the range of 
$14.6 billion to $19.3 billion owing to fluctuations in 
the international price of oil. The value of merchan- 
dise exports declined by 17.4 per cent in 1997 
because of the slump in oil prices. In 1998, exports 
were expected to follow a similar trend as the 
demand situation, as well as the price of oil, further 
deteriorated, partly because of the regional economic 
crisis. Reducing heavy dependence on oil exports 
continued to be a major aim of the government. To 
accomplish this, efforts will have to be undertaken to 
increase production and exports of industrial goods. 
This requires raising the level of competitiveness of 
industrial products in the international market, which 
in turn needs a comprehensive set of policies and 
programmes, the components of which would include 
channelizing investment in the industrial sector, 
designing appropriate fiscal incentives, encouraging 
foreign investment and setting up appropriate legal 
infrastructure.

On the import side, controls on limiting the 
import of products which had domestic substitutes 
continued. In fiscal year 1997 the total import bill 
was $14.9 billion and showed virtually no increase 
over that of 1996. Of the total imports, food and 
agricultural products accounted for the largest share 
(21 per cent of total imports in 1997) followed by 
machinery and equipment (18.8 per cent), iron, steel 
and metal products (11.8 per cent) and electrical 
equipment (9 per cent). Although imports showed 
no growth, lower oil export revenue was responsible 
for decreasing the trade surplus from $7.4 billion in 
1996 to $3.5 billion in 1997.

The deficit in the services account has been 
between 2 and 3 billion dollars over the last four 
years. Services payments rose in 1997 due in part 
to some increase in public sector project activities. 
The increase was, however, partially offset by the 
increase in services receipts associated with higher 
exports of engineering services. Transfer flows, 
which consist mainly of private transfers, have been 
decreasing in the recent past. Net private transfers, 
mainly workers’ remittances, dropped to virtually nil 
in 1995, but recovered modestly in later periods: to 
$463 million in 1996 and $259 million in 1997.

On the export front, Pakistan’s achievement in 
fiscal year 1998 was modest. Despite significant 
depreciation of the currency and a number of export 
incentives offered by the government, exports 
increased by only 3.7 per cent. However, the 
performance was much better compared with the 
previous year, when exports contracted. A break- 
down of total exports by commodity group reveals 
that the primary commodities group recorded a rise 
of 17 per cent while textile manufacturing showed a 
slight decrease and other manufacturing a small 
increase. Imports in 1998 fell by a large 14.9 per 
cent compared with a slight increase (0.8 per cent) 
recorded in the previous year. Imports of food 
registered an increase of 17.2 per cent, while imports 
of machinery, the petroleum group, metal and chemi- 
cal products recorded a substantial decline. Lower 
commodity prices, including the price of oil, also 
contributed to the decline in the import bill.

A steep fall in imports, combined with a small 
increase in exports, caused the trade balance to 
improve in 1998. The invisibles balance also 
showed improvement, partly owing to higher 
overseas workers’ remittances. These changes had 
a positive impact on the current account deficit, 
which fell from $3.85 billion in 1997 (6.3 per cent of 
GDP) to $2.10 billion (3.2 per cent of GDP) in 1998.

In Sri Lanka, merchandise exports increased by 
8.4 per cent in the first seven months of 1998 over 
the same period in the previous year. Textiles and 
garment exports increased at a higher rate of 14.3 
per cent during the same period. Since the garment 
export trade is mainly governed by the Multifibre 
Arrangement quota system, the regional economic 
crisis, which led to large depreciations in the 
currency of many East and South-East Asian coun- 
tries but a much lower depreciation of the Sri Lankan 
currency, did not affect the export performance of this 
sector. Agricultural exports predominated, with the 
export of tea increasing by 17 per cent in dollar 
terms. However, exports of gems and jewellery 
decreased by 42.3 per cent in the first seven months 
of 1998 owing to substantial slackening of demand 
resulting from the regional economic crisis. East and 
South-East Asian countries, including Japan, ac- 
counted for 80 per cent of Sri Lanka’s jewellery 
exports, 67 per cent of gems and 12 per cent of
diamond exports in 1997. During the full year of
1998, total exports were estimated to grow by 6.7
per cent, down from 13.9 per cent growth in 1997.
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Merchandise imports increased by 13 per cent 
during the first seven months of 1998. Reflecting 
the increase in domestic investment, imports of in- 
vestment goods and intermediate goods (excluding 
petroleum and diamonds) also recorded healthy 
growth. Despite such increases, a sharp decline in 
the prices of sugar, wheat and petroleum helped to 
contain the overall import outlay. For the whole year 
of 1998, merchandise imports were estimated to 
increase by 7 per cent compared to 7.9 per cent in 
the previous year. The impact of the regional 
economic crisis was also felt, to some extent, on 
imports: diamond imports for re-export declined
sharply because of a fall in the demand for diamond 
in many countries, especially in the East and South- 
East Asian countries. However, the deficit on the 
trade account, which showed some improvement in 
1997, worsened marginally from 8.0 per cent of GDP 
to 8.1 per cent in 1998. Total receipts from services 
were estimated to increase by a modest 6 per cent 
in 1998 compared with a 14 per cent growth in 
1997. A sluggish growth in tourist arrivals, mainly 
due to uncertainties created by the regional 
economic crisis and the continuing security concerns 
in the country, was one of the major reasons for a 
slow growth in receipts from services. The deficit in 
current account in 1998 was estimated at 3.1 per 
cent of GDP compared with 2.9 per cent observed in 
the previous year.

In Turkey, the growth performance of exports in 
1998 was affected by the adverse external environ- 
ment. During the first nine months of 1998, exports 
to EU increased by 6.6 per cent, whereas exports to 
the Asian region and the Russian Federation fell 
drastically by 50.5 and 26.5 per cent respectively as 
a result of their economic and financial crises. 
Earnings from the shuttle trade also declined from 
$2.6 billion in 1997 to $2.2 billion in 1998. For the
full year of 1998, merchandise exports were
estimated to have increased by 4.8 per cent
compared with 13.0 per cent in the previous year, 
whereas the shuttle trade (around 18 per cent of 
total exports in 1997) was estimated to have
declined by 14 per cent. Growth of imports slowed 
down significantly in 1998 in response to decelera- 
tion of domestic demand as well as significant 
reductions in the import price of oil. During the first 
nine months of 1998, imports of consumption goods 
grew by 7.7 per cent, while imports of intermediate 
and investment goods declined by 1.1 and 3.1 per

cent respectively. For the full year of 1998, 
merchandise imports were estimated to have 
increased by 1.9 per cent compared with double-digit 
growth in the previous year. The slowdown of 
imports, despite slower export growth, caused the 
merchandise trade deficit, including the shuttle trade, 
to deteriorate only marginally from $15.4 billion in 
1997 to $15.9 billion in 1998.

Capital inflows/outflows

In India, there was a decline in overall net 
capital inflows from $10.4 billion in 1997 to an 
estimated $9.8 billion in 1998, despite higher inflows 
of FDI and commercial bank credit, and the 
successful launch of five-year “Resurgent India 
Bonds” attracting over $4 billion from non-resident 
Indians.

The situation regarding capital flows was 
somewhat affected by India’s nuclear explosions in 
the month of May 1998 and subsequent sanctions 
imposed by the United States and other G-7 
countries. Under the sanctions, loans by the United 
States and Japanese banks to official agencies were 
cut off, and trade finances and a major part of 
international and multilateral development aid were 
postponed. The confidence of foreign investors was 
negatively affected by the sanctions. In the third 
quarter of 1998, Moody’s Investors Service 
downgraded the Indian credit rating, which raised the 
cost of borrowing for Indian private companies and 
state corporations.

The changing composition of the capital 
account in favour of non-debt-creating financial flows 
led to impressive improvements in debt indicators. 
The debt-to-GDP ratio declined continuously from 41 
per cent in 1991 to 28 per cent in 1996 and further 
to 26 per cent in 1997 and 1998. The debt-service 
ratio also declined continuously from 35 per cent in 
1990 to 21.2 per cent in 1997 and further to 19.5 
per cent in 1998. Foreign currency reserves were at 
$30.2 billion, equivalent to 6.6 months of imports at 
the end of March 1998.

In the Islamic Republic of Iran, the capital 
account balance shifted from a surplus to a deficit 
from 1995 onward, mainly owing to large debt- 
service payments. The deficit in the capital account 
at $4.8 billion in 1997 was somewhat lower than in
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1996. However, progress was achieved in reducing 
the outstanding stock of external debt and improving 
its maturity structure through the use of long-term 
inflows in the form of project financing and refi- 
nancing arrangements. The outstanding external 
debt declined from its peak of $23 billion in 1993 to 
$12.1 billion in 1997. A notable feature in this 
phenomenon was the reduction of short-term debt 
from its peak of $6.7 billion in 1994 to $3.3 billion in
1997. Owing to the continued existence of a 
number of deterring regulations in the area of FDI, 
only 50 projects totalling $722 million were approved 
between 1993 and October 1997; however, actual 
investment inflow was a very low $40 million. An 
alternative to FDI that is becoming important in the 
country is the buy-back arrangement, under which 
foreign investors, especially in the oil and gas sector, 
receive a portion of output generated by a project. 
In 1998, two such agreements were concluded for 
the development of a gas field and an oilfield. This 
type of arrangement was also expected to increase 
the efficiency of oil production through technological 
improvement, without increasing direct foreign 
ownership.

Long-term capital inflows in Pakistan declined 
to $1.7 billion in 1998 from $2.1 billion in 1997. 
Although the overall balance of payments improved 
over the year owing to an improvement in the 
current account balance, there was significant 
drawdown on the country’s foreign currency deposits. 
The foreign exchange reserves were depleted and 
estimated at $930 million as of end June 1998, 
compared with $1,143 million recorded at the same 
time in the previous year. The credit-rating agency 
Standard & Poor’s lowered the country credit 
rating in October 1998, which increased the cost of 
commercial borrowing from abroad.

FDI declined from $682 million in 1997 to $601 
million in 1998 and portfolio investment from $377 
million to $167 million. Total outstanding medium- 
term and long-term debt (regular debt repayable in 
foreign exchange) was estimated at $22.8 billion, or 
35.7 per cent of GDP, in 1998, which was slightly 
less than the 37.5 per cent of GDP in 1997. Debt 
servicing as a percentage of export earnings 
increased marginally in 1998 to 27.7 per cent from 
27.2 per cent in 1997. One of the major priorities of 
policy making in the country has been to ensure 
servicing of foreign debts. Debt servicing of loans 
has continued to be a burden on the government

against the background of sizeable current account 
deficits and assumed particular significance in fiscal 
year 1999. The testing of nuclear weapons in May 
1998 triggered sanctions by the G-7 countries 
against Pakistan and postponement of assistance by 
international financial institutions. The assistance 
from IMF was consequently held in abeyance. 
However, the sanctions were eased towards the end 
of 1998 and IMF lending was resumed in early 
1999. Immediately after the nuclear blast, the 
government froze foreign currency accounts of resi- 
dent and non-resident Pakistanis, with total deposits 
of $10.9 billion. However, foreign currency account 
holders were allowed to withdraw money in domestic 
currency at the prevailing official exchange rate. 
They were also given the option of converting their 
deposits into dollar bonds with attractive interest 
rates.

In Sri Lanka, net inflow of capital in 1998 was 
estimated to increase to $529 million, including 
government borrowing in international capital markets 
amounting to $100 million. The net inflow of FDI 
was estimated to increase by 12 per cent to $145 
million. The rate of increase was lower than that 
observed in 1997. Net portfolio investment in 1998 
was estimated to be negative as foreigners 
continued to sell their shares in the Colombo Stock 
Exchange, reflecting the contagion effect of the 
financial turmoil in the major emerging markets of 
the region. Gross official reserves were estimated at 
$2,029 million at the end of fiscal year 1998, equiva- 
lent to 5.3 months of imports.

In Turkey, the inflow of portfolio investments at 
$1.4 billion in the first six months of 1998 was 
slightly lower than the $1.2 billion in the same period 
in 1997. Mainly because of the increase in private 
sector borrowings, a net inflow of $2.7 billion long- 
term capital took place in the first six months of
1998, compared with a net inflow of $1.6 billion in 
the same period in 1997. On the short-term capital 
account, a net inflow of $3.5 billion was realized in 
the first six months of 1998 compared with $1.9 
billion in the same period of 1997. After registering 
a sharp rise in April-July 1998, official reserves 
started to decline in the second half of August as a 
result of outflows induced by the financial turbulence 
created by the financial crisis in the Russian 
Federation. However, official reserves stood at 
$22.1 billion in October 1998, $3.7 billion higher 
than at the end of the previous year.
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Financial sector developments

One of the aims of financial sector policies in 
the South and South-West Asian countries in 1998 
was the maintenance of a comfortable liquidity 
position for the commercial sector, while at the same 
time containing the growth of overall money supply 
by restraining direct government borrowing from the 
central bank. All the countries learned lessons from 
the regional financial crisis, and the prudential 
regulations of the financial institutions were streng- 
thened significantly.

In India, the overall liquidity position in 1997 
and 1998 remained comfortable. The cash reserve 
ratio of the banks was reduced from 10 per cent in
1997 to 8 per cent in 1998, which allowed the banks 
to expand commercial credit. To enhance demand 
for credit, a one percentage point reduction in bank 
lending rates was made. Bank credits increased by 
16.5 per cent in 1997 owing to a sharp increase in 
credit to finance food procurement operations. Bank 
credit was estimated to increase by 17.5 per cent in 
1998, with 92 per cent of the increase in credit 
attributable to financing large procurement of rice 
and wheat.

Commercial bank credits traditionally comprised 
bank’s advances in the form of loans, cash credits, 
overdrafts and inland as well as foreign bills 
purchased and discounted. However, with deregula- 
tion, there has been a noticeable shift in the bank’s 
asset portfolio mix, with a substantial increase in 
investment in money and capital market instruments 
such as commercial paper, shares and debentures 
issued by the commercial sector. Banks also held 
government securities in excess of their statutory 
obligations to do so. As a result of all this, there 
was a reduction in the net non-performing assets of 
the commercial banks, which was estimated at 8 per 
cent of net advances in 1998 compared with 8.7 per 
cent in 1997 and 9.2 per cent in 1996. Most of the 
public sector commercial banks were expected to 
attain the minimum capital adequacy ratio of 8 per 
cent by the end of 1998.

Deterioration in the current account balance in
1998 and large outflows of foreign institutional 
investment put downward pressure on the exchange 
rate. The Reserve Bank of India intervened in the 
exchange market from time to time. However, the

Indian rupee depreciated by 14.5 per cent between 
August 1997 (the time around which the regional 
economic crisis started) and October 1998.

In the Islamic Republic of Iran, credit ceilings 
on the banks continued to be administered by the 
central bank; both credit-to-deposit ratio and overall 
credit ceiling are supervised. Commercial bank 
rates of return are set administratively by the central 
bank. Under Islamic banking, these are expected 
rates of return; ex-post rates may be higher or lower 
than quoted rates depending on the profitability of 
the projects financed by banks. The weighted 
average deposit rate and the rate of charge (on 
loans and advances) were 12.4 and 16.8 per cent 
respectively in 1997, lower than the inflation rate, 
implying that real rates were negative. On the 
lending side, the negative real rates on bank 
facilities contributed to heightened demand for bank 
credits, putting pressure on the effectiveness of the 
supervisory instruments of monetary control (such as 
overdraft interest rate) at the disposal of the central 
bank.

The Islamic Republic of Iran continued to have 
a dual foreign exchange system. Since May 1995, 
the rate is around 1,750 Iranian rial to the dollar 
under the lower rate and 3,000 rial to the dollar 
under the higher rate. In general, the lower rate is 
applied to oil and gas export receipts, imports of 
essential goods and services, and public sector debt 
services and the higher rate to all other current 
account transactions, including non-oil exports, 
imports of industrial goods, spare parts, raw mate- 
rials, and service receipts and invisibles. However, 
attempts are being made to unify the exchange rates 
in the broader context of liberalizing the trade 
regime.

In Pakistan, the government ensured the avail- 
ability of enough liquidity in the economy in 1997 by 
taking a number of measures, which were further 
reinforced in the early part of 1998. These 
measures included changes in the central bank’s 
refinance policy which influenced both the supply 
and the cost of credit. A major reduction in the 
liquidity ratio freed the bank’s funds and a large 
expansion of credit in the private sector could then 
be financed. The rediscount rate was lowered by 2 
percentage points. The maximum rate of finance 
(interest rate) to be charged by the banks from their 
borrowers under the export finance scheme and the
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scheme for financing locally manufactured machinery 
was reduced from 11 to 8 per cent. As a result of 
these measures, from late 1997, a brisk revival of 
private sector demand for credit occurred and 
contributed to the recovery of the industry sector in 
fiscal year 1998. It is noteworthy that credit condi- 
tions were eased under a regime where inflation was 
controlled by containing the overall growth of the 
money supply (M2) by reducing government borrow- 
ing.

A number of steps were taken during 1998 to 
strengthen the prudential regulation of banks, 
enhance recovery of defaulted loans and restructure 
public sector banks. Effective from the accounting 
year ending December 1997, the existing format of 
the balance sheet and profit and loss accounts of 
banks was changed to conform to international 
standards, ensuring adequate transparency of 
operations. Also, concerning prudential supervision, 
the central bank introduced regulations on capital 
adequacy, maximum capital requirements, loan 
concentration and exposure limits, and accounting 
and auditing standards consistent with international 
norms. As regards commercial bank restructuring, a 
large number of redundant bank staff were 
retrenched and about 300 loss-making branches 
were closed during the first half of 1998. Efforts 
were initiated towards divesting government’s remain- 
ing ownership in two commercial banks and two 
development financial institutions, and for privatizing 
nationalized banks.

Important developments took place in the area 
of foreign exchange controls in the aftermath of the 
sanctions imposed on the country. The foreign 
exchange regime was adjusted to boost exports, 
restrict non-essential imports and increase remit- 
tances through the banking system. Exporters/ 
persons receiving remittances and invisible receipts 
(other than interest income from abroad) have been 
allowed to retain 50 per cent of the proceeds for two 
weeks. They can sell these proceeds to the banks 
at the open market exchange rate. The remaining 
50 per cent has to be surrendered at the official 
exchange rate to the State Bank of Pakistan. The 
import of essential items such as wheat, pulses, 
edible oil, petroleum group, fertilizer, pesticides and 
pharmaceutical products has been allowed at the 
official exchange rate. All other imports have had to 
be financed by buying foreign exchange at the rate 
which is the mean of the open market and official

exchange rates. This has created a dual exchange 
rate system in the country. In fiscal year 1998, the 
Pakistan rupee/dollar exchange parity was adjusted 
downward twice: by 8 per cent in October 1997 and 
4.5 per cent in May 1998.

In Sri Lanka, the budget deficit as a percent- 
age of GDP was 6.3 per cent in 1998 compared 
with 4.5 per cent in 1997. The financing of the 
deficit increased from the banking system. Open 
market operations were used to limit the overall 
liquidity increase in the economy and excessive 
upward pressure on the interest rate. Bank credit to 
the private sector recorded a moderate increase. 
The regional financial crisis prompted the central 
bank to impose strict prudential regulations for 
maintaining the quality of the commercial banks’ 
portfolios. The banks have been keeping provision 
for loans and advances which have been in default 
for six months or more. Such provision is now to be 
made for loans which are three months in arrears. 
However, owing to the relative insulation of the 
capital market, the regional economic crisis did not 
do much damage to the foreign exchange market; 
the nominal exchange rate depreciated by a 
moderate 6 per cent during the first half of 1998.

In Turkey, the government tried in 1998 to 
provide liquidity for financial markets which had been 
depressed from the fallout of the Russian financial 
crisis. The government announced a series of 
measures in early September 1998 for this purpose. 
The measures included the abolition of withholding 
tax on interbank deposits following their reduction 
from 12 to 6.6 per cent in July 1998, the reduction 
of the bank and insurance transaction tax from 5 to 
1 per cent and the removal of withholding tax on 
domestic borrowing from October 1998. Also 
included were a reduction in withholding tax on 
interest accrued on bank deposits and the intro- 
duction of tax breaks on long-term government 
securities. These measures were expected to lower 
interest rates and thus the cost of borrowing.

Exchange rate policy in Turkey has been 
implemented with a view to maintaining international 
competitiveness. There was a large depreciation of 
the domestic currency in nominal terms between 
January and October 1998. However, the real 
effective exchange rate appreciated marginally over 
the same period.
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Policy issues and responses

The countries belonging to the South and 
South-West Asia subregion have been pursuing the 
dual macroeconomic objectives of high GDP growth 
and low inflation. In this endeavour, a number of 
issues have emerged which, in spite of governments’ 
best efforts have not been resolved satisfactorily and 
continue to constrain the achievement of a higher 
level of economic performance.

Despite a number of economic deregulation 
and liberalization measures to boost private invest- 
ment and the output of the industrial sector, the 
performance of the sector has not been satisfactory. 
One of the major reasons for the slow growth of 
industry can be identified as the lack of adequate 
availability of physical infrastructure, including electric 
power and transport (roads, railway and ports). 
Such constraints adversely affect the utilization of 
existing capacity and also deter new investment in 
the sector. Most countries have been trying hard to 
increase investment in power and transport. For 
example, in the 1998 budget, the Government of 
India increased net spending on the infrastructure 
sector by a hefty 34 per cent. Some countries have 
been offering incentives to attract foreign investment 
in the energy sector, including through guaranteed 
rates of return. In some instances, these efforts 
have been undermined by negotiation problems. On 
the other hand, public sector enterprises involved in 
these areas required major improvements in 
efficiency to be able to generate any investible 
surplus.

The agricultural sector is very important in 
most countries, contributing substantially to GDP. 
More importantly, a very large percentage of the 
population depends on this sector for employment 
and for supply of food. The performance of this 
sector therefore has important direct implications for 
poverty. Besides, this sector supplies raw materials 
to industries; sugar milling, cotton milling and tea 
processing are some of the important industries in a 
number of countries. Governments have attempted 
to boost agricultural production, especially cereal 
production, by extending a number of incentives to 
farmers. However, the growth of agricultural 
productivity seems to have slowed down following 
earlier breakthroughs after the adoption of green

revolution technologies, and the sector remains 
highly vulnerable to natural phenomena of both flood 
and drought. A number of reasons can be identified 
which are holding back the growth potential of this 
sector. Some of these are lack of investment in and 
maintenance of irrigation infrastructure, insufficient 
marketing logistics and inadequate diversification. 
The dominant preoccupation with traditional cereals, 
in many instances, constrained growth of high value- 
added non-cereal crops with good export market 
potential.

Reducing the budget deficit is an issue with 
which most of the countries of the South and South- 
West Asian region have been grappling. Govern- 
ments have been making efforts to increase revenue 
as well as decrease expenditure, especially current 
expenditure. Revenue-increasing measures have 
included widening the tax base, simplification of tax 
regimes and improvements in the efficiency of tax 
administration. However, budget overruns are not 
uncommon. Expenditure increases have been a 
major reason for the failure to contain the deficit, 
despite efforts to trim them, including reducing a 
variety of subsidies. Associated with large deficits 
are the modalities for their financing. Non- 
inflationary financing of deficits under which a major 
part of the deficit is financed by raising resources 
from the market and not from the central bank have 
been used by many countries. Although such a 
modality might be effective in containing the growth 
of the money supply and inflation in the short run, it 
increases the level of government’s domestic debt 
and future interest payments, thus contributing to the 
increase of current expenditure in the medium and 
long run. Domestic public debt-servicing liability is 
already significant for some countries in the 
subregion.

Enhancing the commercial viability of public 
sector enterprises, many of which continue to incur 
heavy losses, is a very important policy issue in the 
subregion. A reversal in this situation could strongly 
contribute to the domestic resource mobilization and 
consequently to the reduction in the savings- 
investment gap. Governments’ responses to this 
problem have assumed different modalities: increas- 
ing the efficiency of the public sector by exposing it 
to competition, outright sale and divesture. For 
example, the Government of Sri Lanka in the 1998
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Sources: ESCAP secretariat calculations based on ADB, Key Indicators of Developing Asian and Pacific Countries 1998 
(Oxford University Press, 1998); and national sources.

Notes: Data for 1998 are estimates. Industry comprises mining and quarrying; manufacturing; electricity, gas and 
power; and construction.

a Refers to manufacturing only.

budget planned the divesture of a 40 per cent share 
of the national airline and the sale of minority shares 
of selected plantation companies as a part of its 
privatization drive. The Government of India, in the 
same year, proposed measures to introduce compe- 
tition in the insurance sector. However, bringing 
about major improvements in the performance of 
public enterprises will continue to engage the 
attention of governments for quite some time to 
come.

South-East Asia

Growth performance

The South-East Asian subregion was worst hit 
by the economic crisis in terms of its impact on 
output. GDP contracted significantly in Indonesia, 
Malaysia and Thailand, and marginally in the 
Philippines in 1998 (table II.13). Singapore had 
very little growth, Brunei Darussalam and Viet Nam

Table II.13. Selected South-East Asian economies: growth rates, 1995-1998

(Percentage)
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Brunei Darussalam

Indonesia

Malaysia

Philippines

Singapore

Thailand

Viet Nam

1995
1996
1997
1998

1995
1996
1997
1998

1995
1996
1997
1998

1995
1996
1997
1998

1995
1996
1997
1998

1995
1996
1997
1998

1995
1996
1997
1998

3.0
3.5
4.0
2.5

8.2
8.0
4.7 

-14 .0

9.5
8.6
7.8 

- 6.0

4.8
5.7
5.2 

-0 .5

8.7
6.9
7.8
1.3

8.8
5.5 

-0 .4  
-7 .8

9.5
9.3 
8.8 
5.8

2.2

4.4
3.0 
0.6 
0.4

1.1
2.2
3.0 

-7.1

0.8
3.1 
2.9

- 6.6

8.0
6.0

-5.8
-9.9

2.5 
3.8
1.2
2.5

5.1
4.4
4.5 
2.0

-0 .9

10.4
10.4 
5.6

- 16. 0a

13.8 
11.2
10.8
-7 .6

7.0
6.3
6.1 

-1 .7

9.5
6.5
6.6
1.3

10.5
7.0

- 0.1
- 1 0 . 0 a

13.9
13.8
13.1
10.7

6.0

7.6
7.3
5.3 

-15 .9

7.6
7.7 
7.9 
0.9

5.0
6.5
5.5
3.5

8.2
7.1
8.5
1.3

9.0
4.6 

- 1.1 
-6 .9

10.8
9.3
8.3
5.0

Rates of growth

GDP Agriculture Industry Services



recorded considerable deceleration from last year’s 
level. However, Viet Nam’s economy still managed 
to expand by about 6 per cent. In all the countries 
in the subregion, aggregate demand suffered, and 
on the supply side the performance of the industrial 
sector seriously deteriorated.

Brunei Darussalam enjoyed a steady improve- 
ment in economic growth, with a rate of 4.0 per 
cent in 1997 compared with 3.5 per cent in 1996 
and 3.0 per cent in 1995. Shielded from the worst 
of the regional financial onslaught by its large oil 
and gas reserves, Brunei Darussalam has fared 
much better than neighbouring Malaysia and Indone- 
sia, but with oil revenues squeezed by low world 
prices and weak domestic demand despite a fiscal 
stimulus in the middle of the year, GDP was esti- 
mated to expand by 2.5 per cent in 1998. The 
government’s 1996-2000 development plan targeted 
5 per cent annual growth.

Indonesia has been hit the hardest by the 
economic crisis. The impact of the crisis was 
aggravated by a number of economic as well as 
non-economic factors. There was a sharp decelera- 
tion in GDP growth in 1997 when it fell to 4.7 per 
cent, despite strong growth in the first half of the 
year, as compared with 8.0 per cent in 1996. All 
major sectors of the economy suffered major 
setbacks. During the years immediately preceding 
this crisis, many of the corporate entities, in both 
manufacturing and financial services, accumulated 
large volumes of short-term debt. The rapid 
depreciation of the currency sharply increased the 
cost of servicing these loans. Moreover, with 
growing political uncertainties, there was a 
reluctance on the part of foreign lenders to roll over 
existing loans or to extend new loans. The resultant 
loss of confidence in the viability of the financial 
institutions caused a run on bank deposits. The 
inevitable consequence was a severe liquidity crunch 
which affected the growth of output in both manu- 
facturing and services. Particularly hard hit was the 
construction industry, which registered negative 
growth in the second half of 1997. Meanwhile, the 
prolonged drought slowed down growth in the 
agricultural sector to just 0.6 per cent in 1997 from 
3.0 per cent in 1996. On the demand side, 
weakening consumption and private investment 
contributed to lower GDP growth in 1997. The 
sluggish consumption and private investment,

especially in the second half of 1997, were the 
result of higher inflation caused by the depreciation 
of the rupiah, growing unemployment and consider- 
able problems in the intermediation functions of the 
financial system.

The crisis deepened in 1998 when GDP 
contracted by about 14 per cent, negative growth for 
the first time in three decades for Indonesia and the 
largest contraction among all economies in the 
region. The sectors experiencing the most severe 
decline in output were construction, commerce, 
financial services and manufacturing. The agricul- 
tural sector was able to grow marginally. 
Macroeconomic instability created an atmosphere of 
widespread uncertainty in the business climate. At 
the same time, social unrest, especially street 
demonstrations and rioting in May 1998, disrupted 
production and distribution. Poor performance of 
exports was another factor responsible for bringing 
down GDP. The government eventually adopted an 
expansionary fiscal policy to contain the contraction 
of GDP; the budget deficit increased from 0.9 per 
cent of GDP in 1997 to 6.0 per cent of GDP in 
1998.

In the first half of 1997, the Malaysian 
economy continued its strong growth momentum of 
the past five years by expanding at a rate of 8.5 per 
cent. The effect of the regional economic crisis 
began to be felt in the second half of the year, when 
growth moderated to 7.1 per cent. The slower 
growth was caused by sluggishness in aggregate 
demand, because of the fall in private expenditure 
(consumption and investment) as a result of severe 
currency depreciation, the collapse of the equity 
market and a liquidity squeeze in the banking sector. 
Activity in the mining, services and construction 
sectors decelerated but the manufacturing sector 
maintained a robust growth performance at 12.5 per 
cent. The agriculture sector also performed better in 
1997, growing by 3.0 per cent compared with 2.2 
per cent in 1996. The overall growth rate of GDP 
was 7.8 per cent in 1997.

As the regional turmoil deepened, the 
Malaysian economy experienced the full impact of 
the crisis and contracted in 1998 for the first time 
since 1985. In view of the impending recession, the 
government during the latter part of the year 
adopted a strategy of fiscal stimulus and relaxation
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of monetary policy to revive the domestic economy. 
These measures contained the overall contraction in 
1998 to 6.0 per cent. Private consumption declined 
steeply as a result of the adverse wealth effect of 
the drop in prices of assets, including stocks, 
increased unemployment, higher interest rates and 
inflation. Private investment was also strongly 
discouraged by tight liquidity and the higher cost of 
credit. The increased cost of production resulting 
from the higher prices of imported intermediate 
goods in the face of falling demand was an 
additional disincentive for private investment. All the 
major sectors of the economy were adversely 
affected. The manufacturing sector output, which 
contributes about 33 per cent to GDP, was estimated 
to shrink significantly in 1998, a sharp contrast to 
the 12.5 per cent growth of 1997. After growing by
9.5 per cent in 1997, the construction sector suffered 
a huge contraction in 1998. The agriculture sector 
was not immune either and it was affected by 
adverse weather conditions as well. The recession 
naturally affected the service sector and its growth 
was estimated to decelerate to less than 1 per cent 
in 1998 from 7.9 per cent in the previous year.

The Philippines showed a notable measure of 
resiliency amidst the regional economic crisis. The 
decline in the Philippine peso’s value was one of the 
lowest among the countries affected; hence, the 
economic disruption arising from the crisis was 
moderate. The negative effect of the crisis on the 
real sector was not apparent immediately after the 
onset of the crisis in 1997. For instance, six months 
into the crisis, industry was growing in real terms by 
6.0 per cent. Strong growth was recorded in mining 
and quarrying, construction, finance and transporta- 
tion, communication and storage. However, evidence 
of a slowdown could already be seen in manufac- 
turing, the utilities, trade, housing and other private 
sector construction activities. For the whole of 1997, 
GDP posted a growth of 5.2 per cent on account of 
a more favourable performance during the first half 
of the year.

By the first quarter of 1998, it was obvious that 
the crisis would have a much deeper impact than 
initially expected. While interest rates were on the 
downtrend and the peso-dollar exchange rate was 
appreciating after January 1998, higher production 
costs and expectations of weak demand combined to 
depress production. Compounding the problem was

the El Niño effect on agriculture, which recorded one 
of its worst performances, with agricultural output 
declining by 7.5 per cent during the first half of 
1998. For the whole year, the sector recorded a 
negative growth rate of 6.6 per cent. The effect of 
the crisis was the most severe in the industrial 
sector, which contracted by 1.7 per cent in 1998. 
Output in manufacturing and construction was 
estimated to decline. Services, meanwhile, grew by
3.5 per cent, buoyed by the relatively better perfor- 
mance of transportation and communication and the 
finance sectors. The lagged effect of the crisis on 
production can be partly traced to the slow trans- 
mission of the crisis on demand. Investment growth 
was still surprisingly hefty during the second half of 
1997. By the first quarter of 1998, however, invest- 
ment had already declined by 9.2 per cent and it 
declined further by 14.5 per cent during the following 
quarter as the high interest rate regime, uncertainty 
over the currency movements and the difficulty of 
getting working capital dampened investor interest in 
expansion. Offsetting the lower investment growth 
was the relatively strong growth of personal con- 
sumption expenditure. Government assurance that 
the crisis was temporary, in addition to the upward 
adjustments in minimum wages implemented in 1997 
and 1998, contributed to boosting consumer confi- 
dence. On the external front, exports continued to 
grow at a relatively healthy rate. For 1998, GDP 
was estimated to contract by 0.5 per cent.

The Singapore economy began to feel the full 
impact of the regional economic crisis in 1998. 
Although several tax concessions and other 
measures were announced in 1998 to help ease 
business costs and to improve access to working 
capital, the deteriorating regional economic environ- 
ment affected its growth performance. Weak domes- 
tic demand and depressed corporate earnings, in 
combination with a large fall in the value of the 
Singapore dollar and in stock prices, exerted a 
strong negative influence. Fixed asset investment in 
manufacturing fell by 8 per cent in 1998. GDP was 
estimated to have grown by just over 1 per cent in 
1998 against 7.8 per cent in 1997. There was an 
across-the-board deceleration in growth of all the 
major sectors of the economy. Singapore’s relatively 
better performance compared with its neighbours 
was because of its strong economic fundamentals, 
including high foreign reserves and negligible foreign 
debt.
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Since Singapore’s economy is heavily de- 
pendent on external trade, the government has 
been very conscious of the need to maintain and 
strengthen the competitiveness of the economy. In 
addition to the tax measures envisaged in the 1998 
budget, the government announced a package of 
S$2 billion in June 1998 to stimulate the economy. 
The package included tax breaks to reduce 
business costs and additional spending for 
infrastructure projects. In November 1998, the 
government accepted the recommendations of the 
Committee on Singapore’s Competitiveness to cut 
business costs. The recommendations included a 
proposal to cut wages by 5 to 8 per cent and 
reduce the employer’s contribution to the Central 
Provident Fund by 10 percentage points. The 
current employer’s contribution is equivalent to 20 
per cent of a worker’s monthly wages. The cut in 
the Central Provident Fund was to be effective 
from the beginning of 1999 and will remain in 
place for two years.

The current regional economic crisis, which 
started in Thailand in the middle of 1997, caused a 
contraction of GDP of that country by 0.4 per cent 
during the same year. A large number of busi- 
nesses closed down and laid off employees. Many 
financial institutions faced the problems of deteriorat- 
ing asset quality and liquidity shortage, and a large 
number of finance companies were ordered to close 
down their operations. Foreign investors and 
creditors thus lost confidence in the economy, result- 
ing in large capital flight from the country. The 
impact of the capital flight was aggravated by a 
number of structural problems, particularly in the 
financial sector, which were not so obvious when the 
economy was growing fast. The spread of the crisis 
in other countries with which Thailand has strong 
economic linkages has delayed recovery. The 
agricultural sector grew by 1.2 per cent in 1997, 
lower than the 3.8 per cent in 1996, owing to 
unfavourable weather conditions which lowered the 
production of key crops such as maize, cassava and 
sugar cane. The non-agricultural sector contracted 
by 0.6 per cent; the construction, banking and 
finance, and insurance sectors were the worst hit. 
The manufacturing sector grew only marginally, with 
negative growth of production starting in the second 
half of the year. On the demand side, both 
domestic consumption and investment declined. 
While private investment contracted sharply, public

investment continued to expand but at a lower rate, 
mainly in infrastructure development and rural deve- 
lopment projects.

The crisis further intensified in 1998 and GDP 
registered negative growth of 7.8 per cent. The only 
sector that managed to grow at a positive rate (2.5 
per cent) was agriculture. In fact, its growth rate 
improved compared with the previous year because 
most crop production increased and livestock 
production expanded, especially of frozen chicken. 
The construction sector contracted by 22 per cent 
and the manufacturing sector by 10 per cent; both 
subsectors were adversely affected by the severe 
liquidity crunch and excess capacity. The services 
sector posted negative growth of about 7 per cent, 
reflecting the recessionary trend in the economy. 
Private investment showed a marked decline; the 
average investment index dropped by about 40 per 
cent in the first seven months of 1998. Private 
consumption, especially expenditure on durable 
goods, continued to fall in line with a contraction of 
both economic activities and purchasing power. A 
decline in merchandise exports in dollar terms also 
contributed to lowering GDP in 1998. The strict 
austerity measures did not prove helpful in steering 
the economy along the path of recovery. The tight 
fiscal policy strategy was slightly eased in March 
1998. As a result, the budget recorded a deficit 
equivalent to 2.4 per cent of GDP in 1998 against 1 
per cent of GDP in 1997 and surpluses in several 
earlier years.

Viet Nam virtually escaped the direct adverse 
impact of the economic crisis in 1997, when its 
economy grew at 8.8 per cent, in line with the 
growth rates of earlier years. All the sectors 
maintained their previous high growth rates. The 
crisis started affecting the economy in 1998, mainly 
through a sharp reduction in foreign investment 
and loss in competitiveness of exports, resulting 
from relatively less depreciation of the domestic 
currency compared with other countries in the re- 
gion. Moreover, domestic industry struggled in the 
face of capital shortages and slowed market 
demand. GDP was estimated to grow at 5.8 per 
cent in 1998. Growth fell in all the main sectors, 
including agriculture. The agricultural sector was 
adversely affected by unfavourable weather condi- 
tions, prompting concerns about domestic food 
security.
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Inflation

The worst fear arising from the economic crisis 
and the heavy depreciation of domestic currencies 
was spiralling inflation. This turned out to be true 
only in the case of Indonesia. In all the other 
countries, price rises remained at the single-digit

level in 1998, although considerable increases were 
recorded compared with the previous year (table 
II.14). The only exception was Singapore, where the 
inflation rate turned marginally negative. The 
collapse of domestic demand and soft world 
commodity prices, including oil, were the restraining 
factors for inflation in most countries.

Table II.14. Selected South-East Asian economies: summary of macroeconomic indicators, 
1995-1998

Sources: ESCAP secretariat calculations based on ADB, Key Indicators of Developing Asian and Pacific Countries 1998 
(Oxford University Press, 1998) and Asian Development Outlook 1998 (Oxford University Press, 1998); IMF, International 
Financial Statistics, vol. LI, No. 11, November 1998; and national sources.

Note: Data for 1998 are estimates.

a Excluding grants. 
b January-March.
c Refers to changes in the consumer price index. 
d As a percentage of gross national product. 
e January-June.
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Indonesia

Malaysia

Philippines

Singapore

Thailand

Viet Nam

Savings/GDP 
Investment/GDP 
Budget balance/GDPa 
Money supply growth (M2) 
Inflation ratec

Savings/GDP 
Investment/GDP 
Budget balance/GDPa 
Money supply growth (M2) 
Inflation ratec

Savings/GDP 
Investment/GDP 
Budget balance/GDP 
Money supply growth (M2) 
Inflation ratec

Savings/GDP 
Investment/GDP 
Budget balance/GDP 
Money supply growth (M2) 
Inflation ratec

Savings/GDP 
Investment/GDP 
Budget balance/GDP 
Money supply growth (M2) 
Inflation ratec

Savings/GDP 
Investment/GDP 
Budget balance/GDPa 
Money supply growth (M2) 
Inflation ratec

30.6 
31.9

0.4
27.6 

8.6

39.5
43.5 

0.9
24.0

3.4

14.6 
22.2

0.5
24.2

8.1

50.4
33.7

7.6
8.5
1.7

37.0
41.6 

2.9
17.0
5.8

19.0
27.1 
- 4.1
22.6 
12.7

30.2
32.7 

1.2
29.6

6.5

42.6
41.5 

0.7
20.9

3.6

15.6
24.2 

0.3
23.2

8.4

49.3
35.3 

6.8
9.8
1.4

35.8
41.7 

2.3
12.6
5.9

17.2
27.9 
-3 .2
22.7

4.5

31.0
31.6 
-0 .9
23.2
11.6

44.4
42.8 

2.4
21.5 

2.7

15.5
24.8 

0.1
26.1 

5.1

50.0
37.4 

3.3
10.3 
2.0

35.9
35.0 
- 1.0
16.5
5.6

20.1
29.0 
-4 .3
24.0

3.6

24.0
25.0 
- 6.0 
52.7 b
80.0

42.0 
34.2d 
-3 .4

3.1e
5.2

20.2
-1 .9
19.3e
9.0

50.0
32.0 

1.7 
8.6

-0 .3

26.0 
-2 .4  
13.8e
8.2

-3 .5
15.0

8.2

(Percentage)
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The inflation rate in Indonesia has been 
relatively low in recent years, helped by the govern- 
ment policy of keeping inflation at the single-digit 
level. The government has been controlling the 
prices of a number of main commodities such as 
rice, sugar, flour and edible oil. A prudent fiscal 
policy also helped. With the economic crisis, 
however, inflation rose to 11.6 per cent in 1997 and 
then shot up to 80.0 per cent in 1998. The main 
contributory factor was the sharp depreciation of the 
domestic currency. Money supply also grew rapidly, 
partly because of the sizeable liquidity support 
provided for cash-strapped banks. On the fiscal 
front, the sharp depreciation of the rupiah resulted in 
soaring government expenditure because of the 
ballooning outlays on items with foreign exchange 
components such as amortization of external debt as 
well as subsidies on imported food. Under the IMF 
package, subsidies were curtailed on some essential 
goods but later restored and increased to ensure the 
availability of food and other essentials at affordable 
prices throughout the country. The government has 
been implementing a special programme to provide 
rice at about half of the prevailing market price for 
low income families. IMF eventually agreed to a 
sizeable budget deficit, which was estimated at 6.0 
per cent of GDP in 1998. The prolonged drought 
resulted in a decline in the supply of agricultural 
products, especially foodstuffs. The breakdown of 
the distribution system exacerbated the problem. 
Rice, cooking oil, chicken, dry milk and eggs were 
among the commodities that contributed significantly 
to overall inflation. The rumours surrounding the 
scarcity of commodities sometimes triggered massive 
purchases, supported by large withdrawals from 
banks triggered by the deterioration of confidence in 
financial sector institutions. The inflationary pressure 
weakened during the last quarter of 1998.

In Malaysia, the rate of inflation was only 2.7 
per cent in 1997, the lowest since 1990. The food 
subgroup registered the highest increase. In 1998, 
the inflation rate was estimated to reach 5.2 per cent. 
The highest increase again came from the food 
subgroup. The severe currency depreciation had a 
strong influence on prices, but the estimated inflation 
rate in 1998 remained below expectation. This 
moderate inflation rate was the result of several 
actions by the government. It had introduced 
measures to increase supply and control the price of 
basic food items. The measures included direct 
subsidies for selected basic items of food, liberaliza- 
tion of food imports and finding cheaper sources of

imports. Price controls were established for 21 basic 
food items. The public sector austerity drive and 
tighter monetary policy during most of 1998 resulted 
in a significant decline in aggregate domestic demand.

The regional crisis did not immediately translate 
into higher prices in the Philippines. The inflation rate 
for 1997 was about 5 per cent, much lower than in 
the previous year. The sharp acceleration in the 
inflation rate, however, started in 1998. While non- 
food items were largely responsible for the inflation in 
1997, higher food prices due to the lower output of 
the agricultural sector, which was severely affected by 
the drought, triggered the increase in the inflation rate 
in 1998. However, improved weather conditions, 
combined with prudent fiscal and monetary policies, 
pushed down prices starting in July 1998. For the 
whole year, the inflation rate was estimated to reach 
9.0 per cent. Unlike past depreciation episodes in 
the country, the impact of the sharp depreciation on 
prices has so far been moderate for a number of 
reasons. First, manufacturers were more concerned 
with preserving their market shares than maintaining 
profit margins by raising prices. Second, the reduc- 
tion in international crude oil prices substantially 
offset the effects of the peso depreciation. Third, with 
minimal increases in oil prices, the transport fare 
hikes and the minimum wage adjustments were also 
lower compared with the past depreciation episodes. 
The tamed inflation was partly due to the tight 
monetary policy adopted in response to the crisis. 
The growth of money supply was steadily on the rise 
in 1997 prior to the crisis, reaching a peak in July 
1997, after which it has been on the downtrend. By 
June 1998, the growth of broad money was down to 
17 from 24 per cent in July 1997. On the fiscal side, 
the slowdown in the economy led to lower revenue 
collections, which in turn widened the national 
government deficit. Current expenditure had to be 
maintained at a generally high level in 1998 com- 
pared with 1997 in order not to push the economy 
into a recession and to protect social sector expendi- 
ture. In 1998, the national government was likely to 
incur a deficit equivalent to 1.9 per cent of GDP after 
four years of small surplus.

Singapore is a country with a tradition of low 
inflation. The rate of inflation averaged 2.2 per cent 
over the period 1992-1996. In 1997, the increase in 
the consumer price index was again limited to 2.0 
per cent. Despite the depreciation of the Singapore 
currency, consumer prices tended to decline. After 
increasing by less than 1 per cent during the first
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half of 1998, the consumer price index fell in the 
second half of 1998. The fall reflected slackening 
economic activity, slower growth in money supply 
and competitive pressures in retail business. The 
consumer price index for the full year fell by 0.3 per 
cent. This was the first annual decline since 1986.

Heavy depreciation of the domestic currency 
had a strong influence on the inflation rate in 
Thailand, but its impact remained restrained. The 
credit squeeze, high unemployment rate, cuts in real 
wages and the decline in the values of fixed assets 
dampened domestic demand and kept the price rise 
in check. The decline in the price of oil on the 
world market also helped in containing inflationary 
pressures. On the other hand, increases in value- 
added tax and the excise tax for many categories of 
goods contributed to inflationary pressure. The 
inflation rate which stood at 5.6 per cent in 1997 
rose to 8.2 per cent in 1998. Prices of food items 
increased by 9.6 per cent and non-food items by 7.3 
per cent.

Viet Nam made great progress in bringing 
down inflation from very high levels some years ago. 
In 1997, the inflation rate, at 3.6 per cent, was 
exceptionally low. Faced with the regional economic 
crisis, Viet Nam devalued its currency a few times 
during 1998 but the extent of overall depreciation 
was much more moderate compared with its neigh- 
bours. Nevertheless, it exerted pressure on price

levels. Food prices rose fast, partly because of 
reduced supply caused by bad weather conditions. 
The overall inflation rate was estimated at 8.2 per 
cent for 1998. The rate could be higher but for a 
number of countervailing factors. Smuggling from 
neighbouring countries whose currencies depreciated 
by far more than the dong, such as Thailand, 
perhaps rose and helped in containing prices. Tight 
credit and a reduction in the budget deficit also 
exerted a moderating influence.

Trade performance

The large depreciation of domestic currencies 
in the countries of the South-East Asian subregion 
was not accompanied by a commensurate increase 
in export values in dollar terms. Even where the 
volume increased, export earnings remained 
subdued owing to tough price competition in the 
international market. In fact, several countries 
recorded negative growth in 1998, but imports fell 
drastically, reflecting weak domestic demand. As a 
result, merchandise trade balances improved signifi- 
cantly. All the countries were able to record either 
lower current account deficits or large surpluses.

In Indonesia, merchandise exports in dollars 
grew at 7.3 per cent in 1997 compared with 9.7 per 
cent in 1996 (table II.15). Owing to the depreciation 
of the rupiah, non-oil/gas exports increased, while a

Table II.15. Selected South-East Asian economies: merchandise exports and imports in 
United States dollars and their rates of growth, 1995-1998

Sources: ESCAP secretariat calculations based on United Nations, Monthly Bulletin of Statistics, vol. LI I, No.11, 
November 1998; ADB, Key Indicators of Developing Asian and Pacific Countries 1998 (Oxford University Press, 1998); and 
national sources.

Note: Data for 1998 are estimates. 

a January-September.
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Exports (f.o.b.)
Value 

(millions of 
US dollars)

1997 1995 1996 1997

Annual rates of change 
(Percentage)

1998

Value 
(millions of 
US dollars)

1997

Imports (c.i.f.)

Annual rates of change 
(Percentage)

1995 1996 1997 1998

-34 .2  
-18 .0  
-17 .5  
-2 3 .4a 
-33 .0  

-3 .0

-2 .9
0.8

14.0
0.8

-13 .4
0.5

5.7
1.0

20.4
5.5

-1 .7
36.7

27.0
30.3 
25.7
21.3 
34.9
40.0

41 693 
79 050 
38 581 

132 445 
61 353 
11 200

-6 .3  
- 8.2 
16.9 

-1 7 .9a 
- 6.6 

0.9

7.3
0.8

22.8
0.0
3.8

22.0

9.7 
6.2

16.7
5.7 

- 1.2 
33.2

13.4
25.5
31.6 
22.1 
24.2 
34.4

53 444 
78 908 
25 088 

125 023 
57 619 

8 850

Indonesia
Malaysia
Philippines
Singapore
Thailand
Viet Nam



fall in oil prices on the world market led to a 
decrease in value of exports of oil/gas. Some of the 
constraints impeding export growth included lower 
demand, interrupted supply of imported materials for 
exported commodities with a high import content, 
difficulties in procuring containers and the liquidity 
problem arising from high interest rates. Total 
merchandise imports fell by 2.9 per cent in 1997, 
and this was entirely due to the rapid reduction in 
imports in the second half of the year. The ex- 
change rate crisis was responsible for most of the 
decline since the imports became expensive in the 
domestic currency. The situation was aggravated as 
a result of the difficulty in opening letters of credit 
with international banks. Merchandise exports 
remained depressed in 1998 and recorded negative 
growth of 6.3 per cent. Merchandise imports 
decreased by a much higher rate of 34.2 per cent in 
1998.

The current account deficit narrowed in fiscal 
year 1997/98 to 1.3 per cent from 3.5 per cent in 
the preceding year. The decline came primarily from 
the larger surplus in the merchandise trade account 
despite the increase in deficit in the services 
account. Further improvement in the current account 
balance and, in fact, a sizeable surplus was 
expected in fiscal year 1998/99 owing to a sharp 
reduction in imports. The number of tourists fell 
significantly because of unfavourable news relating to 
the haze occurring in some regions, as well as 
street demonstrations and riots.

In Malaysia, the sharp depreciation of the 
ringgit did not have much impact on trade perfor- 
mance in 1997. In dollar terms, exports as well as
imports recorded marginal growth of less than 1 per
cent. In the case of exports, expansion in volume 
was offset to a large extent by the decline in the 
dollar price. Keen competition arising from the 
larger exchange rate depreciation in countries in the
region enabled overseas buyers to demand down-
ward adjustment in export prices. Manufactured 
exports grew faster than those of primary commodi- 
ties, which in terms of volume registered a marginal 
decline. Exports of manufactured goods expanded 
mainly because of improved demand for semi- 
conductors and electronic components and parts, 
chemicals and chemical products, metal products 
and optical and scientific equipment. Total exports 
for 1998 were expected to contract by about 8 per

cent. Export items with a better export performance 
included iron, steel and metal manufactured goods, 
transport equipment, and electrical and electronic 
goods, but exports of logs and sawn timber were 
estimated to decline sharply owing to stiff competi- 
tion from Indonesia.

In 1997, imports of investment goods valued in 
dollars recorded the strongest growth (6.9 per cent), 
mainly due to lumpy imports, which doubled in 1997. 
Imports of intermediate goods declined by 4.9 per 
cent. Growth in imports of consumption goods 
stabilized at 1.3 per cent in 1997. Imports of 
intermediate and investment goods constituted about 
84 per cent of total imports. Total imports growth 
was expected to fall by about 18 per cent in 1998, 
indicating a severe investment slowdown and 
contraction of consumer demand.

The services account recorded a deficit in both 
1997 and 1998. The large net outflow originated 
from investment income. The improvement in the 
merchandise surplus in 1997 was offset by the 
higher deficit in the services account, and the 
current account was in deficit in 1997. For the first 
time since 1990, this deficit was estimated to turn 
into a surplus in 1998 because of the very large 
merchandise account surplus.

In the Philippines, merchandise exports rose 
by 22.8 per cent in 1997, an acceleration over the 
1996 record of 16.7 per cent. The expansion in 
merchandise exports was mostly due to higher 
exports of manufactured goods as the drought, 
combined with lower international prices for some 
traditional exports, led to lower exports of agri-based 
and mineral products. As in previous years, elec- 
tronics and semiconductors were the top export 
products, expanding by 30.6 per cent in 1997 and 
contributing 65 per cent to the expansion of total 
merchandise exports during the year. Export growth 
was estimated to slow down to 16.9 per cent in 
1998, still considerably better than most countries in 
the region. Exports grew by 18.8 per cent during 
the first half of 1998. The effects of poor weather 
were evident in the continued lacklustre perfor- 
mance of non-manufactured exports, although a 
slight recovery in sugar and other agri-based 
products was recorded during the period. Electro- 
nics exports equalled the previous year’s perfor- 
mance, while garments exports already posted
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positive growth, a turnaround from the previous 
years’ decline. As a whole, the growth of manufac- 
tured exports, however, slowed down to 19.5 per 
cent during the period. There was a noticeable shift 
in export markets in 1998 towards Europe, which 
emerged as the second largest export destination of 
products from the Philippines, replacing Japan.

The currency depreciation led to a slower 
import growth of 14.0 per cent for 1997 compared 
with the previous year’s hefty 20.4 per cent expan- 
sion. Consumer goods imports, which were declin- 
ing even before the crisis, bore the initial brunt of 
the sharp peso depreciation, as reflected in their 
decline by 7.2 per cent in 1997. Except for capital 
equipment and special transactions, all the other 
categories of imports expanded by a slower rate in 
1997, reflecting the start of the anxiety over the 
effects of the currency crisis on domestic demand. 
Imports have been on the decline since the start of 
1998 and for the whole year were estimated to 
decline by 17.5 per cent. For the first half of 1998, 
import growth was down by 14.0 per cent, with 
about 88 per cent of the decline due to lower 
imports of raw materials and intermediate goods and 
mineral fuels and lubricants, both of which were 
reflective of a slowing economy.

The decline in service exports, which started in 
1997, was expected to continue in 1998. In fact, for 
the first half of 1998, net services exports declined 
by 68 per cent as the lower payments were not 
enough to compensate for the lower growth in export 
receipts. There was also a noticeable slowdown in 
personal income remittances, which accounted for 
about a third of total services exports. The fact that 
exports grew at a respectable positive rate while 
imports suffered contraction brought about a 
substantially lower trade deficit in 1998. Hence, 
despite the reduction in net services exports and 
lower transfers, the current account deficit was 
estimated to go down drastically in 1998 to about 
$786 million, equivalent to 1.1 per cent of GNP, from 
the $4.4 billion deficit (5.3 per cent of GNP) incurred 
in 1997.

Merchandise exports of Singapore in United 
States dollar terms remained unchanged in 1997 
compared with 1996. However, in domestic 
currency, they increased by 5.3 per cent in 1997. 
Non-oil domestic exports increased owing to the

recovery in global demand for electronics. Exports 
of oil declined in 1997, resulting mainly from slower 
regional demand, keen competition from the regional 
refineries and mild winter weather in the northern 
hemisphere. Despite the depreciation of the 
currency, export volume growth has failed to pick 
up. Intense competition in the electronics and 
consumer electrical goods sector kept prices down 
and thus export revenue in 1998. Merchandise 
exports in United States dollars decreased by about 
18 per cent during the first nine months of 1998. 
Merchandise imports grew by 1 per cent in 1997. 
Import growth was registered in integrated circuits, 
computer parts and peripherals, disk drives, parts of 
aircraft, printed circuits, cellular and radio phones, 
and cigarettes. Imports fell sharply, by 23.4 per 
cent, during the first nine months of 1998. Firms 
have been running down stocks to meet export 
orders.

In 1997, the merchandise trade deficit widened 
as a result of positive growth in imports, in the face 
of stagnant exports. However, the surplus in the 
services account strengthened owing to higher 
investment income and transport sector receipts. 
The net travel receipts fell because of the financial 
crisis in the region and the hazy climatic conditions, 
as well as the continued increase in Singaporeans 
travelling overseas. The overall current account 
recorded a surplus equivalent to 15 per cent of GNP 
in 1997 against 16 per cent in 1996, and the surplus 
was expected to improve in 1998 because of a 
sharp reduction in imports.

Since the flotation of the baht on 2 July, the 
exports of Thailand have rebounded; they grew by 
about 4 per cent in 1997, compared with a modest 
decline in the previous year. Growth in manu- 
facturing exports, which accounted for more than 
80 per cent of total exports, was led by exports 
of chemical products, plastic products, computers 
and parts, integrated circuits and parts, as well 
as domestic resource-based and labour-intensive 
exports. Export earnings of agricultural products, on 
the other hand, fell because of the decline in rubber 
and tapioca prices. Rice and shrimp exports were 
restrained by supply limits, despite the significant 
increases in world prices. Exports in value terms 
were estimated to contract by 6.6 per cent in 1998 
because of the tight credit condition and soft 
external demand.
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In consequence of the slowdown in domestic 
demand and higher costs, imports fell sharply in
1997, by 13.4 per cent. The reduction was led by 
durable consumer goods, vehicles and parts, inter- 
mediate products and raw materials. Capital goods 
imports also contracted with the sharp slowdown in 
domestic production and investment. Along with the 
deceleration in industrial activities, diesel oil imports 
also declined, while crude oil imports rose owing to 
the recent expansion in the domestic oil refinery. 
Slower domestic demand and higher prices for 
imports in baht were expected to result in negative 
import growth of 33.0 per cent in 1998. Inventories 
for imported components were drawn down and 
replaced in some cases with less expensive domes- 
tic goods. Import growth also declined because of 
the lower demand for capital goods associated with 
fewer large investment projects.

The trade deficit narrowed significantly in 1997 
and, in fact, it turned into a surplus for the last four 
months of the year. Meanwhile, the service and 
transfer account surplus fell marginally from an 
increase in interest payments, despite the sharp
decline in travel payments. On the whole, the 
current account deficit improved significantly to 
approximately 2 per cent of GDP, against an 8 per 
cent deficit in the previous year. Despite a
contraction in exports, the current account was 
expected to register a large surplus in 1998 as a 
result of a drastic reduction in imports.

In Viet Nam, the value of merchandise exports 
grew by about 22 per cent in 1997, compared with 
an annual average increase of 35 per cent between 
1993 and 1996. The regional economic crisis had a 
major impact on exports in 1998. A smaller depre- 
ciation of the dong compared with other regional 
currencies also adversely affected exports. In 1998, 
exports increased by only about one per cent. 
Exports with better performance included computers 
and accessories and tea, while exports of garments 
and textiles remained virtually unchanged and 
exports of footwear fell marginally. Exports of some 
goods, such as crude oil and rubber, increased in
quantity but fell in value terms, owing to the fall in
world prices. Merchandise imports increased only 
marginally (0.5 per cent) in 1997 and decreased by 
3.0 per cent in 1998, reflecting the slump in domes- 
tic demand. The merchandise trade deficit in 1998 
was 18 per cent lower than in 1997.

Capital inflows/outflows

The capital accounts of the countries in South- 
East Asia generally remained under severe pressure, 
some registering negative balances. Improvements 
in the current account balances and official inflows 
helped in easing the pressure. However, there were 
large private capital outflows, especially in the bank- 
ing sector. The FDI situation remained mixed.

The capital account in Indonesia posted a 
deficit in fiscal year 1997/98 for the first time since 
the late 1960s. A huge deficit in private capital 
flows, which occurred during the second half of the 
fiscal year, was responsible for this outcome. 
Government capital flows showed a surplus, 
originating from an increase in the disbursement of 
official borrowing from IMF. During the first half of
1998, international aid to Indonesia suffered some 
setbacks but it was later resumed and expanded. 
On 15 July 1998, IMF approved an immediate loan 
payment of $1 billion and announced that donors 
had agreed to increase the total bailout lending by 
$6 billion. The government has made serious efforts 
to reschedule its external debt. The Paris Club 
creditor nations agreed on 23 September 1998 to 
reschedule $4.2 billion in principal payments of 
Indonesia’s sovereign debt. Furthermore, after a 
series of negotiations between the Indonesian private 
external debt team and the Steering Committee for 
creditor banks, an agreement on Indonesian debt 
restructuring was accomplished. The agreement 
covers three areas; interbank debt, trade credit 
facilities and corporate debt. The creditor banks 
agreed to extend the maturity of external debt.

In Malaysia, a large part of the long-term 
private capital has been in the form of FDI, which 
decreased in 1997. However, there was an increase 
in overall long-term capital inflows in 1997, mainly 
due to the increase of borrowings by non-financial 
public enterprises such as Syarikat Telekom Malaysia 
and Petronas. The pattern of short-term capital 
flows reversed dramatically in 1997. Since 1990, 
Malaysia has enjoyed a strong short-term private 
capital inflow, with the highest amount received in 
1993. However, in 1997, there was a massive 
exodus of portfolio investment. The most obvious 
liquidation was in the equity market. The interven- 
tion measures adopted by the authorities to support 
the ringgit at the beginning of the crisis could not 
stem the outflow as market participants were not 
convinced of a successful outcome. The overall
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capital account surplus shrank in 1997 compared 
with 1996. The level of long-term capital inflow in 
1998 was probably lower than in 1997. With the 
recent imposition of some measures of exchange 
controls, it is expected that future inflows may come 
mostly from long-term capital, while short-term 
capital, is likely to wait for clearer signs before 
making additional commitments.

The Government of Malaysia introduced foreign 
exchange and capital controls in September 1998 
with a view to stabilizing the currency, reducing 
interest rates and stimulating the economy. The 
government fixed the exchange rate of the domestic 
currency against the dollar and other currencies. 
Effective 1 October 1998, ringgit held outside the 
country could not be imported; nor could they be 
used to trade in or purchase goods from Malaysia. 
Certain limits were imposed on the amount of ringgit 
that citizens and visitors could bring into or take out 
of Malaysia. Export and import activities remained 
largely unaffected by these measures and the 
general convertibility of current account transactions 
was maintained. However, rules for FDI remained 
unchanged in that these investors were allowed to 
repatriate interest, profits, dividend and capital gains.

Some of the capital controls were eased in 
early February 1999 by allowing foreign portfolio 
investors to repatriate their capital and profits by 
paying some taxes. The restrictions on the outflow 
of portfolio investment have thus been replaced by a 
system of taxes. The new policy is aimed at 
encouraging existing portfolio investors to take a 
long-term view of their investment in Malaysia and 
to attract new capital inflows. At the same time, 
these new measures are expected to discourage 
destabilizing short-term flows.

Even prior to the crisis in July 1997, there 
were signs of pressure building up in the capital 
account of the Philippines; withdrawal of portfolio 
investments exceeded placements starting May 1997. 
When the crisis struck, the withdrawal of portfolio 
investments further intensified. At the same time, 
overseas payments by residents were also acce- 
lerating as local investors wanted to prepay their 
dollar obligations in anticipation of a further deprecia- 
tion of the currency. As the distinctiveness of the 
Philippines compared with other countries, in terms 
of its continuing strong export performance and 
relatively sound financial sector, was being slowly 
recognized by financial market participants, portfolio

investment started to flow back into the country 
starting in February and March 1998. For the first 
half of 1998, net portfolio investments of both 
residents and non-residents reached $299 million, 
a turnaround from the $351 million net outflows 
recorded for the whole of 1997. FDI inflows started 
slowing down from the fourth quarter of 1997. 
During the first half of 1998, the FDI inflow of $297 
million was half of the 1997 level during the same 
period. The crisis has also triggered new official 
flows into the country from IMF and the World Bank. 
Under the $1.4 billion stand-by arrangement (referred 
to initially as the “precautionary arrangement”) 
approved for the Philippines by the IMF Board in 
March 1998, around $260 million is expected to be 
drawn during the last quarter of 1998.

In Singapore, there was a deterioration in the 
capital account balance in 1997 owing to a sharp 
decline in the net inflow of capital from the offshore 
market to non-bank residents. There was a substan- 
tial increase in gross outflows of residents’ deposits, 
partly in response to expectations of the continued 
appreciation of the dollar. Foreign investment in the 
manufacturing sector fell sharply in the first half of 
1998, by 28 per cent. The slowdown of the domes- 
tic economy and the regional economic situation 
prompted this reversal. An even bigger decline in 
overall foreign investment has been projected for the 
end of the year as business sentiment remained 
quite pessimistic, spanning many sectors, including 
commerce, financial services and real estate.

In Thailand, after many consecutive years of 
surplus, the capital account registered a deficit of 
$7.9 billion in 1997. Owing to large private capital 
outflows, the private capital account recorded a 
deficit of $6.9 billion. The outflow was particularly 
acute subsequent to the flotation of the baht on 2 
July. The public sector recorded a deficit of $1 
billion. The overall balance of payments turned into 
a net deficit, most severely in the second half of
1997. The rapid exhaustion of reserves prompted 
the authorities to seek financial support from IMF. 
The structural adjustment measures, along with the 
balance of payments support package of IMF, helped 
to improve the balance-of-payments situation and the 
official reserves increased in 1998. The current 
account surplus reduced the country’s financing 
needs in 1998 and at the same time large disburse- 
ments from official creditors increased capital inflows. 
FDI rose to $7.6 billion in 1998, the highest level in 
the country’s history.
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Since most FDI into Viet Nam used to come 
from countries in the region (ASEAN, Japan and the 
Republic of Korea), the regional economic crisis 
resulted in a reduction in FDI. FDI approvals dropped 
by 8 per cent to $4.1 billion in 1998, including a $1.3 
billion Russian-Vietnamese joint-venture oil refinery. 
Viet Nam issued more licences to wholly foreign- 
owned projects than in the past. Three years ago, 36 
per cent of new business licences issued were for 
wholly foreign-owned firms, while in 1998 the figure 
jumped to more than half. The government was 
considering opening up foreign investment areas 
such as insurance and entertainment services for the 
first time, a major step in attracting foreign investment 
in the services sector. The country can expect

substantial official inflows. International donors in 
December 1998 pledged financial support of $2.2 
billion for 1999 and offered an additional $500 million 
if the country accelerated reforms.

Financial sector developments

Foreign exchange rates, stock market indices 
and interest rates remained volatile during 1998. In 
general, during the first half of the year, exchange 
rates depreciated, stock markets made losses and 
interest rates remained high. During the second half 
of the year, the currencies appreciated and became 
more stable, stock markets made gains and interest 
rates started to come down (figures II.4 and II.5).

Figure II.4. Index of exchange rates of selected South-East Asian economies, 1997-1998

Sources. IMF, International Financial Statistics (Washington DC), various issuss, and Far Eastern Economic Review, 
various issues.

(US dollar per domestic currency: January 1997 = 100)
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Figure II.5. Index of stock markets of selected South-East Asian economies, 1997-1998

Source: The Economist, various issues.

Weaknesses in the financial sector in coun- 
tries of the region contributed to the deepening and 
lengthening of the economic crises. The banking 
sector was burdened with large non-performing 
loans, partly because of high exposure to real 
estate, the prices of which collapsed. Lack of 
prudential regulations, and particularly their ineffec- 
tive implementation, exacerbated the situation. In 
some countries, banks advanced unhedged foreign 
currency loans and a large share of short-term 
external funds were used to finance long-term 
investment. The depreciation of domestic currencies 
made servicing of these loans very expensive for 
borrowers and caused widespread bankruptcies. 
Banks were facing serious liquidity problems and 
needed recapitalization. Countries introduced 
various measures to overcome some of these 
problems.

In Indonesia, a financial sector action commit- 
tee was established to set the overall strategy for 
bank restructuring. The Indonesian Bank Restructur- 
ing Agency and its Asset Management Unit were 
created. Seven banks whose operations had been 
frozen since April 1998 were to be liquidated after 
all their assets had been transferred to the Agency. 
Four state banks were merged into one bank and 
the current corporate loans of Bank Rakyat 
Indonesia were to be transferred to the newly 
merged bank, which will specialize in handling small 
credits and retail banking business to sustain the 
development of small-scale enterprises and coopera- 
tives. Moreover, under the amended Commercial 
Banking Act, major changes were introduced such 
as the reformation of bank secrecy law and 
elimination of the legal restrictions on foreign 
ownership of listed banks. To facilitate dealing with

(January 1997 = 100)
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non-performing loans, the revised bankruptcy law 
was approved by the government in the second half 
of 1998. However, efforts to restructure private debt, 
including the foreign component, have met with 
limited success despite the fact that some agree- 
ments were signed to restructure foreign private
debt. To avoid panic, the government continues to 
provide the guarantee on deposits and other liabili- 
ties of locally incorporated banks.

Attempts to strengthen the national banking 
sector were made by the government through the 
recapitalization programme. All banks were under 
review and banks that were deemed to need 
recapitalization and whose business plans were 
considered sound could obtain capital investment 
from the government under certain conditions. In 
early 1998, the government announced new capital 
requirements under which a bank must post a 
minimum paid-up capital of 1 trillion rupiah by the 
end of 1998, compared with the previous stipulation
of 150 billion rupiah. The move was aimed to force
banks to merge or close.

The government introduced certain improve- 
ments in prudential regulations, particularly in making 
the loan-loss provisions conform to the international 
standard. In addition, the government submitted a 
draft amendment to Banking Act No. 7 of 1992 to 
parliament aimed at enhancing the soundness of the 
banking sector. The changes in the proposed rules 
and regulations included (a) transferring the bank 
licensing authority which was previously vested in 
the Minister of Finance to Bank Indonesia, (b) giving 
greater opportunities to foreign investors to become 
bank shareholders and (c) changing the definition of 
bank secrecy, which previously covered all asset and 
liability information to merely cover information 
related to depositors and their deposits.

In early 1998, the government accorded 
greater autonomy to Bank Indonesia to formulate 
and implement monetary policy. Further revision of 
the Central Bank Act was under way to strengthen 
the central bank’s autonomy in conducting and 
formulating its monetary policies and in selecting its 
policy instruments. To ease financing problems of 
corporations with heavy foreign debt, the government 
established the Indonesian Debt Restructuring 
Agency. It offers official exchange rate guarantees 
for debtors who have reached agreement with 
foreign creditors on the restructuring of obligations.

In Malaysia, interest rates increased signifi- 
cantly when the base lending rate rose from 10.3 
per cent in June 1997 to 12.7 per cent in June 
1998. So did the level of non-performing loans from
3.6 to 10.2 per cent over the same period. The 
relaxation of monetary policy started in July 1998, 
when the statutory reserve requirement was lowered 
from 10 to 8 per cent, and then to 6 per cent on 1 
September 1998, and 4 per cent effective 16 
September 1998. This reduction was both to lower 
the cost of fund and to provide the banking sector 
with additional liquidity. In addition, the central 
bank’s three-month intervention rate was reduced 
progressively from 11 per cent on 3 August to 7.5 
per cent on 5 October. As a result, the average 
base lending rate of commercial banks was reduced 
from 11 to 8.5 per cent. Furthermore, banking 
institutions are required to reduce the maximum 
margin over the quoted base lending rate from 4 to
2.5 percentage points effective 1 October 1998. 
Banking institutions were also given a target of 
minimum credit growth of 8 per cent in 1998.

Malaysia is implementing two key initiatives to 
reform and restructure the banking sector, namely 
recapitalization and solving the non-performing loan 
problem. An agency to address the problem of non- 
performing loans was established and a special 
institution set up to recapitalize the banking system. 
For the purpose of minimizing the growth of new 
non-performing loans, a corporate debt-restructuring 
committee was formed to encourage corporate 
borrowers and lenders to restructure outstanding 
loans.

The financial sector problems in the Philippines 
were relatively less severe for several reasons. 
Credit expansion in the country has not been exces- 
sive. The exposure of Philippine banks to the 
property sector has also been relatively low at about
13.6 per cent (as of June 1998) compared with 
about 25 per cent for those in Malaysia and 
Thailand. The banks also have a higher capitaliza- 
tion, with a capital adequacy ratio of 16.5 per cent, 
which puts them in a stronger position to deal with 
non-performing loans. The banking regulations in 
the Philippines are generally more stringent than in 
neighbouring countries. Nevertheless, the financial 
sector in the Philippines was affected by the crisis. 
Interest rates rose to the highest level in the last five 
years. For example, the average bank lending rate
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rose to 18.6 per cent in August 1997 from 15.5 per 
cent in July and 13.3 per cent in June of the same 
year. Interest rates have come down in recent 
months. However, there is a disturbing trend toward 
an increase in non-performing loans: around 9.6 per 
cent as of July 1998, a big jump from the 1997 level 
of 2.8 per cent.

Despite the high capital adequacy ratio of 
Philippine banks, the central bank raised the 
minimum capitalization requirements for new banks 
only by 20 per cent for universal banks, 40 per cent 
for regular commercial banks and 60 per cent for 
rural and thrift banks from the mandated requirement 
issued earlier. Existing banks were given two years 
to comply with the new minimum capital build-up. 
Stiffer penalties are to be imposed on banks which 
are unable to comply with the requirements for the 
build-up. The higher capitalization requirement is 
expected to encourage mergers and consolidations 
among banks.

To address the issue of transparency, all 
banks were required by the central bank to post 
information on interest rates on their loans. Banks 
listed on the Philippine Stock Exchange also have 
to disclose the amount of non-performing loans and 
its proportion to their total loan portfolio, the amount 
of classified loans, general loan-loss reserves 
and specific loan-loss reserves in their quarterly 
published statement of condition effective December 
1998.

Since January 1998, 17 banks have been 
ordered closed by the central bank and were placed 
under the receivership of the Philippine Deposit 
Insurance Corporation. Five of these banks were 
thrift banks, while the remaining 12 were rural banks. 
No commercial bank has yet been reported to be in 
the red.

In Singapore, the problem of non-performing 
loans is relatively less serious. However, the banks 
have advanced a significant share of their loans to 
investors in Indonesia, Malaysia, the Philippines, the 
Republic of Korea and Thailand. In response to 
calls from the Monetary Authority of Singapore to 
help boost confidence in the economy, banks made 
provision to cover all classified loans (that is, 
substandard, doubtful or bad) as of mid-January 
1998 and made large general provisions on regional 
loans that were still performing.

In April 1998, the government announced that 
it would be injecting an additional S$25 billion in 
public sector funds into the private fund management 
market over the next three years. The government 
would also permit Central Provident Fund managers 
more flexibility in diversifying portfolios, and would 
ease regulations to spur the growth of the fund 
management industry in Singapore. Measures have 
been taken to free up all stock brokerage rates 
within three years, deregulate the fledgling unit trust 
industry and speed up approval procedures for share 
offerings.

In Thailand, large private capital outflows 
caused severe liquidity problems for financial 
institutions in 1997 and weakened confidence in their 
viability which, in turn, exacerbated capital outflows 
even further. Money market interest rates conse- 
quently rose sharply in 1997. The interbank lending 
rates, for example, jumped from 11.0 per cent per 
annum at the end of 1996 to 19.3 per cent per 
annum in the third quarter of 1997, reaching a peak 
of around 30 per cent per annum in September. 
Following the movements in the short-term money 
market, deposit and lending rates also began to rise 
from the end of 1996 throughout 1997. With the 
baht appreciating and becoming stable, interest rates 
started to come down during the second half of 
1998, resulting in an improvement in the liquidity 
situation. Nevertheless, commercial banks are 
reluctant to lend for fear of accumulating more bad 
debts. For example, large funds were available at 
the Export-lmport (Exim) Bank of Thailand. 
However, commercial banks have not shown much 
interest in obtaining funds from the Exim Bank for 
lending to exporters. The government was consider- 
ing instructing the Exim Bank to grant loans to 
exporters directly. Bank lending growth, on the 
whole, was on the decline in the second half of 
1998.

The problem of non-performing loans of 
financial institutions is quite serious, some estimates 
putting non-performing loans at about 40 per cent in 
September 1998. A large number of finance 
companies were closed down by the government 
and some commercial banks were taken over by the 
Bank of Thailand. Two new agencies, the Financial 
Restructuring Authority and the Asset Management 
Company, were established to oversee and manage 
the bad debts held by the closed finance 
companies. In the middle of December 1998, the
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Financial Restructuring Authority, in one of its 
auctions, put up tor sale 371 billion baht worth of 
assets of 56 closed finance companies. The 
response of both local and foreign investors was 
poor. Initially, bids for about 10 per cent of assets 
were accepted. Later on, negotiations with bidders, 
and consequently their willingness to revise their 
bids, raised the sale of assets to around 40 per 
cent. Also, the government established the 
Radanasin Bank to manage the good assets of the 
closed finance companies. The government 
provided guarantees to depositors and creditors to 
maintain the confidence of the public in the banking 
system. In May 1998, the Bank of Thailand took 
control of seven finance companies, ordering a 
capital write-off of bad debts and reducing the value 
of shares from 10 baht to one satang each. The 
finance companies were to be recapitalized by the 
Financial Institutions Development Fund. Regarding 
the commercial banks, the Bank of Thailand took 
over the Bangkok Metropolitan Bank, the Siam City 
Bank, the First Bangkok City Bank and the Bangkok 
Bank of Commerce, wiping out shareholders’ equity 
by ordering a massive capital write-down to clear 
bad debts. The central bank’s Financial Institution 
Development Fund swapped its loans to the four 
banks for an equity stake, becoming a major 
shareholder of the banks. Later on, the Bank of 
Thailand seized control of two more banks and five 
finance companies.

A comprehensive announcement on financial 
sector reforms was made in August 1998. There are 
four major aspects of the package. First, the con- 
solidation of the banks and the finance companies 
has been accelerated through additional Bank of 
Thailand interventions and proposed mergers. 
Second, private investment and entry (domestic and 
foreign) into the banking system is to be en- 
couraged. Third, public funds are to be provided for 
recapitalizing all remaining financial institutions, with 
appropriate safeguards and conditions, and linked to 
progress in corporate debt restructuring and new 
lending. The government has allocated 300 billion 
baht for this purpose. Fourth, a framework has been 
developed for the creation of private asset manage- 
ment companies. As a longer-term measure, the 
government has also initiated a broad review of 
financial sector legislation, regulation and super- 
vision, as well as of the information systems of the 
Bank of Thailand.

In Viet Nam, too, there are weaknesses in the 
banking and financial sector. Multilateral lending 
institutions have suggested that the government 
close down financial institutions that are not viable or 
merge them with bigger banks. Large bad loans 
have adversely affected the capital position of the 
state banks. Reforms in the financial sector need to 
be considered within a comprehensive package of 
market-oriented reforms that are urgently required, 
including tax reforms, trade liberalization, reform of 
state-owned enterprises, as well as prudent fiscal 
and monetary policy.

Policy issues and responses

Economic recovery is the major challenge 
facing countries in the subregion. Stabilization of 
exchange rates and containing inflation rates were 
seen as the key prerequisites for recovery. Initially, 
tight monetary and fiscal policies were used to 
achieve these objectives but, later on, this policy 
stance was reversed in many countries and less 
restrictive monetary and fiscal policies were adopted. 
Some signs of progress towards revival of growth 
have become visible, but there are still several 
issues in both the financial and the real sector that 
require urgent resolution in order to establish a firm 
foundation for recovery and sustained growth.

As discussed in the previous section, bad 
debts and undercapitalization of banks are among 
the major problems in the financial sector in most of 
these countries. In the wake of the crisis, high 
interest rates aggravated the problem of non- 
performing loans. The trend towards lower interest 
rates in recent months should help in easing the 
problem. Progress on debt restructuring has so far 
been slow. Countries have been trying to improve 
their bankruptcy and foreclosure laws. Once in 
place, such laws should prevent the future accumula- 
tion of non-performing loans. The large amount of 
resources needed to solve the problem of accumu- 
lated non-performing loans remains a major 
challenge for a faster flow of the much-needed 
capital to the productive sectors. The rising 
incidence of business failures increased the vulner- 
ability of the financial institutions. Insolvent financial 
institutions have been closed or taken over by 
governments in some countries. Existing banks are 
being encouraged to merge to improve their capital
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position. In some countries, the imposition of higher 
capital requirements is meant to force banks to 
merge or close. Public funds are being offered for 
recapitalization purposes if banks meet certain 
conditions and requirements. Without a satisfactory 
solution of the problems of the financial sector, 
sustained economic recovery will not be possible.

The crisis not only affected the financial 
sector but also the corporate sector, which remains 
beset with problems of credit crunch, debt restructur- 
ing and excess capacity. In general, bank lending 
virtually dried up as a result of the crisis. As noted 
before, despite improvement in the liquidity situation 
in recent months with the fall in interest rates, banks 
remain reluctant to extend credit for fear of accumu- 
lating more bad debts. In addition, they need funds 
themselves to meet their recapitalization needs. 
Progress on private debt restructuring has been very 
slow in the countries. Without a resolution of this 
problem, banks cannot extend new credit to existing 
businesses that are in arrears and need additional 
capital urgently. Excess capacity has become a 
serious problem in the manufacturing sector. For 
example, capacity utilization was only around 50 
per cent in Thailand in September 1998 for the 
manufacturing sector as a whole and much lower in 
subsectors such as food, construction materials and 
petroleum products. The existence of huge excess 
capacity is a major disincentive for new investment 
by both domestic and foreign investors. Several 
measures will be needed to deal with this problem. 
These would include measures to restructure the 
corporate sector, ease the liquidity crunch and 
stimulate aggregate demand.

The deep depreciation of currencies of 
several countries has, at least temporarily, enhanced 
the export competitiveness of several countries. For 
others, this has implied an erosion of competitive- 
ness. In the long run, competitiveness has to be 
grounded in productivity, which has been on the 
decline in some countries. Estimates of the factor 
productivity growth rate, as well as incremental 
capital-output ratio, suggest that the use of capital 
has been increasingly less efficient. The declining 
efficiency is partly due to the fact that investment 
is being channelled to less productive sectors 
and capital-intensive projects or because of 
underutilization of capacity.

The fiscal situation of many of these countries 
has been comfortable in recent years. However, the 
economic crisis has reduced government tax 
revenue. At the same time, governments have little 
option other than to adopt an expansionary fiscal 
policy to expedite recovery. Large public funds are 
required in some countries to rehabilitate the 
financial sector. The crisis poses a major threat to 
the social gains achieved over many years (see 
chapter III). Governments will have to devote 
sizeable sums of fiscal resources to prevent 
potentially large numbers of people from falling far 
below the poverty threshold and being deprived of 
basic social services. All of these elements mean 
large fiscal deficits and growing public debt. 
Servicing of this debt can become a serious problem 
unless economic recovery is strong and sufficient tax 
revenue is generated. Governments will therefore 
have to plan their strategies on how to generate 
enough resources in the coming years to service the 
growing public debt, much of which is also deno- 
minated in foreign currency.

East and North-East Asia

Growth performance

Growth in the economies of East and North- 
East Asia declined sharply in 1998 with Hong Kong, 
China and the Republic of Korea experiencing a 
dramatic recession for the first time in many years 
(table II.16). There was some deceleration in 
growth in China, while Mongolia improved its growth 
somewhat. Both consumption and investment 
remained weak more or less across the board, with 
China being a major exception in that it succeeded 
in maintaining investment.

In China, the trend of growth moderation, 
which started in 1996 as a matter of deliberate 
policy choice to avoid overheating, continued into 
1998. The slight drop in growth rate in 1998, 
estimated at 7.8 per cent compared with 8.8 per 
cent in 1997, was largely the result of the regional 
economic crisis, but the rate achieved in 1998 
remained one of the highest in the world. The 
decline in output growth is mainly attributable to 
weak export growth. The loss of China’s competi- 
tiveness against many Asian economies as a result 
of its relatively strong currency played a role in

91



Table II.16. Selected East and North-East Asian economies: growth rates, 1995-1998

S ources: ESCAP secretariat calculations based on IMF, International Financial Statistics, vol. LI, No. 9, September 
1998; ADB, Key Indicators o f Developing Asian and Pacific Countries 1998  (Oxford University Press, 1998); and Asian 
Development Outlook 1998 (Oxford University Press, 1998); Far Eastern Economic Review, 10 December 1998; and national 
sources.

N otes: Data for 1998 are estimates. Industry comprises mining and quarrying; manufacturing; electricity, gas and 
power; and construction.

dampening its exports. In addition, it suffered from 
a large contraction in demand from within the region 
evidenced by a sharp drop in exports, notably to 
Indonesia, Japan, Malaysia, the Republic of Korea 
and Singapore. The trend in domestic consumption 
fared no better. With unemployment rising, and the 
fear of job security among those employed, 
consumer confidence eroded; this is reflected in the 
indications that consumer expenditure grew less than 
income. For example, consumer spending among 
urban households grew by only 5.5 per cent as 
against an income increase of 9.7 per cent. Further 
slowdown in private consumption in the near future 
cannot be discounted as job uncertainty increases 
and the prospect of losing housing, school and 
medical entitlements looms large among the employ- 
ees of state-owned enterprises.

Among the components of aggregate demand, 
only domestic investment remained robust in China. 
Significantly, this is due to the recent relaxation in

credit policy -  and, since mid-1998, expansionary 
fiscal policy. Robust capital formation among the 
state-owned enterprises, particularly those engaged 
in export-oriented production, was supported by a 
rapid increase in bank credit. The rest of the 
corporate sector, however, did not fare well. Small 
and medium-sized enterprises, represented mainly by 
the town enterprises (formerly known as town and 
village enterprises), have continued to experience 
difficulties caused by the credit crunch since 1996. 
Many of them went bankrupt in the coastal areas 
and their share in total output fell significantly. 
Apart from the increase in bank credit to some 
state-owned enterprises, domestic investment growth 
was boosted by massive government spending, 
hence, the budget deficit in China was estimated to 
increase to 1.2 per cent of GDP in 1998 from 0.8 
per cent in 1997. Altogether, growth of gross fixed 
capital formation remained high in 1998 and the ratio 
of investment to GDP was maintained at around 40 
per cent.

(Percentage)

Rates o f growth

GDP Agriculture Industry Services

China

Hong Kong, China 

Mongolia

Republic of Korea

1995
1996
1997
1998

1995
1996
1997
1998

1995
1996
1997
1998

1995
1996
1997
1998

10.5
9.6
8.8
7.8

3.9
5.0
5.2

–5.0

6.3
2.4 
3.3
4.5

8.9
7.1
5.5

–6.0

5.0
5.1
3.5
3.5

4.2 
10.0
2.6

3.7
4.0 
2.5
2.0

13.9
12.1
10.8
8.8

14.6
0.5
2.3

10.0
7.4 
5.6

– 11.0

8.4
7.8 

11.1 
10.0

0.2
–4.1

5.3

8.7
7.2
5.9

–2.7
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On the supply side, the industrial sector growth 
was estimated to decline to 8.8 per cent in 1998 
from 10.8 per cent in 1997. The agricultural sector 
was estimated to maintain the same rate of growth 
as of last year, despite severe flooding in many 
parts of China. The services sector’s growth fell 
from more than 11 per cent in 1997 to 10.0 per cent 
in 1998.

In the light of the economic slowdown, the
macroeconomic policy stance in China was expan- 
sionary in 1998.  After successive cuts in  the
interest rate failed to boost the economy in the  first
half of 1998, more aggressive bank lending was
launched, especially to state-owned enterprises 
engaged in export activities or producing profitable 
goods sold in the home market. Further liquidity 
was injected in the second half of 1998 to repair 
damage caused by severe flooding. On the fiscal 
front, infrastructure spending was boosted. Massive 
infrastructure spending was planned over a three- 
year period to stimulate the domestic economy in the 
short to medium term. Also, to boost the external 
sector, value-added tax rebate was increased for 
exporters in addition to the lifting of export quota 
and licensing requirements for certain commodities.

Hong Kong, China experienced a dramatic 
reversal in output growth, with a negative year-on- 
year GDP growth of 2.7, 5.2 and 7.0 per cent in the 
first, second and third quarters of 1998 respectively. 
With this trend, the economy was estimated to 
contract by 5.0 per cent in 1998, a stark contrast to 
the positive growth of around 5 per cent in the 
preceding two years. In fact, this is the first reces- 
sion in 13 years for Hong Kong, China. Domestic 
demand fell sharply as a result of declining 
consumer confidence and rising unemployment. 
Coupled with the declining number of tourists, this 
caused some leading economic indicators such as 
retail sales and department stores sales to fall 
sharply. In addition, the economy, with its currency 
pegged to the dollar, suffered from loss of 
competitiveness. Its domestic exports, that is, net of 
re-export from China, fell by 2.1 per cent in the first 
half of 1998. With tight credit conditions, poor 
growth prospects and asset price deflation, invest- 
ment dropped significantly as well. A fall in imports 
by 5.7 per cent in the first half of 1998 was largely 
explained by a significant drop in both consumption 
and investment.

Macroeconomic policy in Hong Kong, China 
gravitates around the defence of the rigid domestic 
currency peg to the dollar through the currency 
board system. Adjustment to capital flows is trans- 
mitted directly to domestic interest rates as the 
domestic monetary aggregates are beyond the 
control of the government. Thus, as the government 
rarely intervenes in the market, the interest rate 
fluctuates wildly at times, as in October 1997 when 
the overnight interbank rate shot up to 300 per cent. 
However, there has been a marked change in policy 
stance recently. In August and September 1998, the 
government spent quite a large amount of money, 
estimated to be US$15 billion, by investing in blue 
chip shares to prop up the stock market. The 
effects were muted as the stock market barely 
moved during that time, but there has been no major 
slide in the stock market since then. In the face of 
the economic slump, the fiscal stance was also 
eased. A stronger stimulus package was launched 
in June 1998 following the May package which failed 
to boost the stock and property markets. This new 
expansionary policy envisaged a fiscal deficit of 
HK$21 billion, or about 1.5 per cent of GDP (against 
a sizeable surplus in 1997), and included tax cuts 
and a freeze on all public land sales. In addition, 
favourable terms for first-time property buyers were 
initiated to stimulate weak property market.

Mongolia has been making steady economic 
progress in recent years. Its GDP growth increased 
to 3.3 per cent in 1997 from 2.4 per cent in 1996. 
A further increase in growth to 4.5 per cent was 
estimated for 1998. The government’s stabilization 
policy contributed to a substantially low inflation 
environment as the growth of money supply and the 
budget deficit declined. In addition, a series of 
liberalization and privatization measures helped to 
create a healthy and competitive environment where 
the private sector increasingly plays an important 
role in the economy. Domestic expenditure showed 
sustained growth in 1997 and 1998. However, the 
external environment was not encouraging. For 
example, the world prices of its two most important 
exports, copper and cashmere, declined in 1997 and 
remained low in 1998. Moreover, its exports were 
sluggish in 1998, which not only dampened 
aggregate demand directly but also adversely 
impacted on government revenue. As no less than 
one third of government revenue comes from trade- 
related taxes, the prospect of an increasing budget 
deficit caused by this revenue shortfall loomed large.
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On the supply side, the services sector 
comprising 40 per cent of GDP provided the main 
impetus for growth in 1997. Exchange rate 
stabilization, abolition of price controls and bank 
restructuring have generated a healthy growth of 
trade, transport, communication, and hotels and 
restaurants activities; thus, the services sector on 
the whole grew by 5.3 per cent in 1997. The 
agricultural and industry sectors, each of which 
accounted for about 30 per cent of GDP, grew by
2.6 and 2.3 per cent respectively in 1997.

The Republic of Korea was the economy 
worst affected by the crisis in this subregion, its 
output estimated to have fallen by 6.0 per cent in 
1998. Weak domestic demand was responsible for 
such a dramatic compression of output. In fact, 
consumption fell even more than output, by 11 per 
cent in the first half of 1998, suggesting that house- 
holds increased their savings in anticipation of a 
further drop in income and employment. Investment 
also contracted severely, by a staggering 27 per 
cent in the first half of 1998, owing to the credit 
crunch, the rise of corporate bankruptcies and re- 
structuring. In turn, imports fell tremendously, by 
more than 37 per cent in the first nine months of 
1998 relative to the same period the year before. 
Meanwhile, export contraction in the Republic of 
Korea in dollar terms was moderate. Compared 
with the same period a year earlier, it fell by 1.4 per 
cent in the first nine months of 1998. In domestic 
currency terms, however, owing to the sharp depre- 
ciation of the currency and some gains in volume, 
exports increased by 20 per cent in the first nine 
months of 1998 compared with the same period in
1997.

In terms of sectoral growth, the agricultural 
sector was estimated to record a positive, but slightly 
lower, growth in 1998 compared with 1997. The 
industry and services sectors were estimated to 
contract as a result of weak internal demand. The 
significant fall in industry was largely due to 
manufacturing output, which suffered a major 
contraction following depressed domestic consump- 
tion and investment. The strong recession caused a 
severe drop in capacity utilization, which reached its 
historical low of only 62.9 per cent in August 1998.

The macroeconomic policy stance in the 
Republic of Korea has been expansionary since

the second quarter of 1998, following an initial tight 
policy in late 1997 and early 1998 mandated by the 
IMF-led stabilization package. In agreement with 
IMF, the fiscal deficit was increased to promote 
growth and provide a social safety net; a budget 
deficit of 4 per cent of GDP was envisaged for the 
1998/99 fiscal year to be financed from issuing 
government bonds and proceeds from privatization. 
Also, monetary policy was loosened to ease the 
credit crunch, with special attention being paid 
to the promotion of the small and medium-sized 
enterprises.

Inflation

Consistent with recessionary pressures, the 
inflation rate remained subdued in many economies 
of the subregion. The exception was the Republic of 
Korea, which recorded an increase of inflation from
4.4 per cent in 1997 to around 8 per cent in 1998 
largely as a result of the depreciation of the won 
(table II.17). China, in contrast, was suffering from 
deflationary pressures in 1998.

Domestic prices in China continued on the 
declining trend which began in 1996. Weak domes- 
tic demand, coupled with a further fall in money 
supply growth rate in three consecutive years to
1998, depressed the goods market. The resulting 
oversupply of goods manifested in large increases in 
inventory gave rise to deflationary pressures. 
Indeed, in the first half of 1998, deflation of 0.6 per 
cent was recorded. For the whole year, inflation 
was estimated at a negative 0.8 per cent.

Tight domestic demand conditions in Hong 
Kong, China put downward pressure on the infla- 
tion rate in 1998. Declining confidence of investors 
and consumers, coupled with slower monetary 
growth and the credit crunch, contributed to defla- 
tionary pressures. Consumer prices fell in the last 
quarter of 1998, compared with the same period 
the previous year and the inflation rate declined to
2.6 per cent for the full year from 5.7 per cent in
1997.

Inflation in Mongolia dropped dramatically, 
from 44 per cent in 1997 to 15.2 per cent in 
the first quarter of 1998. This sharp fall was 
caused by weak domestic demand as well as
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Table II.17. Selected East and North-East Asian economies: summary of macroeconomic 
indicators, 1995-1998

Sources: ESCAP secretariat calculations based on ADB, Key Indicators o f Developing Asian and Pacific Countries 1998  
(Oxford University Press, 1998) and Asian Development Outlook 1998 (Oxford University Press, 1998); IMF, International 
Financial Statistics, vol. LI, No. 9, September 1998; and national sources.

Note: Data for 1998 are estimates.

a Excluding grants. 
b January-March.
c  Refers to changes in the consumer price index. 
d January-June.

contractionary fiscal and monetary policies. The 
inflation rate in 1998 was estimated to be around
15  per cent.

The pattern of domestic prices in the Republic 
of Korea was heavily influenced by fluctuations in 
the foreign exchange value of the won. With the 
won having reached its lowest value in January 
1998, inflation in February 1998, compared with the 
same month in the previous year, reached 9.5 per 
cent. As the won strengthened from early 1998 and 
had stabilized by mid-1998 (after a severe loss in its 
value in late 1997), the cost push pressures were 
muted and domestic inflation has receded since mid- 
1998. Despite expansionary macroeconomic policy, 
the inflation rate was estimated at 7.5 per cent in 
1998.

Trade performance

All economies in the subregion suffered from 
an export slump that was more than offset by a 
sharp contraction in imports. This naturally resulted 
in considerable improvement in the merchandise 
trade balance in 1998. There are concerns, 
however, that this improvement will only be tempo- 
rary and that it may disappear as soon as domestic 
demand revives.

The case of China’s exports was dramatic. 
Although its exports were back to a high growth in
1997, at about 20 per cent, from a sluggish 
performance in 1996, its exports growth fell again in 
1998 (table II.18). Exports growth in 1998 was only 
marginal at 0.5 per cent. A significant part of the 
explanation for this decline is loss of competitiveness 
relative to other Asian economies in the global export

(Percentage)

1995 1996 1997 1998

China

Hong Kong, China 

Mongolia

Republic of Korea

Savings/GDP 
Investment/GDP 
Budget balance/GDPa 
Money supply growth (M2) 
Inflation ratec

Savings/GDP 
Investment/GDP 
Budget balance/GDPa 
Money supply growth (M2) 
Inflation ratec

Savings/GDP 
Investment/GDP 
Budget balance/GDP 
Money supply growth (M2) 
Inflation ratec

Savings/GDP 
Investment/GDP 
Budget balance/GDPa 
Money supply growth (M2) 
Inflation ratec

41.0
40.8

29.5
17.1

30.5
34.8
– 0.3
14.6 
8.7

21.8 
26.4
– 1.1
32.6
56.7

36.8 
37.0

0.6
15.6
4.5

41.4
39.2
– 0.8
25.3 

8.3

30.7
32.3 

2.2
10.9 
6.0

19.9
25.2
– 2.6
17.2
49.5

35.5
38.4 

0.5
15.8 
4.9

42.6 
39.8
– 0.8
20.7 

2.8

30.6
34.5

5.6
8.4
5.7

19.3
23.0
– 8.4
42.2
44.0

35.2
35.0 

0.2
14.1
4.4

39.0
39.0
– 1.2 
15 .8b
– 0.8

30.0
31.0
– 1.5

4.5
2.6

16.2 d

15.0

34.9
26.4
– 4.0
13.1 

7.5
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Table II.18. Selected East and North-East Asian economies: merchandise exports and imports 
in United States dollars and their rates of growth, 1995-1998

Sources: ESCAP secretariat calculations based on United Nations, Monthly Bulletin o f Statistics, vol. LII, No. 9, 
September 1998; IMF, International Financial Statistics, vol. LI, No. 11, November 1998; and national sources.

Note: Data for 1998 are estimates.

a January-June. 
b January-September.

market, as well as weak demand from other Asian 
economies affected by the crisis. For example, 
China’s exports to Indonesia, Japan, Malaysia and 
the Republic of Korea fell in the first half of 1998 
compared with the same period in 1997, by 38, 6, 14 
and 30 per cent respectively. Exports to the United 
States and EU remained buoyant, growing at around 
20 per cent in the first half of 1998 compared with 
the same period in 1997. Meanwhile, imports fell 
marginally, by 0.4 per cent, in 1998.

Garments, clothing and textile yarns continued 
to record a large share in China’s exports, altogether 
about 25 per cent of its export value in 1998. 
Footwear and toys came next, with about a 5 per cent 
share each, and the rest was widely spread among 
various diverse products such as vegetables, crude 
oil, petroleum, steel and pharmaceutical products.

While merchandise trade surplus in China was 
estimated to increase in 1998, its current account 
surplus was estimated to decline owing to an 
increase in the services deficit, notably income and 
transfers by foreign direct investors.

In Hong Kong, China, a fall in exports was 
observed in 1998. Its domestic exports, that is, net 
of re-exports from China, declined by 2.1 per cent in 
the first half of 1998 compared with the same period 
the year before. Losses in the economy’s domestic 
exports to EU, Japan and Singapore were very 
significant: they declined by 15, 34 and 34 per cent 
respectively from January to May 1998 compared

with the same period of the previous year. As 
domestic demand crashed in the face of wealth 
losses (mainly as a result of the property slump) and 
rising unemployment, imports sank as well, by 5.7 
per cent in the first half of 1998. About one third of 
the economy’s domestic exports comprised apparel, 
clothing and textile yarns in 1997. The next highest 
item by value was electrical machinery and appara- 
tus. Recent trends show that, when the economy's 
domestic exports declined between January and May 
1998, apparel, clothing and textile yarns still 
increased by 11 per cent in this period compared 
with the same period in 1997, suggesting that 
competitive advantage was maintained on world 
markets in these industries.

Mongolia’s mechandise exports increased by
6.4 per cent in 1997 compared with 1996, mainly 
driven by an increase in the production of copper. 
However, exports contracted by 23.7 per cent in the 
first nine months of 1998 compared with the same 
period of 1997. The export slump was generated by 
a combination of weak demand from its two largest 
trading partners, China and the Russian Federation, 
and falling prices of its major export products, 
namely, copper, cashmere and gold. In turn, this 
affected the trade balance. With imports rising by
11.7 per cent in the first nine months of 1998, the 
merchandise trade deficit increased during this pe- 
riod. Also, as noted earlier, the collapse of exports 
put pressure on the fiscal balance as government 
revenue from trade taxes was substantial.

Exports (f.o.b.)
Value 

(millions of 
US dollars)

1997 1995 1996 1997

Annual rates of change 
(Percentage)

1998

Value 
(millions of 
US dollars)

1997 1995

Imports (c.i.f.)

Annual rates of change 
(Percentage)

1996 1997 1998

China
Hong Kong, China 
Mongolia
Republic of Korea

182 690 
188 063 

452 
136 741

22.9
14.8
32.9 
30.3

1.6
4.0

– 10.4
3.7

20.8
4.0
6.4
5.4

0.5
– 2 .1 a

–23.7b
– 1.4b

142 377 
208 616 

575 
144 615

11.6
19.1
60.8
32.0

7.6 
3.0
8.6 

11.3

2.5
5.1

27.5
– 3.8

– 0.4
– 5 .7 a 
11.7 b

– 37.3b
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In the case of the Republic of Korea, export 
growth increased to 5.4 per cent in 1997 from 3.7 
per cent in 1996, and then it surged to 9 per cent in 
the first quarter of 1998 compared with the first 
quarter of 1997, before contracting by 2 per cent in 
the second quarter of 1998, and further dropping 11 
per cent in the third quarter. In view of contraction 
of exports by 1.4 per cent in the first nine months of 
1998, it was expected that exports would fall by 
more than 1.4 per cent in the whole year. Exports 
of transistors and semi-conductors, iron and steel, 
office machines, and refined petroleum and 
petrochemicals performed better in 1998. However, 
exports of apparel, clothing, textile yarns, cars and 
electronics were either sluggish or declining.

The trade of the Republic of Korea with Asian 
countries, which comprised about one half of the 
total, collapsed. Its exports recorded heavy falls 
ranging from 50 per cent to Indonesia to 15 per cent 
to Japan in the first quarter of 1998 compared with 
the same period a year earlier. However, exports to 
the United States and EU, boosted by the won 
depreciation, increased significantly. On the other 
side, as a manifestation of domestic demand 
compression, imports fell tremendously in the first 
nine months of 1998, by more than 37 per cent 
compared with the same period in 1997. So severe 
was the contraction of imports that the Republic of 
Korea’s trade balance surged into a large surplus for 
the first time in many years: from a trade deficit of 
$3.8 billion in 1997 to a surplus of $13.4 billion 
during the period of January to April 1998 and a 
further rise to $25 billion in January to September 
1998. As regards the current account, the cumula- 
tive surplus in the first nine months of 1998 
amounted to $25.5 billion, which was a sharp 
contrast to a deficit of $8.6 billion in 1997.

Capital inflows/outflows

The main trigger of the regional economic 
crisis was a dramatic and sudden reversal of private 
financial flows, with massive outflows in the second 
half of 1997. To an extent, official capital inflows 
helped to mitigate the overall position.

The economy of China experienced a decline 
in the capital account surplus balance, from $39.9 
billion in 1996 to $23 billion in 1997, or by about 40 
per cent. As merchandise imports fell sharply in
1997, the current account balance surged, from $7 
billion in 1996 to $30 billion in 1997, and hence the 
foreign exchange reserves continued to increase

tremendously, rising from $105 billion in 1996 to 
$140 billion in 1997. Meanwhile, in late 1998, there 
was some concern over the stagnating foreign 
reserve accumulation in China, even when the 
current account surplus continued to increase, 
suggesting that unrecorded capital outflows might 
have taken place as well. Despite a current account 
surplus of $35 billion in the first nine months of
1998, the foreign reserves increased by only $1 
billion to $141 billion.

A series of new measures to further tighten 
capital outflows have recently been introduced. 
These include ordering Chinese firms involved in 
foreign trade or listed overseas to repatriate all of 
their foreign exchange held in offshore accounts, 
tightening regulations on foreign currency buying, 
and requiring central government agencies and local 
governments to seek permission before issuing 
foreign debt and extending financial guarantees.

Until recently, FDI had been growing rapidly 
and had become the most important source of 
foreign capital inflow to China. However, there has 
been a tendency for FDI in China to stagnate. The 
amount of actual FDI in 1998 was similar to that of
1997, at around $45 billion, which is still very large 
in comparison with FDI inflow to other countries. 
There are indications that the contractual amount of 
FDI increased slightly, by 5 per cent, in the first half 
of 1998 compared with the same period one year 
earlier.

In the Republic of Korea, as a result of huge 
capital outflows, there was a sharp drop in net 
capital inflow in 1997. Net capital inflows declined 
by about two thirds in 1997 compared with a year 
earlier, from $23 billion to $6.8 billion. With the 
current account deficit sharply reduced in 1997 and 
turning positive from the beginning of 1998, the 
overall external balance improved, as is shown by 
large increases in foreign reserves, to $48.5 billion in 
December 1998.

Greater liberalization of foreign ownership has 
had some positive effects on the level of new private 
capital inflows. For instance, FDI in 1998 increased 
by more 50 per cent to $8.8 billion, the highest level 
ever received in one year. A major part of foreign 
investors’ activities was related to the acquisition of 
existing assets of domestic companies rather than 
new or greenfield investment. The recent policy 
initiative aimed at restructuring and privatizing 
companies has facilitated acquisition. To illustrate,
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Bowater, the largest newsprint maker in the United 
States, has announced that it has bought the Halla 
Pulp and Paper, one of the conglomerates of the 
Republic of Korea. Hyundai Electronics sold its 
United States subsidiary Symbios to AT&T non- 
memory chip division. The trend of acquisition by 
foreign strategic investors is likely to continue in the 
near future.

Financial sector developments

The financial sector in most countries of the 
subregion remained under severe stress. As a 
result of massive capital outflows, currency deprecia-

tion and subsequent recessionary pressures, the 
banking system faced mounting non-performing 
loans. In consequence, liquidity in the system was 
severely squeezed. Efforts to restructure the finan- 
cial sector are being pursued in earnest, but the 
phenomenon of the liquidity crunch is likely to 
continue for some time until banks are adequately 
recapitalized and the problem of non-performing 
loans is successfully tackled. Meanwhile, the mood 
of investors remains subdued. Although there has 
been some rebound in stock prices since mid-1998, 
the stock market indices of Hong Kong, China and 
the Republic of Korea were still below their 1997 
level (figure II.6). In China, owing to its almost fixed

Figure II.6. Index of stock markets of selected East and North-East Asian economies, 1997-1998

Source: The Economist, various issues.

(January 1997 = 100)
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exchange rate, the yuan renminbi did not record 
significant fluctuations against the dollar in 1998 
(figure II.7). As noted earlier, this may have 
seriously affected China's export competitiveness 
against other Asian economies whose currencies 
depreciated tremendously. Pressures on corporate 
profitability, coupled with changing investor 
confidence, seem to have dampened the stock 
market since mid-1998.

Owing to its controlled capital account, China’s 
financial sector was not directly affected by the 
regional crisis. The monetary situation in 1996 and
1997 was tight due to an anti-inflationary policy 
stance; money supply growth, as well as credit

expansion, was severely curtailed. However, as 
mentioned before, there was a shift in favour of 
expansionary policy in 1999, when banks were 
instructed to expand credit to state-owned 
enterprises. The outstanding loans of financial 
institutions increased by 16 per cent year on year in 
June 1998.

The interest rate still plays a limited role in 
allocating financial resources in China. Monetary 
control or expansion is exercised by direct measures, 
such as the annual credit administered through state 
banks. China experienced negative real rates of 
interest as both the deposit and the lending rate 
from 1993 to 1995 were below the rate of inflation.

Figure II.7. Index of exchange rates of selected East and North-East Asian economies, 1997-1998

(US dollar pe r domestic currency: January 1997 = 100)

Sources: IMF, International Financial Statistics (Washington DC), various issues; and Far Eastern Econom ic Review, 
various issues.
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However, with inflation declining, serious financial 
repression was avoided and a positive real rate of 
interest has been in place again since 1996. The 
positive interest rate was instrumental in maintaining 
depositors’ confidence in the banking system. 
Household savings comprised around 60 per cent of 
bank deposit, or about $600 billion.

Banks in China continued to be saddled with 
huge non-performing loans, mostly to state-owned 
enterprises, which, according to official estimates, 
were around $200 billion. Most of these bad loans 
were concentrated in four major state banks, namely, 
the Construction Bank, the Agricultural Bank of 
China, the Bank of China and the Industrial and 
Commercial Bank of China, which together control 
about 90 per cent of total banking assets. The 
government made some effort to restructure and 
recapitalize these banks, requiring them to operate 
on a commercial basis. The closure of some 
financial institutions has now become a possibility. 
In fact, the Hainan Development Bank was ordered 
to close in June 1998. The Guangdong International 
Trust and Investment Corporation, the investment 
arm of the provincial government of Guangdong, was 
shut down in October 1998. The latter case also 
pointed to some threats emanating from short-term 
overseas borrowing because some loopholes existed 
that could be exploited notwithstanding the controlled 
capital account. Recently, foreign exchange controls 
were tightened further as noted above.

The recent shift in government policy to boost 
credit to state-owned enterprises as part of efforts to 
maintain high growth raises two policy issues: 
whether it implies substantial compromises in the 
implementation of the financial sector reform 
measures and whether it would jeopardize the plans 
for restructuring and reforming state-owned 
enterprises, many of which continue to suffer losses.

As a direct consequence of the regional crisis, 
Hong Kong, China suffered massive capital outflows 
and, at times, speculative attacks on its currency. 
Armed with huge foreign exchange reserves, the 
economy was able to maintain the fixed parity of its 
currency to the dollar but, in the process, interest 
rates shot up to exorbitantly high levels at times. In 
consequence, asset prices on the stock market 
collapsed. The Hang Seng Index fell by 50 per cent 
in mid-1998 compared with mid-1997 and fluctuated 
widely throughout the second half of 1997 and much

of 1998. However, there was some rebound of the 
stock market in October 1998, when it surged by 
around 15 per cent from the August 1998 level.

Another asset price which collapsed was 
property. Some estimates suggest that, compared 
with their pre-crisis level, property prices were 40 
per cent lower in the third quarter of 1998 in 
comparison to mid-1997. In turn, the property slump 
in Hong Kong, China has put some pressure on 
banks’ balance sheets because of their high 
exposure to this sector, which comprises more 
than half of total bank assets. The efforts of banks 
to strengthen their balance sheets, coupled with 
massive capital outflow, resulted in a serious liquidity 
crunch. In the first nine months of 1998, overall 
loans and advances shrank by 18.5 per cent and 
domestic credit by 3.3 per cent. Despite pressures 
on banks, financial distress in the economy is no 
more than a remote possibility. Although non- 
performing loans in Hong Kong, China increased 
from 1.5 per cent of total bank assets in December
1997 to 2.5 per cent at the end of June 1998, they 
still remain very low and are comparable to those of 
advanced industrialized countries. Also, the bank 
capital adequacy ratio was high by world standards, 
at 18 per cent, which is well above the Bank for 
International Settlements recommended standard of 
8 per cent. In fact, the liquidity crunch reflected 
prudential practice as banks tried to maintain their 
asset quality by increasing their provisioning for bad 
debts promptly.

Tight monetary conditions in the Republic of 
Korea were evidenced in late 1997 and early 1998. 
Narrow money contracted severely from the second 
quarter of 1997 as a result of a huge capital outflow 
and the won depreciation. Interest rates shot up 
sharply. In consequence, the credit crunch ensued. 
In the second quarter of 1998, bank loans 
decreased by 4.8 trillion won and by a further 
decrease of 1.2 trillion won in the third quarter.

The trend in the exchange rate showed that 
the won appreciated from January 1998 and 
stabilized in mid-1998. Compared with its lowest 
level in January 1998, it regained some of its value 
to the dollar and by October 1998 it had regained
20 per cent of its value. Similarly, the stock market 
also showed an upward trend from September 1998. 
Nevertheless, its value in November 1998 was still 
about one half of its peak in June 1997.
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Banks in the Republic of Korea remain saddled 
with large loan arrears. A huge amount of money 
is required to recapitalize the banking system. 
According to the Financial Supervisory Commission, 
the amount needed is around $110 billion or equiva- 
lent to about 25 per cent of GDR Given the rapid 
deterioration of the economy, the final bill may be 
substantially higher. In an effort to restructure the 
banking system, the government ordered five banks 
to close down: the Commercial Bank of Korea, the 
Korea Exchange Bank, Hanil Bank, Chung Buk Bank 
and Kangwon Bank. In addition, the government 
sold two of the most troubled banks, Korea First 
Bank and Seoul Bank, to private investors. The 
government is urging the surviving banks to meet 
the prudential standards of the Bank for International 
Settlements, if necessary through mergers and 
acquisition. The overall target is to have a capital 
adequacy ratio of 6 per cent by March 1999, 8 per 
cent a year later and 10 per cent by the end of 
2000.

The Republic of Korea has been successful in 
restructuring short-term foreign debt and, as a result, 
its debt profile has improved. By March 1998, a 
very large part of the short-term foreign debt was 
rolled over and most of it for two years or more. 
Also, the confidence of foreign investors in the 
economy has shown signs of improvement. For 
instance, the government was successful in raising 
new funds from the international capital market by 
issuing global bonds worth $4 billion in April 1998.

Policy issues and responses

The economic crisis has dampened the growth 
and exacerbated the structural weaknesses of many 
of the economies in the subregion. In response to 
these problems, government policies have been 
focused on restoring output growth and intensifying 
structural reform, with particular emphasis on the 
financial and corporate sectors. As mounting 
unemployment was in evidence in many economies 
in this subregion, and in the absence of any 
comprehensive social safety net, governments had to 
put a high priority on reviving growth and employ- 
ment, particularly through fiscal stimulus. It is 
important for governments to ensure that measures 
taken do not lead to prolonged delay in the funda- 
mental restructuring that may be needed to enhance 
the long-term competitive strength of the region.

Efforts to establish a sound banking system 
have begun in many economies in the subregion, 
notably, in China and the Republic of Korea, where 
banks were saddled with huge non-performing loans. 
The guiding principle of the reforms should be to 
require banks to operate on a sound commercial 
basis which would imply, inter alia, that loans are 
granted on the basis of the objective assessment of 
risks and returns. As institutions responsible for 
intermediating the flow of funds from savers to 
investors, they have a responsibility to ensure 
security of deposits; hence, they need to have 
adequate provisions to cover risks. In both China 
and the Republic of Korea, some troubled banks 
were closed and the rest are required to comply with 
the capital adequacy ratio of the Bank for Inter- 
national Settlements by certain dates. Financial 
restructuring in these economies is a difficult process 
considering the scale of the problem. With huge 
non-performing loans, the recapitalization costs of 
the banks would require a massive amount of 
funding. In this context, one important issue that will 
have to be dealt with is the equitable distribution of 
the burden between the government and the others, 
including the debtors and shareholders.

The corporate sector in these economies is 
also in need of massive restructuring. In China, the 
major problem lies in the large number of loss- 
making and highly indebted state-owned enterprises. 
Indeed, their leverage has worsened in recent years. 
Some estimates point to a surge in their debt-to- 
equity ratio from 82 per cent in 1988 to a staggering 
570 per cent in 1995 and, according to The Econo- 
mist of 24 October 1998, may have become higher 
subsequently. The government has launched a major 
initiative to reform state-owned enterprises. Eventu- 
ally, more than 99 per cent of smaller state-owned 
enterprises, which number more than 100,000 
enterprises, will be divested. That would leave only 
about 1,000, which would be strengthened to 
become competitive by world standards. Given the 
employment and other social ramifications of such 
massive restructuring, the programme has to be 
implemented in a phased manner.

In the Republic of Korea, corporate restruc- 
turing remains an issue of major concern. The 
restructuring of the chaebol, the conglomerates, 
forms a core part of the conditions of the IMF-led 
assistance package. One aspect of restructuring 
concerns the resolution of the problem of corporate
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indebtedness in the Republic of Korea. This was 
serious even before the onset of the crisis. There 
seems to be a tendency for the debt equity ratio to 
rise with the size of the firm. For instance, of 448 
companies listed on the Korea Stock Exchange, the 
debt equity ratio has increased by 88 per cent to 
339 per cent in 1997; in contrast, the top 30 chaebol 
recorded a debt equity ratio as high as 800 per 
cent.

The restructuring of the chaebol would also 
include issues such as divestment, mergers and 
consolidation. A broad framework has been laid 
down under which each chaebol will concentrate on 
four to six core businesses, cut their debts and 
dispose of marginal subsidiaries. An incentive has 
been provided for the conglomerates to comply by 
providing that they will be rewarded with a debt-for- 
equity swap by their creditors, the state banks. 
Efforts have been initiated to improve corporate 
governance. These include the requirement that 
large conglomerates publish combined financial 
statements, that shareholders’ rights are streng- 
thened and that bankruptcy procedures are 
improved.

In the end, financial sector restructuring and 
corporate restructuring are closely intertwined in the 
Republic of Korea, as in several other economies, 
because of the heavy dependence of the corporate 
sector on debt financing, with commercial banks 
being the primary source. That, in turn, raises the 
issue of development of capital markets in the 
medium and long term.

As a regional and international financial centre, 
Hong Kong, China is not immune to the financial 
turmoil affecting the region. With its currency rigidly 
pegged to the dollar, economic adjustments following 
an external shock are manifested in domestic prices 
and output as witnessed by sharp changes in 
interest rates, property and stock prices, and output. 
The government’s policy response to the problems 
has been concentrated on tightening regulation on 
the stock market to dampen speculative attacks on 
its currency and mitigating the deflationary pressures 
at home. A series of measures were introduced in 
September 1998 to curb short selling, to better 
supervise securities and futures markets and to 
strengthen frameworks for risk management and 
investor protection. The severity of the crisis has 
led the government to modify its non-interventionist

stance, at least temporarily. The expansionary fiscal 
policy has transformed the normally fiscal surplus 
into a deficit, at around 1.5 per cent of GDP in 
1998. The implementation of some public works 
was accelerated and government spending was 
increased to assist the small and medium-sized 
enterprises. Some relaxation on mortgage borrowing 
for first-time buyers was also introduced, especially 
to help to prop up the weak property sector.

Managing the process of transition to a market 
economy remains the dominant policy agenda in
Mongolia, which encompasses stabilization and 
structural adjustment measures. In recent years, the 

eht gnizilibats ni lufsseccus neeb sah tnemnrevog
economy by bringing inflation down through a
reduction in the government budget deficit and eco- 
nomic liberalization. The privatization programme 
has been implemented. With the improved 
macroeconomic situation, the government will have 
to deal with issues related to the long-term develop- 
ment of the country. These include addressing
problems of supply bottlenecks in infrastructure, es- 
pecially power, and human resource and institutional 
development. Also, particular attention will have to 
be paid to the development of the private sector.

DEVELOPED COUNTRIES 
OF THE REGION 

Australia, Japan and New Zealand

Growth performance

The Australian economy continued its generally 
impressive growth in 1997, with GDP growth at 2.8 
per cent compared with 3.7 per cent in 1996. 
Owing to resilient domestic demand, the economy 
remained strong in 1998 with estimated growth at
4.5 per cent despite the adverse impact of the Asian 
crisis (table II.19). A combination of low interest 
rates and a weakening exchange rate enabled 
Australia to maintain export momentum by finding 
new markets outside the region. Tourism, however, 
experienced a negative impact from the Asian 
economic crisis. Tourism and related services 
have been a key activity in the diversification of 
Australia’s economy, reducing its dependence on 
traditional commodities such as coal, wool and
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Sources: ESCAP secretariat calculations based on United Nations, Project LINK World Outlook, various issues; IMF, 
International Financial Statistics, vol. LI, No. 11, November 1998 and World Economic Outlook  (Washington DC), October 
1998; OECD, OECD Economic Outlook, No. 63, June 1998; and United Nations Department of Economic and Social Affairs, 
The World Economy at the Beginning o f 1999 (E/1999/INF/1).

a Estimate.
b Refers to percentage changes in the consumer price index.
c Data exclude net advances (primarily privatization receipts and net policy-related lending). 
d Refers to general government fiscal balance. 
e January-June. 
f January-March.

contributed to growth in employment and higher retail 
spending. While those sectors dependent on the 
domestic economy (for example, housing) expe- 
rienced strong growth, manufacturers engaged in 
exporting to Asia or exposed to import competition 
faced difficulties. However, unemployment remained 
on a declining trend, recording its lowest level in 
almost a decade, 7.7 per cent, in October 1998.

The Japanese economy remained under 
severe recessionary pressure in 1998 and is 
estimated to have contracted by 2.7 per cent in

wheat. Furthermore, international commodity prices 
have fallen sharply as a result of the drop in Asian 
demand. Domestically, the fall of commodity prices 
was, however, partly cushioned by the depreciation 
of the Australian dollar and domestic incomes were 
therefore maintained.

Economic growth in 1998 was led by continued 
expansion of consumer spending and private 
investment (in particular, housing investment), 
following the reduction in interest rates in the second 
half of 1997. Strong housing construction, in turn,

1998a19971996

(Percentage)

Table II.19. Developed countries of the ESCAP region: major macroeconomic indicators, 
1995-1998

Australia

GDP growth 
Inflationb
Consumption/GDP 
Investment/GDP 
Budget balance/GDPc,d 
Short-term interest rates 
Money supply growth (M2)

Japan

GDP growth 
Inflationb
Consumption/GDP 
Investment/GDP 
Budget balance/GDPd 
Short-term interest rates 
Money supply growth (M2)

New Zealand

GDP growth 
Inflationb
Consumption/GDP 
Investment/GDP 
Budget balance/GDPd 
Short-term interest rates 
Money supply growth (M2)

4.1
4.7 

84.1 
17.0
– 2.0

7.7
8.5

1.5
– 0.1 
69.9 
28.6
– 3.6

1.2
2.8

2.7
3.8 

82.3 
18.7

3.3
9.0
4.9

3.7 
2.6

84.5 
16.3

– 0.8
7.1

10.6

3.9
0.2

69.6
29.8
– 4.3

0.6
2.3

2.8
2.3

81.5 
18.0
2.8
9.3

17.6

2.8
0.2

85.3 
17.0
– 0.2

5.4
7.3

0.9
1.7

70.4
28.5
– 3.1

0.6
3.1

3.2 
1.1

81.7
18.6

2.4
7.7
4.5

4.5 
0.3

86.4
17.0 

0.7 
5.0 
6.4e

– 2.7
0.3

71.0 
27.9
– 5.7

0.8
3.0e

0.2
1.5

81.4 
18.8

1.3
8.6 
6.1f
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1998, following growth of 0.9 per cent in 1997. 
During 1998, industrial output continued to decline 
and inventories increased with depressed private 
demand. Industrial production fell by an extraordi- 
nary 7.9 per cent by October 1998 on a 12-month 
basis. The automotive sector was hit particularly 
hard. With the economic crisis in Asian countries, 
Japanese exports to the countries in crisis 
decreased significantly. Private housing investment 
declined sharply, recording a 22.3 per cent fall (year 
on year) in the first quarter of 1998, the fourth 
consecutive quarter of contraction.

Deterioration in private demand is the major 
cause of economic contraction in Japan. Low 
consumer confidence reflects economic uncertainty 
caused by rising unemployment, worries over the 
future in an ageing society and mounting govern- 
ment debt. The inexorable change in conventional 
lifetime employment and a higher unemployment 
rate among the younger generation have had an 
adverse impact on consumer confidence, in addition 
to stagnation in real wage growth. Another poten- 
tial negative factor for consumer confidence was 
expected to come with a surge in mortgage 
payments in 1998 for those who took government 
mortgages under the special scheme launched in 
1993 as part of the economic stimulus package. 
Under this scheme, borrowers could enjoy low 
mortgage rates in the first five years, while after this 
period the rates would be much higher. At the time 
when this scheme was launched, economic re- 
covery was expected to take place within one or 
two years. The recovery has been neither strong 
nor sustained, and borrowers have been left with a 
burden of higher repayments in the face of stagnant 
earnings, as well as uncertainty over their future 
income and job security. In this context, it is worth 
noting that unemployment has reached its worst 
level since the end of the Second World War, 
with the rate standing at 4.4 per cent in November 
1998.

As a result of these developments, the 
business sector is confronted with poor profit pros- 
pects. Above all, the reluctance of the financial 
sector to provide new loans has pushed overall 
activity downwards. Bankruptcies increased from 
14,201 in fiscal year 1994 to 17,496 in fiscal year
1997. The trend continued throughout 1998, with 
19,565 bankruptcies being recorded by October

1998. While some large firms have been able to 
shift their source of finance to the capital market, 
smaller firms and lower-rated firms have faced 
difficulty in obtaining support from this source of 
finance. The decline in business investment appears 
to confirm this downward trend. The Bank of 
Japan’s “tankan” surveys showed consistently dete- 
riorating business confidence during 1998, with no 
positive signs on the horizon. The government 
introduced two stimulus packages in 1998 to boost 
public spending. Also, the government budget for 
the fiscal year 1999/2000 is highly expansionary. 
Whether these packages and budgetary measures 
can actually arrest the downward pressure on output 
in 1999 remains to be seen.

The New Zealand economy slowed in 1998 to 
an estimated growth rate of 0.2 per cent, sharply 
down from 3.2 per cent in 1997, reflecting the 
Asian crisis, drought, weaker domestic demand and 
much lower international farm commodity prices. 
With its greater reliance on primary production, the 
economy contracted by 1.0 per cent in the first 
quarter on an annualized basis, reflecting a 40 per 
cent drop in agricultural output because of the 
severe drought conditions affecting the main 
agricultural regions since late 1997. A decline in 
consumer spending, housing investment and 
exports to Asia also contributed to the contraction. 
A fall in manufacturing output was particularly 
visible in such industries as paper and wood 
products, with their main export markets in the 
Asian economies. Domestic demand also de- 
creased, reflecting lower consumer confidence and 
rising unemployment. Domestic demand turned 
negative in the first quarter of 1998 (on an 
annualized basis) and the economy contracted 
further by 0.8 per cent in the second quarter from 
the previous quarter. However, improved demand 
from EU and United States markets helped GDP 
growth to recover to some extent in the second half 
of 1998, and the economy was able to avoid 
slipping into recession for the year as a whole.

Inflation

Inflation in Australia remained exceptionally 
subdued in 1998 at 0.3 per cent (table II.19). This 
can principally be attributed to low growth in wages/ 
earnings and low or falling prices for imported items,
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despite the depreciation of the Australian dollar. 
While some import prices increased, the increases 
were not passed on to consumers as a result of 
strong competition in the domestic market. Instead, 
importers’ mark-ups were squeezed to retain com- 
petitiveness. Instruments such as exchange rate 
hedging and long-term fixed price contracts also 
assisted in reducing the upward pressure on retail 
prices relative to changes in import prices. Thus, 
currency weakness did not lead to an immediate 
increase in consumer prices.

With producer prices rising only 1.6 per cent, 
concern over inflation in Japan was non-existent 
during 1997, despite a loosening of monetary policy. 
The same conditions applied, if anything with 
greater intensity, in 1998, with an absolute decline 
in producer prices and earnings in the third quarter 
of 1998, combined with markedly lower oil and other 
commodity prices. Wholesale prices declined by 0.5 
per cent in the first quarter of 1998 and by 1.6 per 
cent in the second quarter. By October 1998, they 
stood 2.8 per cent lower than 12 months earlier. 
Overall in 1998, consumer price inflation is 
estimated to be 0.3 per cent. The greater concern 
currently relates to a deflationary spiral, where 
consumers delay their purchases in the expectation 
of a further fall in prices. This increases invento- 
ries, and firms are inevitably forced to cut their 
prices to reduce inventories, confirming the consum- 
ers’ expectation of deflation, creating a vicious 
downward spiral.

In New Zealand too, inflationary pressures 
remained subdued at 1.5 per cent in 1998, despite 
the substantial fall in the New Zealand dollar 
exchange rate, though some concerns about the 
inflationary impact of the currency’s fall had emerged 
during the year. Increases in charges for credit 
services and budget changes announced in May 
were the main factors influencing consumer prices. 
An increase in tax rates raised tobacco prices, while 
transport costs were lowered as a result of lower car 
prices after the removal of vehicle import tariffs. 
Strong competition between petrol retailers also 
lowered petrol prices in the second quarter of 1998. 
Subdued producer prices were mainly due to the 
weakness in agricultural prices that were part of the 
lower overall commodity price environment prevailing 
in 1998. Overall, inflation continued to remain low 
as a result of sluggish domestic demand, falling 
consumer and business confidence and weak 
commodity prices.

Trade performance

Compared with most other developed countries 
(with the exception of Japan and the United States), 
foreign trade plays a relatively small role in the 
Australian economy. The majority of exports consist 
of raw materials, fuels and food products. Imports 
have been slightly larger, with capital goods and 
machinery the dominant items (table II.20). The 
current account deficit stood 3.2 per cent of GDP in

Table II.20. Developed countries of the ESCAP region: merchandise exports and imports in 
United States dollars and their rates of growth, 1995-1998

Source: ESCAP secretariat calculations based on United Nations, Monthly Bulletin of Statistics, vol. LII, No. 11, 
November 1998.

a January-June.
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Exports (f.o.b.)
Value 

(millions of 
US dollars)

1997 1995

Annual rates of change 
(Percentage)

1996 1997 1998

Value 
(millions of 
US dollars)

1997 1995

Imports (c.i.f.)

Annual rates of change 
(Percentage)

1996 1997 1998

Australia
Japan

New Zealand

62 902 
421 053 

14 052

11.7
11.6

12.0

13.6
–7.3

5.3

4.3

2.5
–2.2

– 10.3a
– 6.5a

– 18.3a

65 910 
338 840 

14 520

12.9
22.1

17.2

8.5 
3.9
5.5

0.7
– 3.0
– 1.4

– 0.7a
– 17.6a
– 14.9a



1997. A sharp deterioration to over 5.0 per cent 
followed in 1998 as export growth slowed as a result 
of the crisis in Asia. By October 1998, on a 12- 
month basis, the trade deficit stood at $4.3 billion 
compared with a surplus of $2.3 billion in the 
corresponding period up to October 1997. The 
current account deficit, which was $13.2 billion up to 
the third quarter of 1997, expanded to $15.5 billion 
in the corresponding quarter of 1998 and on an 
annualized basis had reached 5.0 per cent of GDP.

Australia depends on Asian markets for 60 per 
cent of its exports, of which 20 per cent is directed 
to Japan and 15 per cent to ASEAN countries. The 
crisis in the Asian economies has dramatically 
decreased Australian exports to these countries. For 
instance, exports of commodities to the Republic of 
Korea and to ASEAN countries declined by 13 per 
cent, while the number of tourists arriving from these 
countries declined by 51.2 per cent during the three 
months to August 1998. However, commodity 
exports to the rest of world increased by around 20 
per cent, resulting in a 12.7 per cent increase in 
commodity exports from the previous year. The 
depreciation of the Australian dollar also helped in 
mitigating the loss of export momentum. Visitors 
from the rest of the world increased by 5.3 per cent 
during the same period, partly offsetting the decline 
from the Asian countries and holding the total 
decline at 3.2 per cent.

In Japan, international trade plays a relatively 
smaller role vis-a-vis the domestic economy 
compared with most other developed countries. 
However, particular industries are very dependent on 
export markets. Fluctuations in the exchange rate of 
the yen have had a major impact on Japanese trade 
performance and on corporate balance sheets with a 
large trading component. In 1997, export volume 
rose 9.5 per cent but the dollar value of merchan- 
dise exports rose only 2.5 per cent. In 1998, export 
volume is estimated to have risen by 4.5 per cent 
but the dollar value is estimated to have declined. 
Import volume has risen only modestly but imports in 
value terms have declined significantly.

The immediate direct effects of the Asian crisis 
on foreign trade are not likely to be large for the 
domestic economy, but longer-term, indirect effects, 
such as the decline in competitiveness compared 
with the Republic of Korea, could be substantial.

Japan’s overall trade surplus surged in 1998, 
reflecting lower imports and a modest increase of 
export demand from EU and the United States, while 
exports to ASEAN and the Republic of Korea 
declined. Exports to the Republic of Korea declined 
by 37.5 per cent and to ASEAN countries by 27.3 
per cent in the first quarter of 1998; those to North 
America increased by 10.8 per cent and to EU by
24.8 per cent over the same period. While the 
economic crisis in East and South-East Asian 
countries reduced export demand, which accounted 
for around 40 per cent of Japan’s exports in 1997, 
export growth to developed economies more than 
offset the decline. In terms of particular industries, 
car sales to Asian countries dropped by a huge 54 
per cent in the first five months of 1998.

The current account surplus recorded a 30 per 
cent year-on-year increase in October 1998 as the 
trade surplus widened and overseas travel by the 
Japanese declined. The trend is estimated to have 
persisted throughout the year, with the current 
account surplus reaching $119.3 billion in the 12 
months to October 1998 compared with $91.9 billion 
in the previous year.

New Zealand’s current account deficit widened 
in 1998, essentially reflecting a fall in exports to 
Asian countries. The adverse effect of weakening 
demand from Asian countries was partly offset by 
the strong demand from the United States and EU, 
as well as improvements in service receipts resulting 
from an increase in tourist arrivals from Europe and 
North America. The decrease of exports to Japan, 
however, had a significant influence on the New 
Zealand economy as exports to Japan account for 
14 per cent of total exports and are the equivalent 
of 3.3 per cent of the country’s GDP, but the United 
States is becoming a more important export market 
for New Zealand, in place of Japan, as the largest 
export market next to Australia. For example, 
exports to the United States increased by 23.5 per 
cent (to $NZ822.2 million) in the three months 
between March and May 1998, while those to Japan 
dropped by 3.9 per cent in the same period.

The poorer trade performance, which recorded 
a deficit in June for the first time in 13 years, 
increased concerns about the current account deficit 
and contributed to a fall in the New Zealand dollar. 
The deterioration of the current account deficit also 
reflected the difference between foreign companies’
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large profits in New Zealand and domestic 
companies’ relatively small foreign profits. In 1997, 
outflows of this kind exceeded inflows by a substan- 
tial amount ($NZ8.2 billion). The trend is expected 
to have continued during 1998.

Capital inflows/outflows

In common with several other developed 
countries, Australia is both a source and a recipient 
of foreign capital. In net terms, however, on account 
of the persistent deficit in the current account, 
Australia is a recipient of foreign capital flows. Since 
1993, these have been largely made up of portfolio 
and FDI flows, and the proportion of debt in foreign 
liabilities has declined.

As of end December 1997, the gross external 
debt totalled about 62 per cent of Australia’s GDP 
while the net external debt equalled about 42 per 
cent of GDP. Of the total gross external debt, nearly 
two thirds is owed by the private sector. While high 
domestic interest rates in the past encouraged the 
private sector to obtain funding offshore, the 
declining trend of domestic interest rates has 
reduced this incentive. Companies have been
reducing total borrowing in order to strengthen their 
financial position. In addition, declining federal and 
state government deficits have contributed to the 
reduction in external borrowing. As a result of these 
changes, Australia’s external debt burden has 
stabilized and should begin to decline over the next 
few years.

OECD predicts that the crisis in Asian
economies is likely to have only a minor effect on 
Australian companies’ foreign investment income, 
which is mostly derived from outside South-East and 
East Asia. Equally, Australian banks appear to have 
sufficient reserves to absorb potential losses from 
the crisis as they have only moderate Asian
exposure (6 per cent of Australian banks’ global 
assets). Nevertheless, the Australian stock market 
showed little buoyancy during 1998, staying more or 
less unchanged in local currency terms but declining 
marginally in terms of the United States dollar.

Japan has traditionally run a current account
surplus of about 2 per cent of GDP, or over $100
billion in absolute terms. This trend has persisted in 
the 1990s. As such, Japan has been a major

source of capital for other developed and for 
developing countries. This has been traditionally in 
the form of investments in United States Treasury 
bills, bonds and notes and in FDI flows to several 
economies in the ESCAP region, as well as other 
economies outside the region.

During 1997 and 1998, with extremely low 
domestic interest rates, Japanese investors found 
greater incentives to channel their funds overseas for 
higher yields. Thus, capital outflows from Japan 
were expected to remain strong throughout 1998. 
All remaining foreign exchange restrictions were lifted 
as part of the financial deregulation (the “big bang”) 
and this should also encourage such outflows as 
Japanese institutional investors seek higher returns 
abroad.

Between October 1997 and March 1998, 
Japanese banks and life insurance companies 
rushed to reduce their non-performing assets. 
Foreigners purchased these discounted assets to the 
extent of 3 trillion yen. These purchases increased 
further by 2 trillion yen in April-September 1998. 
The motive force behind these purchases was the 
availability of Japanese assets at heavily discounted 
prices.

In October 1998, despite continuing domestic 
weakness, Japan announced a $30 billion aid 
package for crisis-hit Asian countries in the form of 
short-term financial support, bond guarantees and 
currency support in an effort to ease the credit 
crunch affecting the entire region.

Notwithstanding these phenomena, the troubled 
Japanese financial sector will have a serious impact 
on Asian economies on account of its limited 
capacity to provide credit support through loans to 
the real economy, both within Japan and outside. In 
view of its impaired asset quality, the Japanese 
financial sector does not currently have the capacity 
to provide new loans either to Japanese companies 
or to Asian economies, although it is rolling over 
existing loans. Japanese banks have a substantial 
volume of loans outstanding in Asia, estimated at 
around a third of total foreign lending in the region. 
These loans are mostly denominated in dollars. 
Further weakness in the balance sheets of Japanese 
banks may leave them with no choice but to
withdraw or curtail these credit lines.
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As already slated, New Zealand is a net 
recipient of foreign capital flows on a significant 
scale. These are mainly in the form of portfolio or 
FDI flows. Like Australia, the debt-to-GDP ratio has 
stabilized in recent years. After remaining steady at 
about $2.5 billion during the 1980s, assets of foreign 
companies in New Zealand rose from $8.1 billion in 
1990 to $33.2 billion in 1996, and subsequently fell 
back to $29.5 billion in 1997. In this period, New 
Zealand companies, too, have been investing 
overseas at a modest rate, and aggregate foreign 
assets almost tripled between 1990 and 1996, from 
$3.3 billion to $9.4 billion, but declined to $6.8 billion 
in 1997.

With the sharp deterioration in the current 
account, the overseas debt of New Zealand 
increased to a record high of over 100 per cent of

GDP by end March 1998. The increase in total debt 
was primarily on account of the rise in corporate 
sector debt. This was caused by especially strong 
demand for housing finance, since domestic saving 
was not enough to meet this demand. The 
depreciation of the New Zealand dollar further 
contributed to the rise, as much of the new debt is 
denominated in foreign currencies.

Financial sector developments

Australian financial markets were affected by 
global developments in the past 12 months. This 
was most evident in the exchange rate, with the 
Australian dollar coming under intense speculative 
selling pressure, which drove it to new lows against 
the United States dollar (figure II.8). Several

Figure II.8. Index of exchange rates of developed countries in the ESCAP region, 1997-1998

(US dollar pe r domestic currency: January 1997 = 100)

Sources: IMF, International Financial Statistics  (Washington DC), various issues; The Economist, various issues; and 
Far Eastern Economic Review, various issues.
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est rates sharply in response. In Australia’s case, 
the Reserve Bank judged that the most appropriate 
way for it to deal with the exchange rate pressures 
was by intervening in the foreign exchange market, 
since the selling pressures reflected speculative ac- 
tivity rather than any loss of confidence in Australia. 
The Bank undertook two rounds of intervention, in 
May/June and August/September 1998. Overall, the 
Australian financial system has thus far come 
through the global turmoil without serious difficulty.

This favourable outcome can be attributed to 
the economy’s capacity to adjust to changed 
circumstances, including the success of exporters in 
finding new markets. A stable macroeconomic policy 
environment has made an important contribution to 
the favourable outcome. The task for monetary 
policy has been to try to minimize the damage to 
the economy from the Asian crisis and to ensure 
that inflationary pressures remain in check. It was 
always recognized that the first of these would 
involve some decline in the exchange rate. At the 
same time, it is in the nature of markets that 
financial prices are liable to overshoot. Instability in 
the exchange rate can itself damage confidence. 
Despite these risks, adjustment has occurred with 
comparatively little disruption to the domestic 
economy, and financial conditions and short-term 
interest rates remained within the narrow band of
5.00 to 5.75 per cent in 1997 and 1998. With the 
favourable inflation outlook for the Australian 
economy, the official discount rate was cut to 4.75 
per cent in December 1998.

In September 1997, the government an- 
nounced a number of financial sector reforms in 
response to the recommendations of the Wallis 
Financial System Inquiry. The reforms are aimed at 
increasing competition and improving efficiency while 
preserving the integrity and security of the financial 
system. The centrepiece of the reforms is a new 
regulatory structure based on three agencies, each 
of which will be respectively responsible across the 
financial system for financial safety, systemic stability 
and payments, and conduct and disclosure. The 
new institutional framework is being established in 
place of existing institution-based regulation because 
of changes in the nature of the financial sector in 
which boundaries between financial instruments and 
institutions are blurring.

In Japan, the monetary authorities have kept 
their policy stance generous with the official discount 
rate at the historically unprecedented level of 0.5 per 
cent since 1995. In September 1998, the Bank of 
Japan further cut its interest rate (uncollateralized 
overnight call rate) to 0.25 per cent while it main- 
tained the official discount rate at 0.5 per cent. 
However, the greatest impediment to growth in the 
Japanese economy is not the cost of credit but the 
impaired condition of the financial sector and its 
inability to extend financial support to the real 
economy. The problems of Japan’s corporate sector 
are reflected in the chronic weakness of the stock 
market, which declined by nearly 8 per cent in 1998 
following a decline of nearly 22 per cent in 1997.

Low interest rates, combined with slightly 
higher margins between deposit and lending rates, 
have, however, helped some of the major problems 
facing the banking industry to be addressed. 
Banks at the core of the financial system have 
been able to begin absorbing existing losses and 
to increase their loan loss reserves, helped by 
higher operating profits. Nonetheless, the resolu- 
tion of the problems still facing some banks may 
have to wait for some time. This may be why 
capital markets remain uncertain over the full ex- 
tent of bad loans and the share prices of banks 
remain chronically weak.

Since December 1997, the Government of 
Japan and monetary authorities have announced 
several measures to deal with the bad loans 
problem, which goes back to the asset bubble of the 
late 1980s, and to improve the ability of the banks to 
provide the real economy with greater credit support. 
The most recent of these measures was in October 
1998. Prior to this, under the total plan announced 
in July 1998, a state-managed bridge bank is to be 
created to take over insolvent private institutions and 
sell off their assets. The bridge bank will be set up 
by the Deposit Insurance Corporation, which has 
been given 2.3 trillion yen over the next five years, 
plus a borrowing facility backed by government 
guarantees. The viability of banks to transfer assets 
to the bridge bank will be evaluated by the newly 
formed Financial Supervisory Agency. During this 
process, the bridge bank will continue to provide 
healthy companies with loans, thereby preventing the 
closure of insolvent financial institutions from ruining 
healthy firms.
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Under the financial stabilization bills approved 
by the Japanese parliament in October 1998, the 
government has been allowed to recapitalize 
weak institutions and to nationalize failing banks 
through the injection of public funds. The financial 
stabilization plan will involve an injection of 60 trillion 
yen, consisting of 17 trillion yen to protect deposi- 
tors, 25 trillion yen to recapitalize banks and 18 
trillion yen to buy the shares of nationalized banks.

With the current reluctance or inability of 
Japanese banks to extend existing loans or provide 
new loans, large companies with access to the 
capital market increased corporate bond issues in
1998. Such bond issues are expected to exceed 
the record high of 6.5 trillion yen in 1997, although 
this may turn out to be more expensive for the 
borrowing entities. Furthermore, they are not 
necessarily available to all, as access to capital 
market varies depending on the financial conditions 
of companies, even within the same industry.

The Financial Supervisory Agency has 
estimated that the magnitude of bad loans in the 
Japanese banking system was 87.5 trillion yen (11 
per cent of total loans) at the end of March 1998, of 
which 45.4 trillion yen was accounted for by the top
19 banks. The Agency later revised the figure 
upward in November by another 10 trillion yen. The 
fall in bank share prices has reduced banks’ capital- 
to-assets ratios, which is forcing them to cut back on 
new lending to companies in order to comply with 
international standards.

Since 1997, the financial sector has 
experienced the closure of several large financial 
institutions. The effectively insolvent Long-Term 
Credit Bank, one of three specialized long-term 
credit institutions in Japan, was nationalized in 
October under the new banking legislation. The 
nationalization of this bank was seen as a blueprint 
for future nationalizations of troubled financial 
institutions. In December 1998, the insolvent Nippon 
Credit Bank was also nationalized.

Until the mid-1980s, New Zealand’s approach 
to the financial system was largely protective. The 
regulatory regime was extensive and involved a 
multiplicity of policy objectives. From 1984, a 
programme of economic liberalization was set in 
motion which changed the financial environment 
dramatically. The reforms sought to achieve more

efficient financial intermediation revolving around the 
removal of a wide variety of controls and restrictions 
governing financial sector transactions and institu- 
tions. The reforms succeeded in generating a major 
rationalization of the country's financial sector.

Reform of the financial sector has been 
characterized by a learning process. This has been 
most obvious in the case of monetary policy 
implementation, where ways of dealing with the new 
operating environment took time to emerge. It is 
also true of financial services rationalization. After 
an initial period of expansion and diversification, 
many institutions became overstretched and were 
subsequently forced to leave some business lines, 
reassess their competitive strengths and consolidate 
their positions. Macroeconomic developments 
reinforced this learning process. In particular, the 
asset price slump of the late 1980s was important in 
highlighting the risks of rapid expansion into new 
business activities.

As a result of the reforms, monetary conditions 
are now measured by the Monetary Conditions 
Index, whose core component is price prospects.1 In 
the monetary policy statement in August 1998, the 
Reserve Bank stated that the Index at zero was at 
the “desired level”. In other words, there were no 
incipient inflationary pressures in the economy for 
which policy measures were required.

Following the outbreak of the Asian crisis, 
interest rates in New Zealand increased from the 
middle of 1997 onwards, reflecting a weakening of 
the New Zealand dollar in tandem with the weaker 
yen and concerns over export demand from Japan. 
The benchmark 90-day rates rose to about 9 per 
cent from around 7 per cent during the period 
between mid-1997 and mid-1998, with the rate 
recording 9.7 per cent in mid-June 1998 triggered by 
the currency’s fall. With signs of falling growth 
becoming clearer, interest rates began to ease in 
late June and stood at around 5 per cent in October
1998. New Zealand banks are essentially domesti- 
cally oriented and have not suffered from the Asian 
crisis.

1 The Monetary Conditions Index is an amalgam of 
the exchange rate (trade-weighted exchange rate index) 
and the interest rate (90-day interbank bill rate).
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New Zealand’s stock market performed poorly 
in 1998. This was partly due to the volatility in 
international financial markets resulting from the 
Asian crisis. The market declined over the year in
1998, while it showed a temporary upsurge in July 
following the successful share flotation of the govern- 
ment’s stake in Auckland’s international airport.

Policy issues and responses

All three economies have been negatively 
affected by the economic and financial crisis in Asia. 
In all three countries, policy issues are largely 
dominated by the need to counter the effects of the 
Asian crisis. In Japan, there is considerable concern 
at the long-lasting domestic problem of consumer 
confidence and a gravely impaired financial sector, 
coming on top of deep-seated recessionary trends. 
The precise impact of the crisis on the economies 
individually will, however, depend on three sets of 
factors: the importance of trade and financial links 
with the economies hit by the crisis; their current 
cyclical position; and the impact of developments on 
the world’s financial markets.

With respect to the first factor, the worst 
affected will be Japan, although neither Australia nor 
New Zealand will be completely immune from the 
adverse effects of the crisis. As regards the second 
factor, it is self-evident that the contractionary effects 
of adjustment in the economies in crisis will aggra- 
vate conditions in those economies, where confi- 
dence and overall activity are already weak. Again, 
Japan is liable to be worst hit. Finally, as far as 
developments in financial markets are concerned, 
the exaggerated swings in exchange rates and 
redirection of capital flow to safe havens will also 
affect performance during 1999.

In this regard, it is important to remember that 
Japan has been a traditional source of capital for 
much of the region for several years. It is unlikely 
that it will be able to play this role for some time in 
the future, given the perilous state of its own 
financial sector and weak fiscal position. To what 
extent Australia and New Zealand have to suffer 
from a heightened perception of risk affecting the 
Asian and Pacific region as a whole and the redirec- 
tion of capital flows remains uncertain for the time 
being.

In the early 1990s, Australia’s economic 
performance surpassed that of most other OECD 
countries. There have been six years of solid 
growth, unemployment has fallen, inflation has 
remained low and productivity growth has been 
strong. In addition, significant progress has been 
made in fiscal consolidation by means of expenditure 
restraint. While unemployment has fallen, it remains 
high for this stage of the cycle. The labour market 
reforms introduced by the government in 1997 
should help to reduce structural unemployment, 
but further reforms may be required to achieve the 
employment objectives. There are also other areas 
of reform, such as fiscal reform, which need to be 
considered to stimulate greater dynamism in the 
Australian economy.

The tax reforms proposed in August 1998 by 
the Government of Australia include the introduction 
of a 10 per cent goods and services tax from July 
2000 and substantial cuts in personal income tax, as 
well as an increase in welfare payments. In other 
words, there is to be a rebalancing between direct 
and indirect taxes and between revenue and 
expenditures to make supply-side improvements and 
improve work incentives. While the budget deficit 
declined over the years from 4.7 per cent of GDP in 
1993 to 0.6 per cent of GDP in 1997, the new tax 
package and associated welfare expenditure 
changes are expected to reduce the expected 
budget surplus during the first two years of operation 
of the package. A period of weaker GDP growth in 
the wake of the Asian crisis will, however, further 
affect fiscal performance. Most forecasts indicate 
growth weakening to around 2 per cent in 1999.

Japan’s economy is presently in recession as a 
result of the domestic financial crisis following asset 
price deflation and the crisis in a number of Asian 
economies. Even though financial markets have 
stabilized to a degree through a massive provision of 
liquidity and a series of moves designed to ease 
credit supply and boost spending, GDP looks set to 
contract further in 1999. A resumption of growth is 
predicated on a return of private sector confidence 
associated with a successful conclusion to the twin 
crises in the Japanese banking system and in the 
rest of Asia. Slack in the economy will continue for 
some time, putting downward pressure on wages 
and prices. The restraining effects of depressed 
domestic demand conditions on the volume of
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imports are expected to outweigh the unfavourable 
impact of the Asian crisis on exports, leaving the 
current external surplus on a rising path beyond 3 
per cent of GDP and increasing the likelihood of 
friction with trading partners. The challenge facing 
policy makers is thus enormous.

The Government of Japan launched two major 
stimulus packages, one in April 1998 and another in 
November 1998 to boost the economy, in the 
process postponing the commitment of achieving a 
fiscal balance. The November 1998 package 
included additional public spending and loans to the 
corporate sector to ease the credit crunch, as well 
as an issue of “shopping vouchers" for households 
with children or elderly persons to stimulate con- 
sumption. Permanent tax cuts in corporate taxes 
and reductions in the maximum rate of combined 
income and local government taxes have also been 
announced. The budget for the fiscal year 1999/ 
2000 is also expansionary, aimed at reviving the 
economy.

These economic packages and budgetary 
measures will clearly worsen the fiscal balance in 
the short term. With the increasing debt burden and 
rise in interest payments, as much as 21 per cent of 
the expenditure in the budget for the fiscal year 
1997/98 was spent on interest payments for 
government bonds already issued. It is noteworthy 
that the accumulated public debt of 285 trillion yen 
in Japan now exceeds the total debt burden of all

the developing countries of ($1.8 trillion or approxi- 
mately 208 trillion yen). Before too long, the fiscal 
deficit problem will have to be tackled.

The policy challenges facing New Zealand are 
comparatively benign. Prior to the Asian crisis, New 
Zealand had enjoyed seven years of stable growth, 
with falling unemployment. Inflation had remained 
low, despite exchange rate weakness. At the same 
time, fiscal consolidation had made considerable 
progress, as evidenced by a substantial decline in 
public debt relative to GDP. In the wake of the 
crisis, economic growth has slowed, the budget 
surplus has slipped and the current account deficit 
has widened sharply. So far, such imbalances have 
been less pronounced than they were in the past. 
Nevertheless, given external deficits and debt levels, 
preserving a sound fiscal position is crucial to 
maintaining confidence in the currency, thereby 
reducing pressure on monetary policy. However, with 
the likelihood of growth of the economy in 1999 at 
only 1.0 per cent, the fiscal performance of the 
government may experience a significant deterio- 
ration in 1999. The government has launched an 
economic policy package aimed at boosting 
government finances and alleviating possible budget 
shortfalls over the medium term. The package in- 
cludes proposals for further privatization and reform 
of the pension system. The overall success of these 
proposals is critically dependent on how the 
economy adjusts to a more difficult international 
economic environment in 1999.
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S o c ia l  Imp a c t  o f  t h e  E c o n o mic  C r is is

INTRODUCTION

A number of countries in East and South-East 
Asia are experiencing economic and social 

shocks of unprecedented severity. Output has 
contracted, inflation has increased and unemployment 
rates have soared. The status of health and educa- 
tion has greatly deteriorated. This is in sharp contrast 
to the picture in the recent past when these econo- 
mies saw high growth, low unemployment and visible 
improvements in many indicators of social develop- 
ment. The crisis threatens to reverse much of the 
past achievement. However, efforts are being made 
by national governments and the international 
community to minimize the damage. The primary 
objectives of this chapter are to analyse the impact 
of the economic crisis on selected social indicators 
and to indicate policy directions for the future.

The effects of economic contraction in East 
and South-East Asian countries are being felt 
throughout the ESCAP region and beyond in varying 
degrees. However, the present review is concen- 
trated on Indonesia, Malaysia, the Republic of Korea 
and Thailand. These are among the countries badly 
affected by the crisis and three of them (excepting 
Malaysia) had to seek emergency assistance from 
IMF. Although the present analysis is limited to four 
countries, the major conclusions derived from the 
analysis should have relevance for others. The 
indicators chosen to assess the social impact, based 
on the available data, which are admittedly scanty 
and unsystematic, are employment, poverty, health 
and education.

It is recognized that there are many other 
dimensions of social impact. The increase in unem- 
ployment and poverty is certain to have led to a rise 
in the incidence of crime, violence within the family, 
mental stress and suicides, drug trafficking, begging, 
prostitution, industrial unrest, racial or ethnic strife 
and political discontent. However, the data available 
on these dimensions are even more scanty, and 
these issues are therefore excluded from the 
analysis in this chapter.

The organization of the chapter is as follows. 
The next section provides a brief review of the 
pre-crisis achievements of the four countries in the 
area of economic growth, employment, poverty, 
health and education. This is followed by an 
analysis of the social impact of the economic crisis. 
The policy responses of the governments are 
discussed in the following section and the concluding 
section offers some thoughts on policy discussions 
for the future.

PRE-CRISIS ACHIEVEMENTS 

Economic growth and 
social development: the links

Economic growth and social development are 
closely interlinked through a complex process of 
mutual causation. That economic growth, in most 
circumstances, fosters social development is com- 
monly understood. Of late, there has been increas- 
ing recognition of the reverse causation. A detailed 
examination of interlinkages between economic 
growth and social development is beyond the scope 
of the present exercise. However, it is useful to 
indicate briefly some of the channels through which 
they interact in order to appreciate the pre-crisis 
achievements in the four countries.

Social development contributes to economic 
growth through improvement in the quality of human 
resources, which is becoming increasingly important 
as a factor of production. The ability to meet basic 
needs and the avoidance of glaring disparities 
create conditions for social and political stability, 
which is an essential prerequisite for investment 
(both domestic and foreign) and hence growth.

One of the most important links in the line of 
causation from economic growth to social develop- 
ment is the effect of the former on employment. It is 
evident that, for any given output-labour ratio, the 
faster the growth of output the greater is the 
quantum of employment. Moreover, at the early
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stages of development, growth is typically engen- 
dered by more extensive use of the factor of 
production with which a country is most abundantly 
endowed, namely, labour in most developing 
countries. Thus, a major upward shift in growth 
trajectory usually occurs with a fundamental change 
in a development strategy that favours increase in 
the overall employment-intensity of output. The in- 
creased employment, in turn, generates income for a 
greater number of people, enabling them to acquire 
social services for themselves and their families.

Another link in the line of causation from 
economic growth to social development has to do 
with the role of the government. The private sector 
is generally unwilling to provide many social services 
such as basic education and primary health care 
because of a significant divergence between private 
and social costs and benefits. Private sector 
provision is largely profit-motivated and caters for the 
needs of the urban areas and higher income groups. 
The government has to step in to meet these 
deficiencies. A growing economy enables the 
government to generate resources required to fulfil 
this responsibility. There is evidence that statistically 
significant positive correlation exists between public 
expenditure on social services and achievements in 
social indicators such as adult literacy and life 
expectancy.1

It should also be noted that rising income 
provides scope for the private sector to become 
actively engaged in the provision of many social 
services. Public services cannot usually keep pace 
with the increase in demand induced by the fast 
growth of per capita income. Moreover, the affluent 
sections of populations demand services of better 
quality than are typically available in public facilities, 
and they are willing to pay a higher price. In 
consequence, a market is created for private 
investment to be profitable.

The evidence

The spectacular success in achieving a 
consistently high growth rate in the four countries 
under discussion has been largely attributed to the

1 See Survey 1996 (United Nations publication, Sales 
No. E.96.II.F.18), pp. 151-152.

strong export performance of their manufacturing 
sectors.2 To increase export volumes, these 
countries increased production of labour-intensive 
manufacturing, in which they had a natural 
comparative advantage, leading to increased wage 
employment. Employment growth often exceeded 
labour force growth.3 High employment growth 
ensured low rates of open unemployment. A very 
substantial percentage of the new entrants to the 
labour force could find reasonably good jobs in the 
growing economies. Large numbers of workers 
migrated from villages to cities and secured jobs. 
Labour markets became tight and nominal wage 
rates increased so much that many countries 
allowed foreign labour, both skilled and unskilled, to 
immigrate temporarily and augment the domestic 
workforce. Overall employment steadily increased 
and, along with this, the income of the general 
population. Women’s participation in the labour 
market was boosted significantly. In particular, 
women were able to take advantage of the 
employment opportunities in labour-intensive and 
export-oriented industries such as the garment 
industry and electronics. Between 1980 and 1996, 
the share of women in the labour force in Indonesia 
increased from 38 to 41 per cent; in Malaysia, the 
increase was from 34 to 37 per cent. Women 
accounted for 70-80 per cent of the labour force in 
Malaysian export-oriented industries in the 1990s.4 
The benefits of the higher economic growth thus 
trickled down through widespread employment 
creation, which led to a major reduction in poverty.

Table III.1 presents data which show the 
achievements of Indonesia, Malaysia, the Republic of 
Korea and Thailand in the areas of growth, per 
capita income, employment, health and education 
during the period from the mid-1980s to the

2 Richard R. Nelson and Howard Pack, The Asian  
Miracle and Modern Growth Theory, Policy Research Paper 
1881 (Washington DC, World Bank, Development Research 
Group, 1998), p. 5.

3 ILO, The Social Impact o f the Asian Financial Crisis, 
technical report for discussion at the High-level Tripartite 
Meeting on Social Responses to the Financial Crisis in 
East and South-East Asian Countries, Bangkok, 22-24 April
1998, p. 12.

4 “Women contribute to Asian economies” , Women in 
a Global Economy (Bangkok, United Nations Development 
Fund for Women, October 1998).
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mid-1990s. Their performance in terms of economic 
growth has been extremely impressive, far above 
most other developing countries, excluding China. 
There were steep increases in per capita income, 
which more than doubled in Indonesia and Malaysia 
and more than tripled in the Republic of Korea and 
Thailand.

Consistent with the preceding analysis, rapidly 
rising per capita income brought about major 
improvements in social indicators. With healthy 
growth in employment during the period, unemploy- 
ment rates by 1996 had become very low. The 
Republic of Korea had virtually eliminated absolute 
poverty by the mid-1980s, and significant reductions 
in poverty have been recorded in the other countries 
since then. Comprehensive improvements in health 
took place; life expectancy increased and infant 
mortality rates fell substantially. Achievements in 
education were equally impressive: gross enrolment 
ratios increased noticeably, with a very favourable 
impact on adult literacy rates, which in 1995 stood at 
well over 80 per cent for Indonesia and Malaysia 
and at more than 90 per cent for the Republic of 
Korea and Thailand. In short, by 1996, all four 
countries could achieve high levels of social 
development, aided by, as well as supportive of, fast 
economic growth. It follows that a dramatic dece- 
leration in growth could break this virtuous circle.

IMPACT OF 
THE ECONOMIC CRISIS

The initial causes of the crisis, the path it has 
traversed since the outbreak and responses to deal 
with it clearly have a bearing on the social impact. 
A large body of literature has already emerged 
analysing the causes of the crisis, how it has played 
itself out and the propriety or otherwise of asso- 
ciated policy responses.5 No effort is made here to 
summarize this literature, which is replete with 
contentious views. This next section looks briefly at 
some of the channels by which the crisis was 
transmitted to social areas, and the consequent 
eroding of the gains achieved earlier.

5 For the contribution of the ESCAP secretariat to this 
literature, see Survey 1998, pp. 86-103 and Development 
Papers No. 20  (forthcoming).

The transmission channels

A major feature of the economic crisis which 
began in the second half of 1997 in the four 
countries was the flight of foreign capital leading to a 
steep depreciation of the national currencies which, 
in turn, induced further outflows. The huge depre- 
ciation made it  extremely  difficult  for  many  private
commercial enterprises to service their loans, which 
were denominated in foreign currency. Commercial 
banks and financial institutions became extremely 
conservative in  extending  credit  and  many  enter-
prises which were otherwise healthy and not 
significantly affected by the currency depreciation 
could not operate for lack of working capital. Many 
others became bankrupt and closed down. The
amount of non-performing loans in the banking 
system rapidly increased, further worsening the 
credit crunch. Output fell, unemployment increased, 
wages and income were reduced and the incidence 
of poverty multiplied.

The depreciation of national currencies led to 
increased prices of imports, which fuelled inflation. 
The combination of rising prices and falling income 
was responsible for a large contraction in private 
consumption expenditure. The quantitative decline 
was also accompanied by a change in consumption 
patterns involving the substitution of cheaper, low- 
quality goods and services for better-quality, expen- 
sive varieties. Similar adjustments took place in the 
consumption of social services, particularly health 
and educational services.

Government revenue came under severe strain. 
As real GDP contracted, the tax base shrank. Also 
tax-to-GDP ratios fell. The estimated tax-to-GDP 
ratio in 1998 was four percentage points less for 
Malaysia and 2.8 percentage points less for Thailand 
than in 1997. With a shrinking base and lower ratio, 
tax revenue declined sharply. Simultaneously, with 
increases in general price levels, the cost of 
providing public services tended to increase. The 
options to increase budget deficits were limited by 
the conditions of the various bailout packages 
negotiated by three of the four countries. In the 
wake of falling revenue and limits on deficit, govern- 
ments had to impose expenditure cuts which affected 
their capacity to maintain or augment the level of 
services. There was also a reduction in the supply 
of these services by the private sector, which was 
confronted with falling demand, rising costs and 
lower profits.
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Figure III.1 shows the channels of transmission 
of the economic crisis to employment, poverty, health 
and education. The specific impacts of the crisis

are, of course, somewhat different for each area. 
These are discussed in some detail in the following 
paragraphs.

Figure III.1. Major channels of transmission of the economic crisis to social areas

Source: Adapted from Ammar Siamwalla and Orapin Sobchokchai, Responding to the Thai Economic Crisis (Bangkok, 
UNDP, 1998), p. 19.
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Employment and poverty

The sudden reversal of economic growth as a 
result of the crisis dealt a blow to employment 
prospects and, in fact, caused a major reduction in 
the labour force employed by the private sector. As 
output contracted, so did the demand for labour. In 
consequence, substantial retrenchment of labour took 
place and new hiring came to a halt. This 
minimized the opportunities of new entrants to the 
labour force to secure employment. Even in the 
public sector, the workforce had to be downsized as 
a result of expenditure cuts. Some of the retrenched 
labour found jobs in the urban informal sector; some 
went back to their villages to earn a livelihood in the 
rural informal sectors and in agriculture, somewhat 
reversing the village-to-city migration trends which 
had occurred in the pre-crisis years of high 
economic growth. In addition, many immigrant 
workers were forced to go back to their countries of 
origin. However, despite these adjustments, open 
unemployment in all the affected countries increased 
substantially.

The impact on women workers, who were able 
to secure employment in the pre-crisis high-growth 
period, was severe. Owing to their position in the 
labour market, where they were concentrated in the 
“most precarious” forms of low-skilled wage employ- 
ment, women were more vulnerable to lay-offs. 
Their vulnerability was further exacerbated by the 
attitude of employers, who regarded women as 
secondary income earners and so terminated their 
employment before that of men.6

The falling labour demand had a depressing 
effect on formal sector wage rates. At the same 
time, owing to the influx of new entrants and workers 
who had lost formal sector jobs in the informal and 
agricultural sectors, underemployment increased and 
the average income per worker decreased. The 
combined effect of falling earnings per worker and 
rising unemployment and underemployment 
amounted to sizeable losses of income for indi- 
viduals and families. These losses were further 
exacerbated by the absence of any significant

6 ILO, Social Impact, p. 27.

institutional unemployment benefit schemes in most 
of the affected countries.7 Higher inflation triggered 
by the currency depreciation led to severe erosion in 
real purchasing power and pushed the consumption 
of a large number of persons to below poverty 
thresholds. The number of the poor increased 
sharply.

Table III.2 shows the unemployment rates for 
the four countries in 1997, when the crisis had just 
started, and in 1998 when the full effect was felt. 
The estimated number of unemployed in 1998 is 
also shown. The increases in unemployment rates 
were extremely large in the span of one year: over 
130 per cent in Malaysia and Thailand, around 200 
per cent in the Republic of Korea and over 350 per 
cent in Indonesia. The numbers of unemployed in
1998 varied between 600,000 in Malaysia, 1.5 million 
in the Republic of Korea and Thailand, and 20 
million in Indonesia. These numbers amply indicate 
the graveness of the unemployment problem created 
by the economic crisis.

Among the unemployed are both new 
entrants to the labour market and those who 
were retrenched from their jobs. Retrenchment of 
workers has been widespread in all the countries. 
In Thailand, at the onset of the financial crisis, 56 
financial firms were closed down, rendering a large 
number of professionals unemployed; in the third 
quarter of 1998, it was estimated that some
250,000 workers were retrenched and by the end 
of 1998, another 200,000 were likely to become 
unemployed. In Malaysia, between January and 
July 1998, a total of 49,479 retrenchments 
were reported.8 In Indonesia, the figures are

7 Only the Republic of Korea has formal unemploy- 
ment insurance, although coverage is limited to firms with 
more than five workers (before June 1998, the threshold 
was 10 workers). See Sanjeev Gupta and others, “M itigat- 
ing the social costs of the Asian crisis” , Finance and  
Development (September 1998), pp. 18-21.

8 Raj Karim and Rabbi Royan, “The impact of the 
crisis on population and reproductive health in Malaysia” , 
report prepared for the UNFPA/ANU study on the effects of 
the financial and economic crisis on the attainment of 
ICPD goals in the East and South-East Asian region, 
Bangkok, 15-17 October 1998, p. 17.
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Table III.2. Open unemployment in the affected countries before and after the crisis

Sources: ADB, Key Indicators o f Developing Asian and Pacific Countries 1998  (Oxford University Press, 1998); data 
provided by the Human Resources Planning Division, National Economic and Social Development Board, Thailand; The 
Nation, 24 July 1998, Asian Wall Street Journal, 24-25 July 1998; Far Eastern Economic Review, 9 July 1998; and “The 
impact of the crisis on population and reproductive health in South-East Asia” , draft integrative report prepared for the 
UNFPA/ANU study on the effects of the financial and economic crisis on the attainment of ICPD goals in the East and 
South-East Asian region, Bangkok 15-17 October 1998.

a Estimate refers to end of 1998.
b Estimate refers to June 1997.
c Estimate refers to June 1998.

overwhelming: 13.4 million people lost their jobs
in the period up to June 1998 as corporations 
were forced to close or trim their payrolls and 
downsize.9

Disaggregated information on lay-offs and 
retrenchments by gender, level of education or 
category of skill or sector is not available. The 
information presented below relates mostly to 
Thailand, but it can be reasonably assumed that the 
nature of the labour market problems generated by 
the crisis is similar for the other countries as well, 
though the scale is bound to be different.

Women formed a large, and at times dispro- 
portionately higher, proportion of the retrenched 
workers. In Indonesia, the textile industry, which 
employed mostly women, had already laid off half a 
million workers by March 1998. In Thailand, by 
February 1998, women comprised 80 per cent of the 
unskilled labour laid off in the manufacturing sector. 
In the Republic of Korea, 60 per cent of workers in 
small businesses employing fewer than five persons

9 “Millions out of work as firms close shutters” , The 
Nation, 24 June 1998.

 -knab erew sessenisub llams ynaM .nemow erew
rupted by the credit squeeze and cash flow problems 
and the process of adjustment has turned out to be 
particularly difficult for women who have lost their 
jobs (see box III.1).

Although contraction in private sector activities 
was the major cause of retrenchments, reductions in 
public sector employment were also responsible. It 
has been reported that about 70,000 primary school 
teachers in Thailand will find themselves without a 
job in 1999 because of government policies to 
streamline and rationalize the education system as 
a result of the economic crisis. Also, a large 
number of government contractors and temporary 
staff were out of work during the course of 1998 
owing to fiscal constraints of the government. Loss 
of work of government contractors has had a multi- 
plier effect on the unemployment situation. These 
contractors must have downsized or retrenched a 
large number of skilled and semi-skilled workers 
who were working for them, and they did not hire 
new workers.

A sizeable proportion of those who lost their 
jobs may not be able to rejoin the workforce when 
economic growth resumes in the future. It will be 
difficult for some of them to find work as their skills
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Box III.1. The plight of women workers and their adjustment 
to the crisis

A recent survey conducted in Thailand found that 
mass lay-offs in 1998 mostly took place in the textiles 
and electronics industries, where 90 per cent workers 
were women. Business losses were claimed as the 
major reason for laying off workers. Most of the laid-off 
women workers were aged 40-50 or near retirement. 
The employers chose to retrench the more senior 
workers to cut operating costs arising from higher 
emoluments associated with seniority. Most of them 
were workers with low skills who had spent most of their 
lives in the industrial sector. Many found it difficult to 
find new jobs or did not expect to find new jobs as their 
qualifications did not match current requirements.

Most of these women workers were supporting 
their families and had children to take care of. To 
cope with the situation, some turned to smaller or

subcontractor factories, most of which paid much lower 
wages, maintained very poor working conditions and 
violated labour laws. Some switched to informal occupa- 
tions such as selling fruits and desserts and making 
dresses, while many returned to their homes in rural 
areas. A large number of retrenched women were 
forced to depend completely on their husbands and 
relatives. Many of them were refused help by their
husbands, who did not want to bear the burden of an 
unemployed wife. Some women were beaten by their 
husbands, who often looked for new wives.

Source: Anjira Asvananda, “Women workers hit 
hard’’, Bangkok Post, 20 December 1998.

may become obsolete with the restructuring of 
economies during the next phase of economic 
growth. They could face long-term unemployment 
unless they are provided with retraining and appro- 
priate skill development facilities to prepare them for 
future job markets.

As adjustments from a higher standard of 
living to a much lower one caused visible misery 
and pain, the plight of workers retrenched because 
of the economic crisis caught considerable national 
and international attention. One group whose 
dreams of achieving a higher standard of living 
were shattered by the economic crisis consisted of 
those who had newly entered the labour market 
and could not find jobs. This group was expected 
to be large. In Thailand, 490,000 persons, includ- 
ing the highly educated, could not secure jobs in
1998. It follows that a large number of new 
university graduates in Thailand will join the ranks 
of the unemployed in early 1999. The reduction 
in public sector resources has also been 
responsible for the lack of job opportunities for new 
entrants. In Thailand, over 8,000 medical gradu- 
ates who received scholarships from the Ministry of 
Public Health will not be accommodated in the 
public sector health services in 1999 as a result of

budget cuts and a manpower freeze. These 
graduates who, under normal circumstances, would 
be absorbed into government hospitals and clinics, 
have to find jobs elsewhere or become self- 
employed.

Self-employment activities sometimes provided 
viable options for skilled professionals who were 
first-time job-seekers but could not find employment. 
However, the option for most low skilled or unskilled 
was to join the informal sector, leading to an 
increase in underemployment. It was estimated that 
the number of underemployed people in Thailand 
who worked less than 40 hours a week increased 
to 7.4 million in 1998 from 5.3 million in 1997, an 
increase of about 40 per cent.10 Of 2.1 million 
additional underemployed persons, 930,000 were 
working less than 20 hours a week.

In addition to retrenchment and increasing 
underemployment, wage reductions, including non- 
payment of salaries, contributed to the misery in the 
form of reduced earnings. It was reported that, in

10 ‘“ Not enough attention’ paid to underemployed”, The 
Nation, 23 September 1998.
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Thailand, wages were cut for those who were kept 
in their jobs during the economic crisis.11 In the 
Republic of Korea, an increasing number of workers 
were not paid; according to one estimate, the 
amount of unpaid wages more than tripled to $334.6 
million in May 1998 from January of the same year 
as companies withheld pay in a bid to survive the 
economic downturn.12

The phenomenon of reverse migration from 
cities to villages was visible. A significant number of 
the unemployed went back to rural areas to avail 
themselves of the traditional support system provided 
by families and communities. It was estimated that, 
during the third quarter of 1998, at least one million 
people who were working in cities had already 
returned to their villages.13

Another fallout of the crisis was the repatriation 
of foreign workers, and a significant percentage have 
already been sent back to their countries of origin. 
It was reported that, from the beginning of the crisis 
up to the third quarter of 1998, some 250,000 
foreign workers left Thailand. The Republic of Korea 
granted amnesty to illegal foreign workers who left 
the country voluntarily and about 50,000 did so in
1998. About 50,000 out of an estimated 2 million 
legal and illegal foreign workers left Malaysia in the 
same year.14

The mounting retrenchment, the failure of the 
new job-seekers to find employment, the erosion of 
earnings of those who managed to stay on the 
payroll and the increase in inflation brought about a 
sharp increase in poverty. It was estimated, in the 
middle of 1998, that nearly 80 million Indonesians 
out of a population of 200 million earned less than

11 Somsak Tambunlertchai, “The social impact o f the 
financial crisis in Thailand and policy responses”, paper 
prepared for the Regional Conference on Social Implica- 
tions of the Asian Financial Crisis organized by the Korea 
Development Institute and UNDP, Seoul, Republic of Korea, 
29-31 July 1998.

12 “South Korea sees increase in ranks of unpaid 
workers’’, Asian Wall Street Journal, 6 July 1998.

13 Keith B. Richburg, “Jobless Asian migrants ending 
up down on the farm”, International Herald Tribune, 
9 September 1998.

14 Ibid.

$4 a month, and the number of the country’s poor 
swelled to 40 per cent from only 11 per cent in
1997.15  In Malaysia, poverty was estimated to have 
risen from 6.8 per cent in 1997 to 8 per cent in
1998.16 In Thailand, the incidence of poverty 
increased from 11.4 per cent in 1996 to 15.3 per 
cent in 1998.17

Health

The sharp decline in income had a negative 
impact on the consumption of health services and 
this was exacerbated by the increase in prices of 
health-related inputs during the crisis. These nega- 
tive effects were magnified by a reduction in health 
facilities provided by employers in the formal sector; 
retrenched workers mostly lost access to the 
facilities whereas those who kept their jobs faced a 
reduction in coverage. The cost of imported drugs 
and other accessories, which constituted a sub- 
stantial portion of the cost of medical services in 
most countries, escalated substantially because of 
the depreciation of national currencies. Along with 
downward adjustments in the quantity of services 
demanded in response to income losses and price 
increases, some adverse substitution also occurred. 
In particular, the use of expensive medical services 
available in private hospitals and clinics declined in 
favour of the less expensive services provided by 
government hospitals, and urgent curative care 
received attention to the comparative neglect of 
preventive services.

15 However, some studies indicate that although the 
crisis has been very severe in Indonesia, different parts of 
the country and society are affected unevenly and the 
extent of increase in poverty may not be that high.

16 “The impact of the crisis on population and repro- 
ductive health in South-East Asia", draft integrative report 
prepared for the UNFPA/ANU study on the effects of the 
financial and economic crisis on the attainment of ICPD 
goals in the East and South-East Asian region, Bangkok, 
15-17 October 1998, p. 26.

17 Damrong Boonyoen, Kua Wongboonsin, Viroj 
Tangcharoensathien and Patcharawalai Wongboonsin, “The 
impact of the crisis on population and reproductive health 
in Thailand” , report prepared for the UNFPA/ANU study on 
the effects of the financial crisis on the attainment of ICPD 
goals in the East and South-East Asian region, Bangkok, 
15-17 October 1998.
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The extent of private sector participation in 
augmenting health facilities in the four countries was 
substantial and in each of the countries, the supply of 
private health care services was adversely affected. 
Because of the demand substitution discussed above, 
the scale of operation of private health facilities was 
reduced and often became no longer profitable. New 
investment in private hospitals stopped, and many 
hospitals with a large foreign debt faced closure. 
The reduction in private health facilities put a further 
burden on government as people were compelled to 
make more use of public facilities.

On the other hand, the public sector’s ability to 
cope with the increased demand for its services was 
constrained by the increased cost of medical 
services, especially drugs, and the limited budgetary 
resources at its disposal (reflecting reduced govern- 
ment revenue and limits on budget deficits). 
Constrained by reduced resources, governments often 
downsized their professional workforce (doctors, 
nurses and health technicians), which adversely 
affected their capability for maintaining quality of 
service. In many cases, expenditure on fixed in- 
vestment in government hospitals and clinics was 
reduced. This could have reduced the capacity of 
hospitals to buy diagnostic health machines and other 
important equipment. Such reductions could affect 
both the quality and the quantity of health services in 
the short and long run. Many health programmes 
and services were discontinued altogether, including 
some programmes in the area of preventive health.

Many of the impoverished were compelled to 
cut consumption of health services to dangerously 
low levels. The crisis increased the opportunity costs 
of health care; time spent on visiting health care 
centres could be spent on pursuing income-earning 
activities. Children are likely to have been badly 
affected. A study on the effect of the Latin American 
economic crisis on the health sector showed that, 
whereas mortality and morbidity in the short run were 
somewhat independent of economic conditions, child 
malnutrition and infant mortality increased appreciably 
during the crisis.18 A similar effect can be expected 
as a result of the current Asian crisis.

18 “Health and development: repercussion of the
economic crisis” , a report (CE103/7) presented at the 
103rd Meeting of the Executive Committee of the Pan 
American Health Organization, Washington DC, June-July 
1989, p. 9.

Recent facts and figures on the effect of the 
economic crisis on the health sector in the four 
countries are scanty, but some illustrative informa- 
tion is given below which supports the situation 
discussed in the above paragraphs.

The price of health services in some countries 
increased mainly because of increases in drug 
prices. In Thailand, by January 1998, the wholesale 
price of imported drugs had increased by 20-25 per 
cent. Prices of locally produced drugs increased by 
15-18 per cent.19

Loss of real purchasing power induced con- 
sumers to substitute less expensive health services 
supplied by government hospitals and clinics for the 
expensive health services provided by the private 
sector. A health survey carried out in Thailand in 
late 1998 found clear evidence of substitution; a 
private hospital in a Bangkok suburb watched its 
average daily patient count drop from 900 to 400 in 
the year while 5 kilometres away the average number 
of patients in a government hospital increased from
2,000 to 2,300 per day.20 It was reported in the 
survey that 92 government hospitals run by the 
Ministry of Public Health had already had to take 1.4 
million patients in the first six months of 1998, a 50 
per cent increase over the same period in the 
preceding year. It was reported that, in Malaysia, 
many more women in 1998 chose to deliver their 
babies in government hospitals as they could no 
longer afford delivery charges in private hospitals.21 
The concern of a paediatric specialist in Malaysia 
that parents waited for their children to be really sick 
before consulting a doctor could be taken as an 
evidence of reduced demand for health services.

In Thailand, many of the private hospitals in 
Bangkok had substantial foreign currency loans and 
had to confront serious repayment problems in the

19 Suwit Wibulpolprasert, Viroj Tancharoensathien 
and Jongkol Lertiendumrong, “The economic crisis and 
responses by health sector in Thailand in 1997-98” 
(SEA/NHP/Meet/98.2/lnf.Doc 7/11), paper presented at the 
Regional Consultation on Health Implications of the 
Economic Crisis in the South-East Asian Region, 23-25 
March 1998, Bangkok, p. 2.

2 0  “Poor fight for place in clinics as queues go middle 
class”, The Nation, 5 October 1998.

21 Karim and Royan, “ Impact of the crisis in 
Malaysia” , p. 29.
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22 Wibulpolprasert and others, “Economic crisis in 
Thailand” , p. 14.

23 ibid.

24 Karim and Royan, “Impact of the crisis in Malaysia”, 
p. 29.

25 Wibulpolprasert and others, “Economic crisis in 
Thailand” , p. 9.

26 Ibid.

equipment, including large diagnostic machines. 
Second, both the quality and the quantity of medical 
services were reduced. Budget cuts and increased 
inflation forced government hospitals in Thailand to 
abandon many prevention programmes, including the 
distribution of free condoms and contraceptive pills. 
In addition, cheaper medicines and cheaper 
powdered milk for HIV-infected mothers were used in 
government hospitals. As noted earlier, the budget 
cut in Thailand also led to a reduction in manpower 
associated with providing health services: 8,000
new medical graduates, including medical tech- 
nicians, would not be hired by the government. 
This may lead to a deterioration of the quality and 
coverage of services provided in government 
hospitals. The situation was not expected to 
improve in fiscal year 1999, when the Ministry of 
Public Health is expected to operate with a budget 
of 57 billion baht, dropping from 59 billion baht in 
the previous fiscal year.27

In Indonesia, the nominal health budget for the 
fiscal year 1998/99 was cut by 4 per cent from its 
level in the previous year.28 Given the high inflation 
rate existing in 1998, which showed a sevenfold 
increase over that of the previous year, this cut must 
have adversely affected the government’s capacity to 
provide services. However, nominal health budgets 
were not reduced in all the countries. In Malaysia, 
the budget allocation for the Ministry of Health for
1998 was 6 per cent of the national budget compared 
with 5.75 per cent in 1997 in contrast to cuts of 18 to
20 per cent across the board for all other sectors. It 
has been further reported that the procurement, 
supply and availability of essential drugs, including 
vaccines and contraceptives, were not affected. The 
operating budget of primary health care and family 
heaith development for 1998 was increased by about
20 per cent to 307 million ringgit.29

27 Wibulpolprasert and others, “Economic crisis in 
Thailand” , p. 10.

28 Sri Moertiningsih Adioetomo and Siswato Agus 
Wilopo, “The impact of the crisis on population and 
reproductive health in Indonesia” , report prepared for the 
UNFPA/ANU study on the effects of the financial and 
economic crisis on the attainment of ICPD goals in the 
East and South-East Asian region, Bangkok, 15-17 October
1998, p. 39.

29 Karim and Royan, “Impact of the crisis in Malaysia” , 
pp. 25-26.
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wake of the steep devaluation of the national 
currency. Newly opened private hospitals suffered 
most. Experts have estimated that 35 per cent of 
the private hospitals could be closed in the next two 
to three years. In 1998, these institutions resorted 
to steep expenditure cuts, including closing down 
under-occupied wards.22 Expenditure reduction by 
governments also affected the liquidity position of 
private hospitals. In Thailand, the Ministry of 
Finance terminated the privileges of government 
employees under which they were entitled to use 
inpatient services in private hospitals. This action 
was expected to seriously affect cash flows in 
private hospitals, especially at the provincial level, as 
civil servants were a significant part of their
clientele.23 A reduction in medical facilities provided 
by private sector employers also had a similar effect. 
In Malaysia, in 1998, several private companies 
imposed limits on the medical claims of their
employees, which resulted in a decreased patient 
load in private hospitals and clinics that private 
sector employees used to visit.24

In some countries, the public health sector 
suffered budget cuts. In Thailand, the overall 
budget for 1998 was cut three times. The 1998 
budget of 800 billion baht was 5.1 per cent smaller 
than the 1996 budget of 843 billion baht.25 When 
the effect of inflation is included, there was a very 
high real reduction of the overall budget. It may be 
noted from chapter II that inflation in 1998 increased 
by nearly 50 per cent as compared to the rate 
recorded in 1997. The specific budget for the 
Ministry of Public Health in 1998 (59 billion baht) 
was in real terms far less than the budget in 1997. 
The effect of the cut was felt in two ways. First, 
within the health budget, investment expenditure was 
reduced significantly  from 39 per cent in 1997 to 27
per cent in 1998.26  This was expected to constrain
the capacity of government hospitals to acquire fixed



The rising incidence of poverty will further
compound health problems by causing more wide-
spread malnutrition. Lack of nourishment weakens 
the immune system of the impoverished, and they 
become highly vulnerable to diseases. The 
incidence of infectious diseases such as tubercu- 
losis is likely to increase. Among the impoverished 
groups, the most vulnerable are pregnant women, 
children and the elderly. Lack of provision of 
health services, including immunization facilities and 
nourishment for these sections of the population 
have long-term consequences. The health of 
children could be permanently impaired. At the 
same time, the erosion of preventive services such 
as anti-mosquito programmes could increase the 
incidence of malaria and dengue fever.

It has been reported that, in 1998, malnutrition
in Indonesia was rising rapidly  as families could no
longer afford rice, sugar, flour, vegetables and 
cooking oil, the prices of all of which doubled. 
Severe malnutrition was beginning to show up 
among children in remote villages. Many pregnant 
women could no longer afford prenatal care and the

nutrition and health of the newborn could be 
damaged. Child immunization had been nearly 
universal in Indonesia, but this could be affected by 
the dislocation of Indonesia’s volunteer-based health 
care system. A system of 250,000 local health and 
welfare centres were no longer working well as many 
of the volunteers, numbering more than one million, 
had to engage in work to feed their own families. As 
a result, child health deteriorated severely. In the 
third quarter of 1998, 65 per cent of children under 
three years of age were anaemic and 50 per cent 
under two were suffering from lack of micronu- 
trients.30 According to one estimate, infant mortality 
in Indonesia could rise by 30 per cent after being 
reduced by two thirds in the last 25 years.

The crisis had a considerable impact on the 
state of reproductive health in some countries 
(box III.2). Budget cuts forced many government

30 “UNICEF malnutrition warning” , Bangkok Post, 20 
October 1998.

Box III.2. The economic crisis and reproductive health

The economic crisis has most probably produced 
a disproportionately adverse effect on reproductive 
health, which encompasses the state of women’s health 
with an emphasis on family planning. While no docu- 
mented evidence is readily available, there are indica- 
tions that the following forces have been in operation.

The crisis has increased pressure on young 
women to join the commercial sex industry. The rising 
incidence of poverty has left no alternative for many 
jobless and retrenched women but to sell their bodies to 
supplement family incomes. Commercial sex workers 
and their clients (who have the potential to infect their 
wives) face increased exposure to sexually transmitted 
diseases, including HIV/AIDS, as the use of condoms 
has fallen because of higher costs and the disruption of 
the free distribution programmes.

A strong foundation for a long and healthy repro- 
ductive life requires that the needs of adolescents and 
youth are met effectively. Even before the crisis, promot- 
ing sex education for unmarried persons and catering for 
their associated needs were regarded as too sensitive for 
many governments. This issue has become even more 
complicated because the increasing number of drop-outs 
from the education system (discussed in detail in this 
chapter) and increasing unemployment, including that of 
young workers, imply that these young people have been

forced to abandon their normal activities and have 
become dispersed.

Providing access to a safe abortion facility is 
another controversial issue, but it is important for ensuring 
the improved reproductive health status of women. A 
major motivation for seeking termination of pregnancy is 
pressure on family budgets and such pressure has in- 
creased during the crisis. As legal abortion facilities were 
already either restricted or not available, unsafe abortions 
to terminate unwanted pregnancies could increase.

Even in the pre-crisis period, the provision of 
many reproductive health services (with regard to 
premarital sexuality, unwanted pregnancies etc.) by 
governments provoked moralistic objections. During the 
economic crisis, with national budgets facing deep cuts, 
governments are not well placed to strengthen or 
preserve comprehensive reproductive health programmes 
as there is no popular pressure on assigning priority to 
such programmes.

Source: The information in this box is taken from 
UNFPA/ANU, Southeast Asian Populations in Crisis (New 
York, UNFPA, 1998), pp. 19-26 and input provided by the 
UNFPA Country Support Team for East and South-East Asia.
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hospitals, such as those in Thailand, to abandon 
many prevention programmes, including the distri- 
bution of free condoms and contraceptives. The 
absence of these programmes could have serious 
long-term implications. Such actions could signifi- 
cantly increase the number of HIV-infected persons 
in the future, leading to loss of both financial and 
human resources.

One other health problem which has become 
exacerbated during the crisis is related to mental 
health. With rising unemployment, a severe drop in 
income and the increased cost of basic needs, there 
have been sharp increases in mental stress of 
persons affected by the crisis, creating problems 
such as suicide, family tensions, violence against 
women and child abuse.

Education

The impact of the crisis on education has 
been broadly similar to that on health. Specifically, 
reductions in income suffered by the population led 
to downward adjustments in demand. Less expen- 
sive education provided by government-run schools 
or by domestic universities was substituted for higher 
cost (and presumably higher quality) education such 
as that provided by private schools and foreign 
universities. The cost of education provided by 
foreign universities became prohibitively high owing 
to steep depreciations of national currencies.

Both private and public sector educational 
institutions had to cope with decreasing financial 
resources. This affected their capacity to provide 
educational services. The quality of education was 
expected to be adversely affected. For example, 
lack of resources could lead to cutbacks in the 
number of teachers and equipment such as 
computer and laboratory apparatus.

For many in the impoverished groups, education 
of children was no longer affordable, leading to drop- 
outs at all educational levels. In certain cases, former 
students took to income-earning activities to augment 
family incomes. Drop-outs from school, especially of 
young children opting out at primary level, are cause 
for serious social concern. It may never be possible 
to get these students back into the educational 
system, causing permanent loss to society.

For education to be effective, two aspects can 
be considered to be of equal importance: access to 
education and the absorption ability (power of brain) 
of the students. The latter is related to the 
maintenance of adequate nutritional standards. Both 
aspects were expected to fall during the crisis, 
resource constraints affecting access and heightened 
poverty affecting nutrition.

The available evidence, admittedly sketchy, 
supports the repercussions noted above. In 
Thailand, no systematic data on movements of 
students studying in overseas schools and universi- 
ties were available. However, it has been noted that 
many students studying abroad were unable to bear 
the high costs after the depreciation of the national 
currency and might have returned home.31 A survey 
carried out in February 1998 to assess the impact of 
the current economic crisis on recruitment at British 
universities showed that the number of withdrawals 
was highest for Malaysia, which had offered liberal 
government scholarships to students studying 
abroad. Furthermore, Malaysia was likely to move 
faster towards localization in the provision of 
education.32

On the domestic front, both private sector and 
public sector educational institutions faced resource 
problems. The capacity of students to pay fees was 
severely eroded. Many private schools and colleges 
suffered from a liquidity crunch because of 
uncollected tuition fees. The amount of delayed 
tuition fees rose sharply to 1,889 million baht ($47 
million) in 1998 from 517 million baht ($13 million) 
in 1997. The phenomenon cut across all levels 
of education. Among privately owned institutions, 
402,252 students in secondary schools defaulted in 
their payments, followed by 129,000 students in 
colleges and 233 students in universities.33

The financial conditions of government educa- 
tional institutions were affected as budgets were cut. 
In Thailand, the 1998 budget for the Ministry of

31 Tambunlertchat, “Social impact in Thailand” , p. 19.

32 “Asian crisis hits British institutions” , UKEF Higher 
Education News, 16 March 1998.

33 “Slump deals a blow to private schools, colleges” , 
Bangkok Post, 18 October 1998.
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Education reflected a 6 per cent reduction over the 
1997 budget.34 In real terms, the reduction was 
possibly much more and could have constrained 
the government’s efforts to maintain educational 
standards.

Loss of family income caused a large number 
of children to drop out of the educational system. 
In Thailand, it was estimated that, by July 1998 a 
large number of students (254,217) had had to end 
their studies because of the effect of the economic 
crisis on their family income. Data from another 
source show that the highest drop-out rate was at 
the primary level (47 per cent), followed by lower 
secondary (13 per cent) and then the upper 
secondary level (4 per cent). The proportion of 
Thai elementary school students who went to mid- 
dle schools in 1998 was down to 81 per cent from 
90 per cent in 1997. The proportion of middle- 
school students going on to high school also fell by 
7.3 percentage points.35

According to one estimate, about 25 per cent 
of children and youth in Indonesia who should have 
been in school in mid-1998 could have dropped out. 
The biggest number of drop-outs is likely to have 
been among 12-15-year-olds whose parents could 
not afford school fees charged by the school. A 
survey conducted in provinces far from the capital 
observed that families were finding it difficult to pay 
even the “parent association fees” . Absence from 
schools grew as children spent more time helping 
parents to make money, showing the high opportu- 
nity cost of children’s time during the crisis. Among 
the children who dropped out of elementary schools 
in poor areas of Indonesia, a great majority were 
girls. Girls were often discriminated against with 
regard to education as it was thought that, during 
the crisis, it was better for girls to stay at home, so 
that the money saved could be spent on boys.36

34 WHO Regional Office for South-East Asia, 
"Background paper” (SEA/NHP/Meet/98.2/lnf.Doc 8/12) for 
the Regional Consultation on Health Implications of the 
Economic Crisis in the South-East Asian Region, Bangkok, 
23-25 March 1998, p. 4.

35 “Poverty forces Thai pupils from school” , Asian Wall 
Street Journal, 7 September 1998.

36
“Because of these constraints women are more 

affected by the crisis” , Women in a Global Economy  
(Bangkok, United Nations Development Fund for Women, 
October 1998).

It was mentioned earlier that drop-outs from 
schools, especially of young children, poses a long- 
term problem for society. It will be very difficult to 
bring them back into the educational system. Also, 
the absorptive capacity of those who remain in the 
school system or who may eventually return to the 
system may be impaired by malnutrition. Owing to 
the widespread lack of nutrition and the incidence of 
anaemia among children in Indonesia, experts have 
warned that the current economic crisis could drive 
down the average IQ level of a generation by seven 
percentage points.37

RESPONSES TO THE CRISIS

As indicated before, countries in East and 
South-East Asia benefited from a virtuous circle in 
which economic growth and social development 
reinforced each other until the onset of the crisis. 
The designing of safety nets to provide a cushion for 
a large number of people affected by a prolonged 
jolt of high intensity did not feature prominently on 
their policy agenda as they did not perceive any 
major threat to the continuation of their growth 
momentum. Suddenly hit by unprecedented turmoil, 
these countries had quickly to design and implement 
programmes and policies to arrest rapidly deteriorat- 
ing social conditions without much prior preparation. 
As the preceding section has shown, the scale of 
the impact was enormous and the misery suffered 
by the people was sometimes overwhelming. 
Governments were constrained by the paucity of 
resources, financial as well as human and institu- 
tional, to develop a rapid response. In recognition of 
this, international organizations and donor communi- 
ties came forward and augmented national capacities 
for formulating and implementing policies and 
programmes.

The following paragraphs provide an overview 
of the policies and programmes designed and imple- 
mented by governments to save vulnerable groups 
from slipping into extreme social deprivation. Given 
the scope of the chapter, only selected programmes

37 
“UNICEF malnutrition warning” , Bangkok Post, 20 

October 1998.
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and policies designed or implemented in the four 
countries have been used as examples. It should 
be noted at this stage that the responses have not 
been identical. The rationale is that, despite simi- 
larity in the broad contours of the social impact, 
there are considerable differences in detail among 
the countries.

Indonesia

In Indonesia, a major social safety net pro- 
gramme has been initiated to overcome the imme- 
diate adverse effects of the economic crisis. The 
priorities include improving food security, creating 
employment, developing small and medium-sized 
enterprises, and providing basic services, particularly 
in health and education. The programme has a total 
allocation of 17.25 trillion rupiah (around $1.8 
billion). Non-government community development 
groups are involved in supervising and monitoring 
the use of funds.

The programme is intended to strengthen 
the ability of the persons affected by the crisis to 
cope, especially in the villages and small towns, 
which have been worst hit. The programme has a 
number of specific objectives. These include ensur- 
ing the supply of basic staples at affordable prices 
through subsidies; creating employment opportu- 
nities by promoting labour-intensive production and 
reinvigorating economic activities, especially through 
small and medium-sized enterprises; and guaran- 
teeing basic health and education services at 
prices which the general public can pay. The 
implementation of the programme is yet to begin 
with full force.

One of the earliest measures taken in 
Indonesia was to minimize the impact of the crisis 
on access to curative health care. Drug prices were 
kept under control by fixing the exchange rate for 
the import of drugs and raw materials for the manu- 
facture of drugs in the country at levels far below 
the market rate. Initially, the exchange rate was 
set at 5,000 rupiah to the dollar in contrast to a 
prevailing exchange rate of twice that amount. 
Later, as the market exchange rate climbed to 
15,000, the fixed rate was raised to 6,000. These 
actions implied a considerable amount of subsidy to

consumers and drug manufacturers, but seem to 
have accomplished the primary goal of stabilizing 
drug prices. In the first half of 1998, there was very 
little increase in drug prices in rupiah terms.38

At the initiative of the Governments of 
Indonesia and Thailand, WHO has agreed to work 
out a mechanism to enable countries in the region to 
purchase essential drugs and raw materials from 
other countries in the region, which could sub- 
stantially reduce the import cost, and thus the price 
of drugs. A study has revealed that Indonesia could 
save 30 to 40 per cent in the cost of drugs if it 
procured raw materials for certain life-saving drugs 
from countries such as, China, India and the 
Republic of Korea. It has also been reported that 
bilateral negotiations between some exporting and 
importing countries have started. As the capacity to 
produce finished drugs already exists in both 
Indonesia and Thailand, such imports could be 
immediately utilized for manufacturing drugs at lower 
cost, as well as for stimulating the pharmaceutical 
industry.

In the area of education, the Government of 
Indonesia has been trying to keep as many students 
as possible in school through a combination of 
waiving fees, financial aid programmes and grants. 
Resources from the World Bank and ADB have been 
mobilized for this purpose.

Malaysia

The Government of Malaysia has introduced 
both direct and indirect measures to ameliorate the 
decline in social welfare arising from the economic 
crisis. The objectives of these social programmes 
have been to prevent runaway inflation, ensure 
adequate food supply and minimize retrenchment.

One of the main concerns was to ensure that 
price increases would not be excessive. In this 
regard, direct subsidies were given for selected basic 
food items such as cooking oil, rice and sugar. 
Steps were also taken to liberalize imports of food

38 “ Impact of the crisis’’, UNFPA/ANU draft integrative 
report, p. 33.
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such as beef, chicken and vegetables, with the aim 
of ensuring an adequate food supply. Export of 
some basic items, namely sugar, flour, cooking oil 
and condensed milk, was disallowed for the same 
reasons. In addition, price controls were instituted 
for basic food items. In another attempt to increase 
the food supply, a project to increase the production 
of vegetables and fish was initiated. The sum 
allocated for this programme in 1998, called the 
Fund for Food, was increased from $157 million to 
$263 million. The pegging of the ringgit exchange 
rate of M$3.80 to $1 from 1 September 1998 was 
expected to restrict the effect of imported inflation 
and minimize the erosion of consumers’ purchasing 
power.

Malaysian companies facing a severe business 
downturn are being encouraged to introduce other 
schemes rather than terminate employees. For 
example, in the automotive industries, which faced a 
drop in production, more than 60 per cent of car 
assembly companies have embarked on schemes to 
give workers half pay (half-time employment) for a 
certain period, in the hope that business will recover 
and the workers can be given full employment again. 
To help retrenched workers find other jobs, an 
electronic labour exchange has been set up to 
match the needs of employers with prospective 
employees. Retrenched workers are also being 
encouraged to enrol in training programmes and the 
government has expanded training facilities.

To reduce the cost of tertiary education, the 
government has permitted 10 private colleges to 
conduct selected foreign programmes entirely in 
Malaysia. Before the start of the crisis, students 
undergoing joint foreign degree courses in local 
private educational institutions were to spend the last 
one or two years of their studies in foreign universi- 
ties, which award the degrees. Now the students 
need not undertake foreign residency; they can thus 
save on higher fees and living expenses. The 
capacity for the intake of students in local public 
universities has also been increased by expediting 
the construction of facilities in two new universities. 
Efforts have also been channelled to widen opportu- 
nities for training in skills for women. The objective 
of this measure is to improve the opportunity for 
women to earn a better income and M$50 million 
($13 million) has been earmarked for this purpose in
1999.

With respect to health services, the 1999 
budget allocation has been increased by 29 per cent 
from that in 1998 to meet the heavier burden faced 
by public hospitals and clinics. Part of this amount 
is to increase the number of medical personnel. 
Allocation in the 1999 budget for development of 
agricultural infrastructure, rural roads and pro- 
grammes for training on the use of new technology 
is being maintained and this will benefit the rural 
poor. It is estimated that the budgetary allocation 
for poverty eradication programmes will benefit 
41,300 households. School textbook and food 
supplement schemes will receive $150 million.

Republic of Korea

The Government of the Republic of Korea has 
responded to the sharp increase in unemployment 
with a comprehensive unemployment benefits 
package.39 The package includes an expanded 
unemployment insurance system, a subsidized loan 
programme for the unemployed, and venture busi- 
nesses, active labour market policies and public 
works programmes. Among these, the expansion of 
unemployment insurance and public works pro- 
grammes appear to have the strongest potential for 
providing the people, affected by the crisis with 
direct and immediate assistance.

Unemployment insurance was expanded, from 
firms with more than 30 employees to those with 
more than 10 employees in January 1998, and then 
to firms with more than 5 employees in March 1998. 
The government was further considering extending 
unemployment insurance to all employees, including 
firms with fewer than 5 employees and with 
temporary or part-time workers in 1999. Minimum 
benefits were raised as well, to a level of 70 per 
cent of minimum wages. In addition, a longer 
duration for receiving benefits was to be allowed 
under special circumstances. Approximately 25 per 
cent of those who became recently unemployed 
were estimated to be eligible for payments in 1998. 
The full impact of the expansion was expected to be 
felt in 1999.

39
Hyungpyo Moon, “Growth with equity: experience of 

the Republic of Korea” , Seoul, Korea Development Institute, 
October 1998, pp. 48-49.
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The present unemployment insurance is likely 
primarily to cover workers laid oft from larger firms. 
The major portion of the unemployed from small 
bankrupt firms will not be eligible immediately as the 
extended unemployment insurance system will take 
some time to be effective. To extend benefits to 
those groups unable to receive unemployment 
assistance, the government deployed a new, subsi- 
dized loan programme. In addition, public works 
programmes received higher priority. Up to the third 
quarter of 1998, about one trillion won (approxi- 
mately $900 million) was allocated for public works 
programmes. This amount is likely to increase in the 
near future. Amidst allegations that women have 
been discriminated against and retrenched unfairly, 
the government has established a special “window 
for reporting discriminatory dismissal of women” and 
introduced a system of publicly identifying firms that 
do not act to correct gender discrimination.

Thailand

One of the largest programmes for providing 
the poor with comprehensive assistance in the form 
of creation of employment, provision of training and 
access to improved health services during the crisis, 
as well as building long-term social capital, has been 
launched in Thailand. The ambitious programme 
entitled the “social investment project” , with a total 
cost of $462.2 million, is being implemented by the 
government. Financial resources for the project 
have come from the World Bank, with assistance of 
$300 million, and from other donor agencies, 
including UNDP.

The project is divided into two parts. The first 
part, with an allocation of around $312 million, 
envisages projects for strengthening activities in 
irrigation, public health, labour and social welfare, 
tourism, industry, and activities under the Ministry of 
the Interior and the Bangkok Metropolitan Adminis- 
tration. The immediate emphasis is on employment 
creation and improved access of the population to 
certain social services such as health.

The second part of the project consists of two 
components: a regional urban development fund
and a social investment fund. The regional urban 
development fund will be set up with about $30 
million and the money will be disbursed in the form

of loans to municipalities all over the country. The 
object of the fund is to help to strengthen the 
physical infrastructure in urban centres. Similar to 
the state projects, the immediate contribution of the 
activities to the alleviation of the economic crisis will 
be the creation of new employment opportunities for 
the unemployed.

The other component namely, the social invest- 
ment fund, has gained the most attention. About 
$120 million allocated to this component is to be 
used to develop community-based projects to be 
initiated, planned and implemented by local people. 
The fund is thus expected to benefit the people 
directly. The project menu of the social investment 
fund, managed by the Social Fund Office under the 
responsibility of the Government Savings Bank, has 
four categories: projects which support training and 
education for career development, create social 
welfare and community security, encourage protec- 
tion of the environment and natural resources, as 
well as culture, and develop communities. Money is 
available as grants to projects which emphasize the 
needs of the poor, including the jobless who have 
returned to their villages. Those eligible for grants 
are active community organizations, community 
networks and local administrations that work with 
community groups and local institutions. Project 
proposals initiated by the above groups are to be 
screened by the Social Fund Office.

The expected short-term impact of the social 
investment fund and the other components of the 
social investment project are impressive: the crea- 
tion of 500,000 man months of employment over two 
and a half years, support of 300,000 three-month 
training programmes and improved health coverage 
of 1.5 million people. Ten thousand disadvantaged 
women and disabled persons in 40 provinces are 
expected to benefit from vocational training 
programmes. Some 2,800 youths between 15 and
16 years of age are to receive stipends and skill 
development training in the use of new technologies. 
A large number (105,000) of lower secondary school 
graduates will also receive similar assistance to 
improve their future employment prospects.

The innovative feature of the project is the 
fusion of short-term needs during the crisis with the 
long-term requirements of the country. While 
generation of employment, provision of improved 
health services and vocational training would be very
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beneficial to the people immediately affected by 
the crisis, a number of project activities are also 
expected to strengthen government agencies, local- 
level institutions and local-level environmental 
management skills, which will lead to long-term 
social capital formation. Strengthening of local-level 
institutions is expected to contribute strongly to the 
efforts being made to decentralize the development 
activities of the country. The project could thus 
potentially turn the crisis into future opportunities.

However, there have been a number of 
criticisms of the project. Among these, two are 
important. The first was whether borrowing money 
for the project from foreign sources at this juncture 
was prudent or not. This was especially relevant as 
the relationship between the activities of the project 
and the future repayment capacity of the country 
was not obvious. The second one was procedural. 
Especially in the case of the social investment fund, 
community-level organizations and NGOs that were 
responsible for initiating project proposals found the 
procedures complicated and the guidelines difficult. 
It has been reported that, in late September 1998, a 
number of representatives of various community 
organizations in Bangkok gathered in a job fair and 
complained that the procedures for accessing the 
funds were confusing and complicated and they 
therefore had failed to apply. It was further reported 
that most communities and NGOs knew very little 
about the details of the social investment fund. This 
would cause delay in the utilization of funds and in 
providing the people affected by the crisis with 
much-needed relief.

In addition to the social investment fund, the 
Government of Thailand was able to mobilize 
substantial finances in the form of a social sector 
programme loan from ADB. The $500 million loan 
would enable the government to implement activities 
in three social areas: labour market and social
welfare, education and health.40 On the labour 
market, the policy priorities would be establishing 
centres for assistance to laid-off workers, strengthen- 
ing the social security coverage of the unemployed, 
and providing private enterprises with more tax 
incentives for investment in the training of workers.

40 ILO, Social Impact, p. 39.

To facilitate the return of students to the 
education system, a targeted fee waiver programme 
has been introduced. Under the programme the 
Bangkok Metropolitan Administration is waiving fees 
for students whose parents have been laid off. The 
students would also be eligible to receive free 
lunches, textbooks and uniforms. The authority has 
appealed to eligible parents to make use of the 
facility.

The government was already implementing a 
programme of providing education loans for students. 
Loans are interest-free during the period of schooling 
and students are required to pay back the amount of 
the loan after graduation. During the years of 
economic boom, loan disbursement under the 
programme was low. Since the beginning of the 
economic crisis, the programme has become very 
popular, and the educational fund of the government 
was quickly depleted. It was expected that the 
social sector loan from ADB would be used to
provide funding for the programme.41 In addition to 
increasing the budget for the student loan
programme, the ADB loan would be used to improve
the quality of education and participation of the
private sector in providing education and training in 
rural areas.

POLICY DIRECTIONS FOR 
THE FUTURE

Governments face an inescapable responsibility 
to minimize the exposure of their societies to a 
crisis and provide social protection in the event 
that one occurs. This is a political necessity, a 
moral imperative, and is also justified on economic 
grounds. As has been amply demonstrated in the 
preceding pages, a severe economic crisis can have 
a debilitating impact on human resources, with 
serious consequences for future growth potential. 
This does not mean that governments should or can 
bear this responsibility entirely on their own. Dealing 
with the social impact of an economic crisis requires 
concerted action by many agents in societies, includ- 
ing the private sector, civil society organizations, 
religious and charitable institutions, families and

41 Tambunlertchai, “Social impact in Thailand” , p. 25.
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individuals, but governments have a particularly 
important role to play for several reasons. They 
alone can provide the framework for macroeconomic 
management that minimizes the vulnerabilities of an 
economy to a major shock or to mitigate the impact 
of a shock. Many aspects of social development 
cannot be effectively addressed by the private sector 
because of various kinds of externalities and market 
failures. The private sector faces severe financial 
stress in the event of a crisis and may sharply 
reduce even the services that it might have been 
offering in the past. In many instances, government 
action may be needed to create a congenial 
atmosphere for the private sector to play a role that 
it may be willing to play in addressing the social 
repercussions of a crisis. Accordingly, this section 
seeks to identify a number of areas for attention by 
policy makers in the future.

Augmenting and protecting the 
social sector budget

The analysis in this chapter has shown that a 
rapid increase in unemployment, reduced wages and 
hours of work, loss of purchasing power because of 
a rise in prices, and so on create conditions in 
which there is a tremendous increase in demand on 
social services provided by the government. At the 
same time, governments face severe resource 
constraints because of falling revenue, the need to 
maintain certain mandated expenditure such as 
interest payments, and expenditure requirements for 
other unavoidable purposes such as financial sector 
restructuring. Yet, in the light of the crucial role of 
the government noted above, efforts have to be 
made to ensure that social sector allocations are 
protected or even augmented. Some of the options 
that can be considered to accomplish this are 
expenditure cuts in such areas as defence or large 
projects with long gestation periods, a resort to 
deficit financing subject to the limits of prudent 
macroeconomic management, and external donor 
financing.

Governments may also wish to establish a 
formal “social fund” in order to extend minimum 
income support to those who slide into extreme 
poverty. The fund could be created through regular, 
annual contributions from the government budget 
and should be drawn upon only in circumstances of

extreme urgency. The periods of prosperity would 
enable the government to build up this fund, which 
would provide it with some resources at its disposal 
to meet immediate needs in a dire situation before 
alternative sources were identified and mobilized.

The major objectives of budgetary expenditure 
on social services in the immediate aftermath of a 
crisis should be protecting the incomes of the poor 
and ensuring that their access to food and basic 
social services is not jeopardized. The instruments 
to accomplish these objectives could include, the 
creation of employment through public works; cash 
transfer; free or subsidized provision of certain 
essential goods and services, particularly food; and 
extended credit facilities.

The measures to augment or protect 
budgetary resources for social services should be 
complemented by efforts to enhance efficiency in the 
delivery of services. It has been estimated that in 
many developing countries the cost of a $1 gain by 
the poor in a typical welfare programme is $2.50. 
This indicates that there is significant scope for 
enhancing the productivity of welfare programmes.

Prioritization

Whatever the level of resources available, it is 
important to define priorities in order to derive 
maximum positive impact. Two dimensions of 
priority-setting need attention. The first has to do 
with the identification of vulnerable groups within a 
broad category of social services. For example, in 
the area of health, pregnant women, children and 
the elderly may be the most vulnerable groups. In 
the area of education, children of parents who lose 
jobs as a result of crisis-induced retrenchment may 
be the most susceptible to drop out of the educa- 
tional system as their families may no longer be able 
to pay school expenses or the children may be 
forced to pick up odd jobs in the informal sector to 
supplement the family income. In the case of unem- 
ployment, women are likely to become easy victims 
because of the perceived economic interests of the 
employers or cultural bias against women. At any 
rate, what is important is that target groups need to 
be identified within each area and programmes 
designed and implemented in such a manner that 
benefits reach these groups without much leakage
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along the way. The second dimension of priority- 
setting has to do with the kind of assistance to be 
maintained or strengthened. For example, in the 
area of health, the protection of expenditure to 
prevent child malnutrition may receive a higher 
priority. In the area of education, prevention of 
drop-outs may be the most urgent priority.

Institution-building

The design and implementation of priority 
programmes to respond to the social consequences 
of a major economic downturn require an effective 
institutional infrastructure. Several aspects of institu- 
tion-building merit consideration. First, various 
government agencies and local-level institutions must 
develop the capacity to formulate appropriately 
targeted projects as integral parts of a national 
programme. Second, the implementation of any 
comprehensive programme requires concerted and 
coordinated action by many actors. These include 
the various ministries, departments and agencies of 
the central government, provincial and local govern- 
ment organizations and NGOs. Institution-building 
should encompass clear delineation of responsi- 
bilities among various actors. In addition, there 
should be an important focus on the creation and 
strengthening of modalities for coordination and 
cooperation among agencies of different layers of 
government and between them and various local- 
level stakeholders, including NGOs and beneficiaries. 
Governments also need to consider how to engage 
NGOs and other civil society organizations as true 
partners in the design and delivery of social pro- 
grammes. In particular, regulatory bottlenecks such 
as complex registration requirements should be 
removed, and positive incentives given such as 
providing tax-exempt status subject to adequate 
safeguards to prevent abuse.

Strengthening the information base

The crisis has demonstrated weaknesses in 
the information system to be able to identify the 
target groups and to monitor the impact of pro- 
grammes designed for their benefit. It is generally 
true that women have disproportionately lost more 
jobs than men. They may also have been subjected

to discriminatory treatment in terms of severance pay 
and other compensations. And yet disaggregated 
labour market information by gender is rarely avail- 
able. Similarly, in the area of education, the family 
profiles of school drop-outs would be a vital piece of 
information in designing a programme for securing 
the re-entry of school-leavers into the educational 
system. In some cases, as explained below, the 
response to the crisis has been significantly 
influenced by the perception that there would be 
large-scale reverse migration from the cities to the 
villages, while others have raised doubts about it. 
These are but some examples of information gaps 
revealed by the present crisis. The system of 
collecting and processing information needs to be 
developed, including through strengthening of 
national statistical offices, so as to be able to meet 
these and other gaps in information needed for 
designing cost-effective programmes, as well as 
monitoring and evaluating their impact.

Developing the 
urban informal sector

Many programmes have focused on commu- 
nity-level activities in rural areas. This was based 
on the argument that, during the boom period, there 
was a migration of people from villages to cities on 
a large scale to join the rapidly increasing job 
market in urban areas and hence a significant 
reverse migration would occur during economic 
contraction. Rural programmes were therefore 
needed to accommodate the returnees. However, 
the extent of a permanent reverse migration has 
been questioned. It is argued that many of Asia’s 
new jobless from the formal sector no longer had 
strong village ties and do not want to go back to the 
village to make a living.42 Such a situation could 
raise doubts about the effectiveness of some of the 
present programmes in providing the groups most 
affected by the crisis with assistance and would call 
for strengthening the urban informal sector, which 
possibly absorbed a substantial portion of unem- 
ployed workers from the formal sector.
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A number of measures can be adopted to 
reinforce the role of the urban informal sector as a 
cushion. Many of the retrenched workers possess 
some skills, but these may not be entirely appro- 
priate for informal sector activities. Some retraining 
would be needed. In a situation of generalized 
credit crunch in the wake of a financial crisis, infor- 
mal enterprises whose access to credit is highly 
constrained under normal circumstances would find it 
harder to get credit. Special credit windows might 
be needed to address this problem. Standards laid 
down on cleanliness, hygiene, registration, book- 
keeping, etc. are often taken advantage of by official 
enforcement agencies to harass existing or potential 
informal sector enterprises and workers and these 
are discriminated against in respect of access to 
infrastructure facilities such as electricity or water. 
These problems should be attended to.43

Unemployment insurance

The most important factor aggravating the 
social impact of an economic crisis is clearly the 
loss of employment. As noted before, most coun- 
tries in the region hardly had any unemployment 
insurance coverage, with the exception of the 
Republic of Korea. The introduction of a system of 
unemployment insurance can be a very efficient way 
of establishing institutionalized safety nets for the 
unemployed. The initial experience of the Republic 
of Korea with a partial unemployment insurance 
scheme and its subsequent expansion, which has 
been a major government response to the present 
crisis, amply demonstrates the feasibility and desir- 
ability of this modality. Feasibility studies undertaken 
in other countries have shown that a self-financing 
unemployment insurance scheme can be imple- 
mented on the basis of a modest payroll tax (1 per 
cent) paid by workers and employers.44 There is no

43 For details of these and other measures for 
developing the urban informal sector, see United Nations, 
Role o f the Informal Service Sector in Urban Poverty 
Alleviation (ST/ESCAP/1706) (New York, United Nations, 
1996), pp. 244-245.

44 Eddy Lee, The Asian Financial Crisis:  The
Challenge for Social Policy (Geneva, International Labour 
Office, 1998).

cost to the government and at this low level of 
payroll tax any negative impact of labour cost on 
investment and economic efficiency would be 
minimal.

Reshaping development 
strategies

The above suggestions are mostly in the 
nature of mitigating adverse social impact in the 
event of a crisis. While maintaining preparedness in 
these respects, efforts should be made to minimize 
the vulnerability to major shocks. From this perspec- 
tive, the crisis in East and South-East Asia offers an 
opportunity to re-evaluate certain aspects of deve- 
lopment strategies and domestic policies. It should 
be noted that there is no unanimity of views on what 
should have been done to avoid the calamity that 
befell the East and South-East Asian economies. 
The issues involved are complex and wide-ranging, 
encompassing macro aspects such as monetary, 
fiscal and exchange rate policies, as well as micro 
aspects such as management of the financial sector, 
corporate governance and the relative importance of 
large conglomerates versus small and medium-sized 
enterprises. The scope of this chapter does not 
permit any in-depth treatment of all relevant 
issues.45 However, a few which have become 
particularly prominent in the wake of the current 
crisis are noted below.

One of the issues that has come to the fore is 
the speed and the sequencing of capital account 
liberalization. One concern in this context is the 
state of preparedness needed to benefit from open 
capital accounts while minimizing potentially disrup- 
tive consequences. A related issue is the question 
of reliance on external resources to finance a high 
level of investment and growth. There is no ques- 
tion that a major part of the explanation for the 
crisis lay in dependence on easily reversible, short- 
term external capital to finance long-term invest- 
ment. The crisis has also shown the immense 
importance of paying close attention to the quality

45 Some of these issues were discussed in Survey 
1998, pp. 96-103.
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and composition of growth, not only to its rate. The 
high rates of growth, particularly in the years 
immediately prior to the crisis, were the result of 
unsustainable bubbles in the stock and property 
markets financed by the upsurge in short-term 
capital inflows. The crisis occurred against the 
backdrop of considerable weaknesses in financial 
sector management and corporate governance. 
There have been widespread allegations of greed,

“crony capitalism”, improper exercise of bureaucratic 
and political power and erosion of values such as 
thrift and self-reliance. In turn, these have given 
rise to demands for decentralization, transparency, 
accountability and political restructuring. It is impor- 
tant for policy makers to take note of these diverse 
issues, evaluate their significance for economic and 
social stability and adopt remedial measures suitable 
for each country.
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In f o r ma t io n  T e c h n o l o g y , 
G l o b a l iz a t io n  a n d  D e v e l o p me n t

A hallmark of the closing years of the twentieth 
century is the marked intensification of the 

process of globalization. This process has mani- 
fested itself in accelerated movement of goods, 
services, factors of production and technology across 
national boundaries. The rapid spread of the use of 
information and communication technology (ICT) 
around the globe is both an outcome and a 
determinant of this process of globalization. While 
there are many positive outcomes from the continu- 
ing improvements in ICT, there are also escalating 
risks associated with its use. In this theme topic 
study, an attempt is made to analyse the relation- 
ships between ICT, the process of globalization and 
economic development in the developing economies 
of the Asian and Pacific region, with particular 
attention being paid to trade, investment patterns 
and financial flows. These issues are also viewed 
from the perspectives of economic volatility and 
economic security, with the objective of identifying 
options for ICT-related strategies for the developing 
countries of the ESCAP region.

ICT is a generic term covering computers, 
broadcasting, telecommunications, data networks and 
“smart” components, which are becoming increasingly 
common in all types of appliances such as cars, 
televisions and washing machines. It can be defined 
as the totality of the electronic means to collect, 
store, process and present information to end-users 
in support of their activities. It consists of computer 
systems, data communication systems, knowledge 
systems, office systems and consumer electronics, as 
well as networked information infrastructures, the
components of which include the telephone system, 
the Internet, fax machines and computers.

The pace of technological change in ICT in 
recent years has led to revolutionary changes in the 
processing and dissemination of data and to the 
emergence of an information society, with an
immense effect on production, services, economic
development, organization of labour and the

environment. A core component of ICT is the 
semi-conductor chip which, since the early 1980s, 
has not only decreased in size and cost but also 
increased steadily in capacity and complexity. This 
has enabled computers to evolve from room-size 
machines to palm-size devices. Today, information 
technology reflects the convergence of technologies 
associated with computing, telecommunications and 
office systems. Information technology processes 
and packages information, and telecommunications 
allow information technologies to interact with other 
information technologies and remote devices in 
networks, permitting users to access databases and 
communicate with other users over long distances. 
The combination of information technology and 
telecommunications technology has greatly en- 
hanced existing service industries and has led to a 
spin-off of numerous new ones. It has increased 
the productivity of banking, business management, 
administration, education and health-care services, 
and so on. It has also allowed greater mobility and 
flexibility in capital and financial movements. It is 
this combination of information technology and 
telecommunications into ICT that defines the global 
information network and the development of a global 
information infrastructure.

It is almost universally accepted that the use 
of ICT is beneficial for individuals, organizations, 
economies and the international community. While 
there are reservations in specific contexts, sugges- 
tions to return to the work habits of the age prior to 
the informatics revolution are not taken seriously. 
There is no reason to doubt that the benefits of 
what is being experienced today are likely to 
increase with the further evolution of ICT. On the 
other hand, the changes that ICT is bringing to 
individuals and economies are creating significant 
new uncertainties. Organizations and people are 
forced to adapt to new circumstances and to new 
requirements at the workplace and outside, and 
these adaptation processes are complicated and 
often initially difficult to absorb.
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GLOBALIZATION AND ITS CAUSES

While the definition of globalization varies with 
the context of analysis, it generally refers to an 
increasing interaction across national boundaries that 
affects many aspects of life: economic, social, 
cultural and political. In the context of this study, in 
order to keep the analysis within reasonable bounds, 
the focus is only on the economic aspects, with 
particular emphasis on the role of ICT. As such, 
globalization narrowly refers to the growing economic 
interdependence of countries worldwide. This 
includes increases in the international division of 
labour caused by swelling international flows of FDI, 
accompanied by an increasing volume and variety of 
cross-border transactions in goods and services, 
international capital flows, international migration and 
the more rapid and widespread diffusion of techno- 
logy. This should not be construed to imply that 
social, cultural and other forms of globalization are 
unimportant, only that they are less germane to 
discussions of economic security and development.

Economic globalization arises out of the 
interaction between market- and technology-related 
factors as well as economic policies at national and 
international levels. Market-related factors include 
increased competition for resources in the production 
of the same goods and services, greater engagement 
in international trade and enhanced efforts to attract 
FDI. These have all been assisted by technological 
and information-related improvements. For example, 
the growing role of transnational corporations in both 
production and service sectors of practically every 
country has placed competitive pressures on home 
country firms, exerting an inordinate influence on the 
existing pattern of technological specialization. Since 
1970, financial innovations have led to lower trans- 
action costs and the development of new financial 
institutions and instruments, as well as dramatic 
growth in cross-border financial transactions. Addi- 
tionally, increasing urbanization around the world has 
resulted in more uniform tastes, preferences and 
demand, spurring market growth even further.

In terms of technology-related factors, the 
componentization of production, facilitated by 
advancements in both manufacturing technologies 
and ICT, has led to lower costs and the dramatic 
shortening of economic “distances” . With the micro- 
electronics revolution, new communication techno- 
logies have facilitated the international diffusion of

new production, marketing and organization techno- 
logies at low cost, allowing faster and cheaper 
movements of goods and services. Advances in 
telecommunications and transport, for example, have 
helped to lower the costs of communication and 
transportation1 while the emergence of fax and 
global computer networks has drastically reduced the 
economic significance of geography. At the same 
time, systematic rationalization of procedures and 
documentation for international trade, together with 
wider and easier dissemination of prices of traded 
goods, has contributed to the convergence of market 
prices, resulting in fewer distinct markets.

The convergence of policies at national and 
international levels, leading to increasing coordina- 
tion, has been stimulated and facilitated by the 
globalization process. At the national level, there 
has been a continuous but often gradual removal of 
government restrictions and controls towards less 
planned and more private sector-based economic 
systems in both developed and developing coun- 
tries,2 and market-related reforms in the economies 
in transition. More flexible exchange rates and freer 
foreign exchange transactions have also been 
adopted more widely. The more recent reforms to 
reduce capital and exchange controls coincided with 
an intense period of deregulation of domestic finan- 
cial markets. At the international level, there was an 
increase in multilateral agreements on rules affecting 
international transactions in goods and services.3

1 The cost of phone calls, for instance, has declined 
by a factor of 60 since 1930 while air-passenger miles per 
capita have increased 15 times in 20 years. See P. 
Alonso-Gamo and others, “Globalization and growth 
prospects in Arab countries”, IM F Working Paper, WP/97/ 
125, September 1997, p. 7.

2 Starting in the early 1970s, the relatively tight 
restrictions on international capital movements which 
were still in existence in many industrial countries began 
to be dismantled. See IMF, World Economic Outlook 
(Washington DC, May 1997), p. 60.

3

For example, the Uruguay Round is viewed as one 
of the most comprehensive set of agreements on multi- 
lateral rules ever devised to govern most areas of cross- 
border transactions. In addition, other frameworks have 
been established to enhance macroeconomic stability, for 
example, annual G7 meetings since 1975, and the Basle 
Accord in 1988 which increased and harmonized risk- 
weighted capital ratios for banks, initially in 10 major 
industrialized countries and now in many more countries 
(Survey 1997, p. 7).
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TECHNOLOGIES AND THE 
PROCESS OF GLOBALIZATION: 

EMERGING TRENDS 

Technologies

In general, ICT encompasses all technolo- 
gies used in collecting, storing, processing and 
transmission of information in the form of voice,
data or image. This includes microelectronics, 
opto-electronics and related technologies. Despite 
some differences in the definitions of ICT, there is 
general agreement on the main components which 
already exist or are likely to be introduced in the
near future. These are: (a) electronic computers
and, particularly, personal computers with increased 
capacity and performance and containing micro- 
processors and enhanced memory storage
capacities; (b) wired and wireless telecommunica- 
tions; (c) software for information storage and 
processing, communication interfacing and systems 
operations; and (d) home multimedia machines and 
electronic appliances. In addition, other techno- 
logies include cash cards to store money electroni- 
cally, smart cards containing microchips encoded 
with various classes of confidential information, 
mobile video-phone communication services and 
electronic notepads with voice and handwriting 
recognition.

It should be emphasized that new ICTs 
function interdependently. They are also converging. 
The assembly of ICT is an intelligent information 
network. Sensors and detectors, computers and 
knowledge-based systems, control systems and 
display systems are interconnected into communica- 
tion networks, allowing these networks to be able to 
perform the information functions required by their 
users. In combination, they form a national infor- 
mation infrastructure and are linked to the global 
information infrastructure.

Electronic computer systems

Computers of various types form the core of 
ICT. Modern computers can be broadly divided 
into three categories based on the performance

factors of throughput and speed: personal com- 
puters, mainframe computers and supercomputers. 
Personal computers are now approaching 
mainframes in throughput and supercomputers in 
speed. Software, which runs any computer sys- 
tem, processing and manipulating information and 
directing the communication interfacing, is being 
increasingly integrated with hardware as computer 
systems are developed in a package form in order 
to increase functionality. The next generation of 
computer software will be capable of flexible 
information processing such as images and sounds 
on a real-time basis. A low-cost personal com- 
puter to work with the Internet, the so-called 
“network computer” is being developed. This will 
be, in effect, an intelligent telephone. Users will 
be able to rent software from service providers and 
will not need to worry about new versions and 
updates of their system. It is likely that the 
network computer will revolutionize computing once 
again.

Another trend is the merging of communi- 
cation, home electronics, broadcasting and publish- 
ing into all-in-one computers (figure IV.1). Most 
personal computers will come with voice and fax 
facilities, making telephones and fax machines 
redundant. Similarly, digitalization makes compres- 
sion and decompression of images easy. House- 
hold appliances are evolving and are being merged 
to computer systems. Communication and broad- 
casting are becoming integrated digital devices. 
Today’s personal computer is the most multi- 
functional tool of all consumer products or appli- 
ances for business, education, entertainment and
services; it brings together seamlessly graphics, 
telephony and multimedia. A shift from proprietary 
to open architecture has facilitated this. For exam- 
ple, the network computing architecture announced 
by Oracle Corporation provides a flexible and unified 
framework with a consistent interface for the
development and deployment of distributed business
applications within a variety of network architectures. 
This allows client-servers, legacy systems, the 
Internet, Microsoft and Netscape to share a common 
open standard for Internet commerce. With network 
computing architecture, customers can utilize their 
existing ICT infrastructure to take advantage of 
new technologies while using existing service 
platforms.
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Figure IV.1. Convergence trends in the use of computers

Information superhighway

Conceptually, the information superhighway is 
an electronic communication network which provides 
connectivity for any conceivable transaction, for 
example, entertainment, home shopping, banking 
and video-conferencing, to name a few. The Internet 
is one example of this concept. It provides 
connectivity between more points than any other 
alternative networks and at a comparatively low cost. 
It currently connects 25 to 30 million users in more 
than 140 countries, and the Internet population is 
expected to reach 200 million by the year 2000. 
Network information centres which provide services 
for higher-level use now exist in many countries 
in the region, including Australia, India, Japan, 
Malaysia, Pakistan, the Republic of Korea, Singapore 
and Thailand. Information service providers are also 
available in the above-mentioned economies as well 
as in Bangladesh; China; Guam; Hong Kong, China; 
Indonesia; New Zealand; Philippines; and Taiwan 
Province of China.

The Internet was started as a network among 
researchers supported by government and industry. 
Since the early I990s, the commercial dimension of 
the Internet has emerged from growing business 
networks. The cohabitation of non-commercial and 
commercial sectors in the Internet is the current 
reality. This situation has raised several concerns:

(a) there is no governing body or agency; (b) there 
are no service quality guarantees; (c) there is no 
security of transaction; (d) information on the Internet 
is unstructured, unsorted and difficult to find; (e) 
operations are often unstable; and (f) there are no 
proper payment schemes. These issues will have to 
be solved before the Internet can become a real 
information superhighway.

At present, ICT in many developing countries is 
primarily targeted at the privileged and the business 
community which can afford the current, relatively 
high, cost of connectivity. In order to increase the 
use of the Internet by the rest of the population, low- 
cost links are required, using the basic telephony 
that is already in place or satellite connections. 
Recent developments in satellite technology have 
facilitated reliable, high-quality, rapid communications 
services to remote areas. These systems use hybrid 
terminals which share the antenna and transceiver 
sections, thus greatly reducing capital investment 
and the heavy installation costs associated with 
fixed-line networks. This leading-edge technology 
could allow rural areas to connect quickly and 
cheaply to the rest of the world.4

4 "Satellite communications: moving into the next 
millennium” , presentation by Transtel Satellite Communica- 
tions at the UNCTAD “Partners for development” Summit, 
Lyon, France, 9-12 December 1998.
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THE SITUATION IN THE ASIAN 
AND PACIFIC REGION

In 1997, the worldwide market for ICT 
amounted to $1.8 trillion, or approximately 6 per cent 
of world GDP, 40 per cent greater than in 1992.5 It 
grew by about 27 per cent per annum between 1992 
and 1997, more than five times the rate of global 
economic growth. The bulk of this growth was 
investment in telecommunications (figure IV.2). In 
the period 1992-1997, Asia and the Pacific, Latin 
America and Eastern Europe registered the fastest 
growth in ICT spending, averaging 15, 14 and 10 
per cent respectively. In absolute terms, North 
America, Western Europe and Japan continued to

dominate. Asia and the Pacific and Latin America 
achieved the highest records in terms of cumulative 
average growth rate over this period. Figure IV.3 
shows ICT spending in 1997 by region in absolute 
terms, as well as the compound annual growth 
rate.

The number of Internet hosts and personal 
computers has been growing rapidly, reaching 25 
and 120 million respectively worldwide; the former 
rose twentyfold and the latter threefold between 1992 
and 1997. Within the ESCAP region, the diffusion of 
ICT has been increasing rapidly.6 Table IV.1 
presents information on investment in telecom- 
munications, the number of main telephone lines, 
cellular telephone subscriptions, Internet hosts and

5 World Information Technology and Services Alliance/ 
International Data Corporation, Digital Planet: The Global 
Information Economy, vol. 1 (October 1998), p. 1.

6 ITU, Statistical Yearbook 1994 (Geneva, 1995) and 
Asia-Pacific Telecommunication Indicators: New Telecommu- 
nication Operators 1997 (Geneva, 1997).

Figure IV.2. Worldwide ICT spending

Source: World Information Technology and Services Alliance (WITSA)/ International Data Corporation (IDC), Digital 
Planet: The Global Information Economy, vol. 1 (October 1998), p. 2.
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S ource: World Information Technology and Services Alliance (WITSA)/ International Data Corporation (IDC), Digital 
Planet: The Global Information Economy, vol. 1 (October 1998), p. 5.

the number of personal computers relative to 
population for individual ESCAP countries.7 While 
the table shows that many countries in the region 
have been investing significantly in ICT, the relatively 
large populations in some countries, such as the 
members of ASEAN, and China, India and the 
Republic of Korea, can obscure the actual intensity 
of their efforts.

The information in table IV.1 is summarized in 
figure IV.4. The trends in ICT developments in the 
ESCAP region are measured by cross-country 
weighted averages for the selected indicators per 
100 persons, except for telephones (per 10 persons) 
and the Internet (per 1,000 persons). Figure IV.4

shows that for the region as a whole the most rapid 
growth in the 1990s has been in computers and 
cellular telephones, with a rapid increase in Internet 
connections taking place only since 1994. The 
degree of diffusion in the developing countries of the 
ESCAP region shows a somewhat different trend, 
with the number of telephones rising over the whole 
period, rapid growth in the 1990s in the number of 
computers, rapid growth since 1994 in the number of 
cellular telephones, but very little change in the 
number of Internet connections. As can be seen 
from figure IV.5, the members of ASEAN and the 
NIEs8 accounted for a large share of the investment 
in ICT in the developing countries of the ESCAP 
region until 1992, after which the diffusion became 
much more widely spread.

7 Since ICT permeates almost every aspect of
economic and social life, it is extremely difficult to measure
its degree of diffusion quantitatively. These indicators have 
been selected with the assistance of ITU and are based on
the plausibility and availability of the data.

8 This grouping includes Brunei Darussalam; Hong 
Kong, China; Indonesia; Lao People’s Democratic Republic; 
Malaysia; Myanmar; Philippines; Republic of Korea; 
Singapore; Taiwan Province of China; Thailand; and Viet Nam.

Figure IV.3. ICT spending by region in 1997
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Figure IV.4. ICT diffusion in the ESCAP region

(a) All ESCAP members/associate members

(b) Developing countries of the ESCAP region

S ource : Compiled from data in ITU, Statistical Yearbook 1994 (Geneva, 1995) and Asia-Pacific Telecommunication  
Indicators 1997: New Telecommunication Operators  (Geneva, 1997).
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Figure IV.5. Investment in telecommunications by developing countries in the ESCAP region

S ource : Compiled from data in ITU, Statistical Yearbook 1994 (Geneva, 1995) and Asia-Pacific Telecommunication  
Indicators 1997: New Telecommunication Operators  (Geneva, 1997).

INTERRELATIONSHIPS 
BETWEEN INFORMATION 

TECHNOLOGY, GLOBALIZATION AND 
THE DEVELOPMENT PROCESS

At least four dimensions of the positive impact 
of ICT on economic growth can be discerned.9 
First, ICT allows process innovation (new ways of 
doing old things) which increases productivity and 
creates new value added. Second, innovative eco- 
nomic activities (new ways of doing new things) may 
be generated. Third, ICT represents a new factor of 
production, along with land, labour and capital, which 
can lead to economic restructuring. Finally, it 
represents a new means of organizing activities 
through its synergies with other technologies. All of 
these dimensions directly impact on growth or 
indirectly do so through multiplier effects (“ripple 
effects”) that influence price, income and capacity.

9 OECD, Information Technology and New Growth 
Opportunities  (Paris, 1989), p. 12.

Recent rapid advances in ICT have thus 
become a major force in promoting economic growth. 
With smaller, faster and cheaper ICT, the cost-to- 
performance ratio of its application has declined 
considerably, thereby raising productivity. The poten- 
tial for growth has also been expanded by the use of 
ICT to promote more efficient utilization of inputs 
such as energy, raw materials and land. Some new 
applications of ICT have made it economical to 
customize products and have made production 
processes more flexible. With closer attention to 
customer tastes and preferences, producers have 
increased the value added (usefulness and appeal) 
of their products and improved their quality. The 
adoption and dissemination of ICT also contribute to 
the build-up of networks that, in turn, increase 
knowledge and lead to innovations.

Some new applications of ICT have made it 
possible to carry out production and service 
activities efficiently on a small scale. Advances in 
telecommunications enable enterprises which are 
geographically separated to communicate both 
within a country and across borders. The growing
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decentralization and globalization of many industries 
provide new opportunities for developing countries 
to participate in regional and global subcontracting. 
Participation, however, depends on the quality of 
the local telecommunications infrastructure and 
the ability to work in an electronic communications 
environment. Within developing countries, the 
organizational changes and decentralization options 
made possible by ICT can facilitate a better spatial 
distribution of economic activities, especially those 
industrial operations which have been centralized in 
large cities.

New and varied applications of ICT are also 
speeding up the integration of markets across 
countries through the transmission of market signals 
and consumer/producer responses. These effects 
are already being reflected in changes in the design 
of products and processes and in the nature of 
industrial competition. As a consequence, market 
horizons have become broader, with more informa- 
tion available on markets and worldwide competitor 
responses to changes in them. Timely and detailed 
information about markets, point-of-sale information 
and electronic linkages to clients and distributors 
have enhanced the capability to provide consumers 
with tailor-made products and services and to create 
market niches. Producers with computer-assisted 
design are also capable of responding to market 
signals with greater flexibility and speed. Built-in 
software and “intelligence" in products, automatic 
diagnosis of malfunctions and electronically assisted 
after-sales service increase the adaptibility and 
substitutability of products, which in turn increases 
competition. The resulting globalization of competi- 
tion and the pressures of market integration have 
forced most large-scale manufacturers to consider 
their sources of inputs, markets and competitors on 
a worldwide scale.

ICT has revolutionized the marketing systems 
for commodities and other widely traded stan- 
dardized goods through the diffusion of market- 
determined prices instantaneously around the world. 
Even small-scale producers are becoming an 
integral part of the marketing chain as they have 
access on a real-time basis through mobile phones, 
the Internet, and so on to the prices of their 
products on international markets such as commo- 
dity exchanges. This, in theory, should reduce the 
potential for exploitation of these producers and

enhance their bargaining position with traders. 
Local traders have the means to become better 
equipped to compete with international trading firms 
and enhance their competitiveness in marketing new 
products as well.

In the more advanced countries, new applica- 
tions of ICT are profoundly changing the services 
sector. In particular, the nature and structure of 
financial, insurance, marketing, distribution, and 
tourism/travel businesses have been transformed by 
improvements in the speed, reliability and cost of 
manipulating vast quantities of information related to 
financial, inventory and sales transactions. Advance- 
ments in ICT have raised the information equipment 
intensity of the services sector and increased the 
diversity of services provided by any one firm. 
American Airlines, through its reservation system 
(SABRE), for example, is now in the business of 
hotel reservations, car rentals and software deve- 
lopment, and is rapidly expanding into supplying 
spare parts. At the same time, service providers, 
traditionally small and decentralized, are being linked 
nationally and globally through the use of commu- 
nications technology.

In terms of investment patterns, the application 
of ICT can help to improve economic efficiency of 
investment by permitting the financial intermediaries 
to evaluate more correctly the portfolio preference of 
savers while managing more effectively the risks 
inherent in global portfolios. The increasingly wide 
coverage of economic and financial data available on 
a timely basis on both countries and individual firms, 
especially when there are reliability checks and
auditing, should permit these intermediaries to
identify and fund the most productive investments. 
This should provide investors with a broader range 
of investment opportunities and ensure that asset 
prices realistically reflect underlying risks and
returns. More modern investment banking and
hedging services can also help to overcome limita- 
tions generated by uncertainty and incomplete 
information.

Increasing globalization is likely to have a 
long-lasting influence on inflation rates in countries 
because of the discipline imposed on domestic 
financial policies by increased financial market 
integration, such integration having been spurred 
and facilitated by advances in the applications of
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ICT. Differentials in real interest rates between 
domestic and foreign markets have become a major 
factor influencing the decisions on short-term money 
flows, and even small changes in these differentials 
can cause large movements of funds. The 
destabilizing effects of these flows of funds on the 
balance of payments of a country can be very 
severe and any consequent movements in the ex- 
change rates can have substantial effects on its 
exports and imports independent of any changes in 
real economic fundamentals. Nominal interest rate 
differentials among countries appear to be diminish- 
ing as they are integrated into the global system 
and, because of this, their inflation rates also have 
to conform. A country which is globalized will not 
be able to run hyper or even high inflation rates 
without being cut off from international financial 
flows.

In fact, the easier access to real-time informa- 
tion worldwide through the application of ICT means 
that fewer countries can isolate themselves from the 
effects of world economic events and trends, and 
that countries cannot formulate economic policies 
without being responsive to outside signals. The 
distinction between a country’s international and 
domestic economic policies is becoming increasingly 
blurred; all macroeconomic policies are increasingly 
international ones. Recent studies have shown, for 
instance, that large and volatile capital flows demand 
that countries have a more conservative fiscal stance 
and maintain a sustainable fiscal structure.10

In the medium term, a trend has emerged in 
many countries towards a broader and more inte- 
grated use of ICT in socio-economic development. 
With new forms of applications becoming available at 
decreasing cost, and with a shift in emphasis from 
quantitative to qualitative growth, the impact on 
growth will often depend on the capacity to disperse 
ICT capabilities across a broad range of economic 
activities, not just in the manufacturing of ICT 
products (for example, microchips). This perhaps 
distinguishes ICT from other forms of technological 
development, which often tend to be location- or 
industry-specific, and difficult to transfer.

10 For example, see PS. Heller, “Fiscal policy manage- 
ment in an open capital regime” , IM F Working Paper, 
WP/97/20, 1997.

ICT and competitiveness11

In fact, the very definition of mobile and immo- 
bile factors of production, the quality and quantity of 
which determine a country’s competitiveness, needs 
to be recast to include the influence of ICT. 
According to an OECD report,12 thanks to the 
convergence of computer and communication tech- 
nologies, it has now become technically feasible for 
multinational enterprises, banks, and industrial and 
service firms to install intra-corporate worldwide 
information networks, through which headquarters 
management can link together production and 
marketing facilities around the world. The report 
also notes that an increasing fraction of total value 
and wealth produced in the world will be produced 
and distributed through the intra-firm and inter-firm 
networks covering the entire globe. In this regard, a 
country will be even more in the position of waiting 
to be selected as a site of operations by investment 
decisions rather than giving permission for invest- 
ments to be undertaken. The deciding factor will 
therefore be whether or not a country is seen as 
attractive as an investment site by its own firms or 
by multinational ones.

In the past, the internationally mobile factors 
of production were mainly capital and technology, 
and immobile ones were labour, land and natural 
resources. Today, as illustrated in figure IV.6, the 
ability of countries to restrict the movement of 
goods, services and labour has become much 
weaker and the determining factors of competitive- 
ness have clearly shifted towards the social and 
economic institutional and governance characteris- 
tics of a country. The physical infrastructure, the 
rules and regulations applied to ' business and indi- 
viduals, the degree of transparency, perceptions of 
fairness or lack of corruption, the investment climate 
and the functioning of the legal system will be the 
most important elements inducing investment in the 
production of goods and services. Technologies

11 This section is based on Yoo Jungho, ‘‘The Korean 
economy in a borderless world” , Korea Journal (Korean 
National Commission for UNESCO), vol. 37, No. 4 (1997), 
pp. 25-38.

12 OECD, Technology and the Economy: The Key 
Relationships (Paris, 1992), chapter 10.
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Figure IV.6. Determinants of competitiveness

Mobility of factors

S ource: Based on information in Yoo Jungho, “The Korean economy in a borderless world", Korea Journal (Korean 
National Commission for UNESCO), vol. 37, No. 4 (1997), pp. 25-38.

and skilled labour can move easily and so the 
ability of a country to attract or keep an industry, 
whether it be textiles, automobiles, computer soft- 
ware development or financial services, will depend 
on these institutional factors. This implies that 
countries will be forced to pay more attention to 
meeting international norms of economic behaviour 
and the rules of the game if they wish to avoid 
marginalization.

Two rather rough illustrations of this influence 
of ICT can be seen in figure IV.7. The two parts of 
this figure report cross-country relationships between 
investments in telecommunications as a percentage 
of GDP averaged over the 1987-1996 period and 
indicators of transparency and degree of proper 
business practices, as reported by the world com- 
petitiveness survey data collected and collated by 
the International Institute for Management Develop- 
ment from executives of multinational corporations. 
If increased application of ICT has the above- 
described effect on competitiveness considerations, 
then some (weak) positive correlation would be 
expected, and is indeed found in these figures.

Nevertheless, within the production sector, the 
effect of ICT on the competitiveness of developing 
countries is likely to vary between countries at 
different levels of industrialization. Flexible auto- 
mation technologies and organizational innovations

are coalescing into new best-practice manufacturing 
systems which are spreading throughout industry in 
the advanced economies. Diffusion in developing 
countries is still very limited, occurring primarily 
among the newly industrialized countries. Even in 
them, the diffusion is quite slow. For example, while 
some have enjoyed good export performance in 
those industries where products are simple and the 
effects of flexible automation are relatively minor, 
there are new obstacles in many other industries 
(such as machine tools) where new techniques are 
being rapidly adopted by the OECD countries, with 
substantial improvement in their competitiveness.

The role of ICT, particularly telecommuni- 
cations, cannot be overemphasized in supporting 
growth in services and economic activities as a 
whole. Studies funded by the United Nations in 
Kenya and the Philippines have shown that the total 
benefits of telecommunication investments were, in 
some cases, 40 to 80 times greater than the usual 
measure of benefit, revenue or willingness to pay. 
These additional benefits include direct benefits from 
savings of personal time and reduced expenditure on 
more expensive communications media (such as 
messengers or telegrammes) or on alternative 
transportation services. Other benefits came from 
the use of a more effective communications medium 
for the acquisition of supplies, the operation of 
organizations, and the sale and marketing of goods
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Figure IV.7. ICT diffusion and indices of the investment climate

(a) ICT diffusion and transparency

(b) ICT diffusion and proper business practices

Source. Calculated from data in ITU, Statistical Yearbook 1994 (Geneva, 1995) and Asia-Pacific Telecommunication 
Indicators 1997. New Telecommunication Operators (Geneva, 1997) and from the world competitiveness survey organized by 
the International Institute for Management Development.

Note: Each dot represents an individual country, the abbreviations and full names of which are as follows: AUS for
Australia, CHN for China, HKG for Hong Kong, IND for India, IDN for Indonesia, JPN for Japan, MYS for Malaysia NZL for
New Zealand, PAK for Pakistan, PHI for Philippines, KOR for Republic of Korea, RUS for Russian Federation SGP for
Singapore, TAI for Taiwan Province of China, THA for Thailand and TUR for Turkey.
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or services. In business, expansion was achieved 
mainly through reaching a wider range of customers. 
Agriculture, health care delivery, wholesale/retail 
trade, services, transportation, construction, and light 
industry also benefit from telecommunications. 
Unless developing countries take these substantial 
indirect benefits and externalities arising from 
telecommunications into account, there will be 
serious underinvestment in communication systems. 
Consequently, their competitiveness will decline.

In essence, the ICT revolution has given rise 
to an ongoing change in the techno-economic para- 
digm which is likely to speed the transition of the 
world economy towards even more information- 
intensive technology-based products and processes. 
Countries lacking the necessary educational, 
research and design capabilities may become even 
more seriously disadvantaged in international 
competition.13 They will not be equipped to partici- 
pate in the knowledge society.

The knowledge society

The shift from the agricultural age to the indus- 
trial age was driven by economic factors such as 
improvements in productivity resulting from better 
technology, including knowledge and skills, develop- 
ment of new sources of energy, and improvements in 
market mechanisms. It is ICT which has played a 
central role in enabling the further growth from the 
industrial age towards the knowledge society. In all 
areas of human intellectual creativity, this technology 
facilitates the development and analysis of ideas and 
concepts. During the past 30 years, the rapid 
expansion of knowledge in so many areas such as 
genetics, medicine, space science, medical science 
and the environment would have been impossible 
without the ability to handle and analyse large 
quantities of data.

13 N.Y. Hanna, "The information technology revolution 
and economic development” , World Bank Discussion 
Papers, No. 120 (Washington DC, 1991), p. 13.

Knowledge is becoming the key resource. 
Educational institutions and libraries are at the 
centre of the knowledge society. There is also a 
rise in knowledge industries based on workers who 
are skilled in a wide range of subjects and technolo- 
gies. In the knowledge society, education is central 
to personal, organizational and national well-being. 
Educational attainments on a lifelong basis are 
becoming correlated with high monetary and social 
value. There are likely to be changes in organiza- 
tional structures in the public and private sectors to 
enable them to deliver learning systems efficiently in 
an information society from pre-school to old age. 
Especially promising technologies are interactive 
video, networking and collaboration tools which 
stimulate curiosity and creative thinking, and promote 
innovation. Appropriately used, technology can 
reduce education-related costs, increase access and 
boost learning retention rates.

ICT will continue to play a central role in 
driving social change as the knowledge society 
develops its information infrastructure. Telecommu- 
nications will facilitate the creation and operation of 
global networks of people with specific interests 
(commercial, scientific, religious, artistic and so on). 
Although science and technology will bring about 
these developments, their interaction with social and 
political factors will determine their usefulness. This 
interplay is especially apparent in the current evolu- 
tion of the information superhighway, where issues 
such as universal access, privacy and government 
jurisdiction are yet to be resolved. Governments 
now face the challenge of managing appropriate 
social change to accommodate the knowledge 
society that can maximize both international competi- 
tiveness and social equity. These dual objectives 
involve a delicate balancing act.

In the next three chapters, substantial empirical 
evidence is presented regarding the application of 
ICT in the areas of trade, investment and production 
patterns and financial flows, the constraints faced 
and opportunities foreseen, based on the expe- 
riences of ESCAP countries. This material is then 
used as the basis for the policy proposals made for 
the consideration of governments in the last chapter.
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E l e c t r o n ic  C o mme r c e

T rade, including both exports and imports, has 
played a central role in the development of 

many developing economies in the region. Over the 
last five years or so, between 15 and 20 per cent of 
world trade in goods and services originated in the 
developing ESCAP region. Also, for the majority of 
these economies, export and import ratios to GDP 
are significantly larger than the world average.1 
In a worldwide context as well, trade has assumed 
an increasingly important role in driving economic 
progress: it is one of the major causes and signs 
of globalization. The dynamism which has charac- 
terized the trade sector over the past two decades, 
concomitant with the increasing liberalization of tariff 
and non-tariff barriers, is now being revolutionized 
and regenerated by the phenomenon of electronic 
commerce, particularly facilitated by the use of the 
Internet.

DEFINING ELECTRONIC 
COMMERCE

Electronic commerce, broadly defined, is the 
process of using electronic methods and procedures 
to conduct all forms of business activity. It encom- 
passes the production, advertising, sale and distri- 
bution of products via telecommunication networks.2 
Internet commerce is the term used to describe 
the fusion of electronic commerce and Internet 
technologies. From a business perspective, the 
objectives of electronic commerce and Internet 
commerce are the same: to improve effectiveness,

1 Survey 1997, p. 88.

2 See, for example, the paper by Do Thuy Lan, “Trade 
facilitation needs and the role of electronic commerce” 
presented at the Seminar on Enhancing Integration of New
Members into the ASEAN Process through Economic 
Cooperation and Trade Facilitation, Bangkok, 28 and 29 
September 1998.

efficiency, timeliness, quality, and accuracy of 
interactions between businesses and their trading 
partners or customers.3

Until very recently, the primary technology for 
business-to-business electronic commerce of large 
firms has been electronic data interchange (EDI). 
EDI uses a store and forward messaging technology, 
a process which parallels the exchange of electronic 
mail (e-mail) with the addition of structured message 
content and functionality to assure audit ability 
and assurance of delivery. Because EDI enables 
communications between the business systems of 
trading partners, messages are translated into highly 
structured formats, allowing both the sending and the 
receiving organizations to share a common and 
identical understanding of the content and context 
of the messages. Private, value-added networks 
(VANs) have been the primary carriers of EDI 
communications, using a variety of communications 
protocols. EDI technology has been available for 
over 20 years, but has been implemented by less 
than 2 per cent of the business community 
worldwide. The use of EDI in trade in selected 
countries of the region is reported in table V.1.

Today, EDI is undergoing a transformation 
spurred by the rapidly increasing connectivity 
provided by the Internet and is itself an integral part 
of the sweeping wave of Internet commerce auto- 
mation. The Internet is eroding the value added 
attributes of private networks, shifting the balance of 
supplier value added from the network itself to

3 The UNCITRAL Model Law on Electronic Commerce, 
adopted by the General Assembly in its resolution 51/162 
of 16 December 1996, does not define the meaning of 
electronic commerce as such. The Law is available at 
<http://www.un.or.at/uncitral/english/texts/electcom/ml-ec.htm> 
(3 February 1999). In its Guide to Enactment of the Model 
Law, UNCITRAL explains that in preparing the Model Law 
it had in mind a notion of EDI covering a wide variety of 
trade-related uses of EDI that might be referred to broadly 
under the heading of electronic commerce.
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Table V.1. Use of electronic data interchange in trade in selected economies of the 
ESCAP region

S ource: “Member countries: country status (October 1998)” <http://www.asycuda.org/test/partners.htm> (9 February 
1999) and the paper by John M. Simon, “APEC customs initiatives on electronic commerce” , presented at the Expert Group 
Meeting of Trade Promotion Policy Experts, Bangkok, December 1998.

N otes: ASYCUDA = automated system for customs data (UNCTAD)
(++) = updated version of ASYCUDA
n.a. = not available

software and services. In fact, the failure of EDI in 
its traditional form to achieve greater penetration 
reflects the complexity and expense of integration 
with existing business systems owing to the lack of 
agreement on standards, combined with the continu- 
ing costs of an EDI server and VAN network support 
resources. EDI automates existing processes and 
its benefits were derived from time compression, 
cost reduction and improved accuracy. This is

contrasted with Internet commerce, which can not 
only support transaction processing but also, in 
certain cases, bring greater flexibility to the work-flow 
and so support new or improved processes. As 
Internet commerce can actually add value to 
processes and optimize their effectiveness, its 
business potential is significantly greater than 
traditional EDI. Nevertheless, EDI will continue to be 
an important technology through the next five to ten

Internal automation: 
customs automation

ASYCUDA

Integrated 
EDI for express 
consignment

Type o f EDI

External automation: 
linkage with trade 
service providers
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Armenia
Australia
Bangladesh
Brunei Darussalam
China
Fiji
Hong Kong, China 
India

Indonesia
Islamic Republic of Iran
Japan
Malaysia
Maldives
Mongolia
Nepal
New Zealand 
Papua New Guinea 
Philippines 
Republic of Korea 
Russian Federation 
Samoa 
Singapore 
Sri Lanka 
Thailand

Vanuatu 
Viet Nam

Yes (++)
No
Yes
No
No
Yes (++)
No
No

No
Yes (++)
No
No
Yes
Yes
Yes (++)
No
Yes
Yes (++)
No
No
Yes (++) 
No
Yes (++) 
No

Yes (++) 
Yes

No
Yes
No
Yes
Yes
No
Yes
Yes

Yes
No
Yes
Yes
No
No
No
Yes
No
No
Yes
Yes
No
Yes
No
Yes

No
No

No
Yes
No
No
Yes
No
Yes
Yes

Yes
No
Yes
Yes
No
No
No
Yes
No
Yes
Yes
n.a.
No
Yes
No
Yes

No
No

n.a.
Yes
No
No
Yes
No
Yes
Yes

No
n.a.
No
Yes
No
No
No
Yes
n.a.
n.a.
Yes
n.a.
No
Yes
Yes
Yes

No
No

No
Yes
No
No
No
n.a.
Yes
Yes

Yes
Yes
Yes
Yes
No
No
No
Yes
No
Yes
Yes
n.a.
No
Yes
No
Yes

No
No

No
Yes
No
No
No
n.a.
Yes
Yes

No
No
Yes
Yes
No
No
No
Yes
No
Yes
Yes
n.a.
No
Yes
No
Yes

No
No

No
Yes
No
No
n.a.
n.a.
Yes
Yes

Yes
No
Yes
Yes
No
No
No
Yes
No
Yes
Yes
n.a.
No
Yes
No
Yes

No
No

No
Yes
No
No
n.a.
No
Yes
No

(under development) 
No 
No 
Yes 
Yes 
No 
No 
No 
Yes 
No

Only in Subic Bay 
Yes 
n.a.
No
Yes
No
No

(under development) 
No 
No

Non-ASYCUDA EDI-based EC-based Commercial Transport Financial



years because of the investment already made in it 
and because it is a proven and secure means of 
inter-business communications.

While it is difficult to quantify with precision the 
number of Internet users, studies suggest that this 
number grew from 28 million in 1996 to 50 million in 
1997 and estimates suggest that the number of 
users will be approaching 200 million by the year 
2001. This increasing number of users and the 
expanding range of applications have led to a rapid 
growth in commercial interest and activity on the 
Internet. While the widespread and diffused nature 
of the Internet does not make it easy to quantify the 
economic value of electronic commerce conducted 
on it, estimates indicate that this rose from around 
$2.5 billion in 1996 to around $20 billion in 1998.4 
Real-time or near-real-time connectivity across the 
boundaries of corporations and with consumers, 
ultimately enabling system-to-system interoperability 
between trading partners, is driving the increasing 
value of this new technology. Four types of 
economic activity are likely to feature in this new 
trading environment:

Building up the Internet. If, as some experts 
believe, one billion people may be connected to the 
Internet by 2005, then such an expansion should 
drive dramatic increases in expenditure on compu- 
ters, software, services and communications invest- 
ments.

Electronic commerce among businesses 
(business-to-business transactions). Businesses 
began using the Internet for commercial transactions 
with their business partners very recently. Early 
users already report significant productivity improve- 
ments from using electronic networks to create, buy, 
distribute, sell and service products and services.

Retail sale of tangible goods (business-to- 
consumer transactions). The Internet is also being 
used to order goods and services that are produced, 
stored and physically delivered. Sales of certain 
products such as computers, cars, books and flowers 
are growing rapidly. However, electronic commerce

4 According to the International Data Corporation, 
the internet economy will be worth more than $500 billion 
by 2002. See “IDC 1999 fact sheet: Internet market- 
place” <http://www.idcresearch.com/factsheets99/99Services/ 
lnternet/im_.htm> (4 February 1999).

via the Internet may reach a limit for purchases of 
physical goods, or services that rely on physical 
proximity such as tourism, owing to the need of 
consumers actually to see the goods or services that 
they are buying.

Digital delivery o f goods and services. 
Software programmes, newspapers, magazines and 
music compact discs no longer need to be packaged 
and delivered to stores, homes or news kiosks; they 
can be delivered electronically over the Internet. 
Airline ticket sales and securities transactions over 
the Internet are already occurring in large numbers. 
Other industries such as consulting services, 
entertainment, banking and insurance, education and 
health care face some hurdles but are also 
beginning to use the Internet to change the way in 
which they do business. Over time, the sale of 
goods and services electronically is likely to be the 
largest and most visible driver of the new digital 
economy. The expanded scope for this type of 
commercial transaction is perhaps the most notable 
contribution of Internet technology and the most 
challenging aspect from a policy perspective.

ELECTRONIC COMMERCE 
BENEFITS FOR BIG BUSINESS

Electronic commerce is growing fastest among 
big businesses. It is used for coordination between 
the purchasing operations of a company and its 
suppliers; by logistics planners and transportation 
companies that warehouse and move products; by 
sales organizations and wholesalers or retailers 
which sell the products; and in customer service and 
maintenance operations with the customer. The 
growth of business-to-business electronic commerce 
is being driven by lower purchasing costs, reductions 
in inventories, lower cycle times, more efficient and 
effective customer service, lower sales and 
marketing costs, and new sales opportunities.

The advantages for corporations that succeed 
at electronic commerce for business-to-business 
transactions are potentially enormous. There are 
billions of business-to-business financial transactions 
a year and hundreds of billions of customer service 
interactions. Most are candidates for increased 
automation, providing dramatic opportunities to 
improve management of the manufacturing supply
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chain, increase revenue, improve the quality 
and cost-effectiveness of service delivery, reduce 
administrative expenses and develop more effective 
planning processes. For business-to-business 
communication needs, Internet-enabled electronic 
commerce is all about leveraging emerging tech- 
nology to support improved business process models 
through the automation of various processes. Some 
of the advantages of using ICT for various business 
processes are outlined below.

Marketing processes

Marketing applications can be created 
over Internet channels to support many different 
processes between businesses and their customers.

Information for sales. Applications can deliver 
product information to the point of sale on request. 
A virtual channel can provide multiple layers (rich 
content) of multimedia product information.

Product marketing. Product marketing applica- 
tions generally exploit the two=way communications 
of the Internet, establishing managed commu- 
nications channels, with structured or unstructured 
content, between a company and its field personnel, 
channel partners or customers. The most sophisti- 
cated applications are work-flow-enabled and allow 
collaboration in developing product plans, specifica- 
tions, forecasts and market feedback. Collaborative 
marketing applications can support interactions using 
structured or unstructured message files across 
organizational boundaries; e-mail bulletin boards and 
chat rooms are the earliest forms of such collabora- 
tion. Filtering and agent technologies are now being 
applied to collaboration applications to tailor content 
and schedule distribution.

Supply chain management. Applications can 
automate the collection of planning data from 
partners across supply chains for their planning 
processes.

Market intelligence publishing. Applications 
supporting the controlled electronic distribution of 
public and private information, often incorporating 
tools for management and retrieval of information 
content and/or work-flow management, are frequently 
referred to as “knowledge publishing” or “knowledge 
management” tools. Filtering and agent process 
management techniques are being used to tailor

content and schedule of delivery in combination with 
a variety of search engines that vary in the level of 
qualitative and quantitative performance.

On-line promotion. Promotion management 
capabilities, including delivery of on-screen banner 
advertising, can be custom-tailored, based on current 
or past customer behaviour, attributes, knowledge of 
prior buying behaviour, or a combination of all three.

Sales-to-order processes

Sales and marketing electronic commerce 
applications create and manage virtual sales and 
marketing channels for businesses. They include the 
following processes.

Catalogue management. This process may be 
considered part of the marketing or sales processes 
and is also integral to procurement applications. 
Sales applications provide navigation of a supplier’s 
catalogue for its customers’ transacting business with 
the company. Procurement applications require 
support for multi-supplier catalogues and product 
comparisons. The ability to customize the look and 
feel of catalogues is an important differentiating 
characteristic.

Search and retrieval. Keyword searching is 
a baseline catalogue or knowledge publishing
capability. Search engines may be integrated with 
standard product classification schemes, such as 
Dun & Bradstreet or the Thomas Register of
American Manufacturers, to assist users in catalogue 
navigation by providing a common nomenclature
which supports parametric searching, a capability 
which has increased value for products with multiple 
technical attributes. The most sophisticated
catalogue systems add classification data to supplier 
stockkeeping unit descriptions to create uniform 
retrieval capabilities.

Spot market management. Specialized spot 
markets are emerging in both business-to-business 
and business-to-customer relationships to aggregate 
information from multiple sellers and to support 
transaction processing. The aggregation of content 
across suppliers delivers a value-added service to 
the buyer. Specialized tools are being provided to 
support buyers’ analyses of products. These sites 
can either transact business or feed other sites with 
transaction capability.

156



Transaction processing, back office processing 
and legacy integration. The back-end processing 
capabilities of electronic commerce sales automation 
systems vary widely and may include generation/ 
receipt of EDI and credit card transactions, electronic 
payments, bill presentation services and account 
reconciliation functions. Effective back-end integra- 
tion requires real-time linkages to existing enterprise 
systems. The systems with the strongest back-end 
integration have real time transaction processing 
links to legacy, financial, sales and distribution, and 
manufacturing systems. They can confirm order 
numbers in real time, as well as confirm availability- 
to-promise and/or availability-to-deliver, shipping 
costs, delivery schedules and account status 
information.

Procurement and purchasing

A number of electronic commerce applications 
which support corporate purchasing management 
have emerged in the past year or two. These 
applications generally manage and present a multi- 
supplier catalogue for a buying organization and may 
also manage the work-flow required to generate and 
issue a purchase requisition. The most broadly 
functional systems include payment and account 
reconciliation capability as well as integrated 
tools to analyse purchasing trends and practices. 
Specialized areas of purchasing, such as travel 
requests, can be automated by application exten- 
sions available from certain suppliers.

Multi-supplier catalogue administration. The 
strategy by which a multi-supplier procurement 
catalogue is assembled and maintained can vary 
widely, from full data replication in a single, central 
catalogue to distributed supplier catalogues with 
replication of only the index information and 
embedded links to the remote catalogue pages.

Product classification and parametric search 
capabilities. In these, multi-supplier catalogue data 
replication strategies are combined with widely 
differentiated product classification and search 
capabilities. Features which determine the ways in 
which a buyer can find products and the speed of 
the search process include keyword text, parametric 
classification and graphic presentation of materials. 
The aggregation of the product catalogue data from

multiple suppliers creates an opportunity to deliver 
value-added differentiation by making information 
from multiple suppliers available in user-friendly 
formats for comparative shopping, or by creating a 
uniform indexing scheme or nomenclature through 
which similar products can be identified and 
compared across suppliers.

Complete order processing and legacy 
integration. The level of integration between a 
buyer’s own legacy purchasing systems, as well as 
his supplier’s order entry systems, also differentiates 
ICT products. The underlying transaction processing 
infrastructure can allow large-scale processing, with 
the most advanced procurement systems supporting 
work-flow management as well as controlling pur- 
chasing approval processes and real-time inventory 
commitments by the seller’s system.

Distribution and logistics

Applications are emerging which both support 
multi-modal transportation logistics and create new, 
virtual distribution channels for certain types of 
products.

Logistics. Internet applications are available 
which provide customer service functions for logistic 
processes, particularly advance shipping notices 
and shipment tracking. These functions may be 
integrated into sales and procurement applications. 
See box V.1 for information on such applications in 
the maritime shipping area.

Soft goods distribution. Internet applications 
are enabling the automated distribution of electronic 
products via the Internet, Intranet, Extranet and 
private networks. Depending on the physical size of 
the digital product, it may be sent or requested in 
conjunction with file transfer technology.5

5 StampMaster has announced that the United States 
Postal Service has given it permission to test its technolo- 
gy for delivering postage over the Internet. StampMaster’s 
Internet postage system allows users to print electronic 
postage delivered over the Internet directly onto envelopes 
or labels using ordinary laser or ink je t printers. See 
Sandeep Junnarkar, “StampMaster to test Net postage” , 
CNET News.com, 25 August 1998 <http://www.news. 
com/News/ltem/0%2C4%2C25646%2C00.html?sas.mail> (27 
January 1999).
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Box V.1. ICT developments in the maritime industry

With more than one third of world trade either 
originating in or destined for the ESCAP region and with 
most countries having easy access to ocean routes, the 
performance of the maritime sector is of vital importance. 
Regional member countries operate more than 40 per 
cent of the world’s fleet and the region is home to 11 of 
the world’s top 20 container shipping operators. Half of 
the world’s 24 busiest container ports are in Asia.

The transport sector of the ESCAP region is going 
through a container revolution that began in the late 
1970s. Cargo ships that used to stay in port for three 
weeks to load and discharge are now being replaced by 
container vessels with port stays measured in hours. 
This has put considerable pressure on transport 
operators to ensure the speedy transfer of essential 
information and documentation to avoid delaying cargo 
movements and tightly scheduled shipping services. 
Also, with containerization has come the development of 
multimodal transport, which has facilitated the interna- 
tional movement of goods door-to-door by sea, land and 
air within countries and across national borders. 
Containerization, which has already had an enormous 
impact on the physical aspects of maritime cargo 
movements between ports, is now penetrating deep into 
hinterland areas. At the same time, multimodal trans-
port, with its single liability contract, is changing the 
institutional process of transport. Shipping authorities 
and companies are faced with a whole range of new 
challenges and opportunities facilitated by parallel 
developments in ICT.

The shipping industry has to operate in a highly 
globalized, regulated and complex trading environment. 
With the top 10 Asian container ports handling more 
than 50 million containers annually, and each container 
sometimes carrying 50 or more separate consignments, 
the documentation required is enormous. The maritime 
industry already relies heavily on EDI to communicate 
order and logistics information electronically. Unfortu- 
nately, while the development of EDI has already 
increased efficiency in the transport sector by speeding 
up the transfer of information, the progress in creating an 
international paperless environment has been quite 
disappointing. As a result, the maritime industry is 
gradually turning to the World Wide Web for certain 
business functions in order to take advantage of the 
Internet’s simplicity and universal access.

The development of the Internet provides an easy 
means of gathering, organizing and disseminating 
information at a global level on maritime-related products, 
services, regulatory requirements, experience and 
research. Already, shipping lines and ports around the 
world are creating “homepages” on the Internet to

provide information on their services and charges which 
can be accessed by the global market 24 hours a day. 
Sea Land Service Inc., one of the world’s largest 
container shipping companies, started accepting orders 
on its Web site in 1998. In 1999, it will introduce a 
system in the United States that will let truckers avoid 
long lines at distribution centres by going to a Sea Land 
Web site to reserve a time to pick up their cargo.a

An important factor encouraging the use of ICT is 
the process of deregulation in the shipping sector and 
newly formulated legal obligations to publish information 
widely. For example, in the United States, the Ocean 
Shipping Reform Act of 1998 requires shipping compa- 
nies to maintain an automated tariff system showing all 
of their rates, terms and charges. These tariffs are to 
be made available electronically to any person through 
appropriate access from remote locations.b It is antici- 
pated that the Internet will be the vehicle of choice. 
With prices for transporting cargo around the world 
posted on the Web, shipping and logistics companies are 
already considering how to tie that information to other 
systems in order to provide functions such as clearing 
customs, but the absence of a common document 
format on the Web is keeping manufacturers and service 
providers from moving more quickly.

A new initiative to overcome these critical 
problems will be launched in Asia in 1999. A system 
known as Bolero is being designed to harness the 
accessibility and relative simplicity of the Internet under 
a joint venture comprising the Through Transport Club, 
and the interbank clearing network (SWIFT). The 
connectivity offered by the Internet, coupled with stan- 
dardized procedures proposed within the Bolero system, 
will facilitate easy international access and exchange of 
messages between carriers, freight forwarders, suppliers, 
export agencies, banks, customs authorities and buyers. 
To overcome the problems related to electronic 
signatures, a Bolero rule book will be issued to provide 
a contractual framework for users which, in countries 
using common law modalities, will ensure acceptability of 
digital signatures.

a See “Launch for e-commerce” , Information Week 
Online, 23 November 1998 <http://www.informationweek. 
com/710/10iueco.htm> (26 January 1999).

b See “Ocean Shipping Reform Act of 1998 overhauls 
transportation system for U.S. exports and imports” , 
MLB White Papers (October 1998) <http://www.mlb.com/ 
wp102198.htm> (26 January 1999).
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Unfortunately, many developing countries in the 
region have been slow to exploit even the more evident 
benefits and cost savings of using ICT applications. To 
assist regional ports and shipping companies to gain 
access to the global markets that the Internet can offer, 
ESCAP has recently taken the initiative to implement 
a project known as MARINET (Maritime Information 
Network). Easily navigated and comprehensive maritime 
Web site templates have been developed for ports and 
shipping companies. They provide an attractive,
common format for the display of commercial and tech- 
nical information on the Internet. Included in the Web

site are pages for the display of tariff rates, capacities, 
schedules/services, contact points and performance 
information. For the more advanced port and shipping 
companies, the templates already provide the possibility 
of interactive responses to cargo-tracking enquiries made 
by shippers and freight forwarding operators. All this 
information would normally have to be despatched in 
hard copy by mail, so enormous savings in tim e and 
cost can be made. Through th is simple approach, ports 
and shipping companies in the ESCAP region will be 
able to make available to the whole world details of their 
services and costs through their own Web pages.

Customer service

Internet applications can automate a range of 
customer service functions using virtual channel self- 
service processes.

Help Desk. Knowledge bases of technical 
troubleshooting documents can be searched using a 
text search engine. These applications are already 
widely used by technology companies. Several 
customer information system suppliers have Web- 
enabled their expert systems for troubleshooting and 
Help Desk activities. A few suppliers that generally 
specialize in Help Desk automation are able to link 
individual customer self-service interactions with fee- 
for-service transaction capability.

Transaction status. Many electronic commerce 
suppliers provide limited customer service functions 
to support order or account status enquiries as part 
of sales-to-order and purchase-to-order applications. 
Similar query functions may be provided to track 
shipment status such as putting Web application 
linkages into the tracking systems of courier service 
providers. These applications generally require real- 
time transaction access to existing enterprise 
systems.

ELECTRONIC COMMERCE 
AND SMALL BUSINESS

While electronic commerce technologies are 
important for SMEs, evidence reveals that growth in 
electronic commerce remains predominantly limited 
to more technically advanced companies. Only 2 
per cent of businesses worldwide currently use EDI,

which is the backbone of electronic commerce. 
Almost 80 per cent of the EDI traffic exchanged 
today is generated by less than 20 per cent of 
companies. While it is true that these users 
represent a critical mass of EDI volume, they do not 
represent a critical mass of users.

Table V.2 outlines the main features, both 
attributes and limitations, of the most widely used 
electronic instruments for conducting trade trans-
actions. The most pervasive instruments of elec-
tronic commerce for small business continue to be 
the telephone and the fax machine. Even these 
instruments are often out of reach for some poor 
and rural micro-enterprises. The annex to this 
chapter presents an interesting case study (the 
village phone programme of the Grameen Bank, 
Bangladesh) of a modality for encouraging access at 
least to the basic telephone for the rural poor, with 
possible future extensions to fax, ATMs and the 
Internet. For SMEs, the telephone allows goods and 
services to be advertised, purchased and paid for 
(in conjunction with a credit card). Selected services 
can even be distributed over the phone and then 
paid for through the phone bill. Examples include 
telephone banking, telephone directory enquiry and 
the like. Non-standard transactions which require 
negotiation can be conducted much more easily by 
interactive communication over the telephone than by 
mail. Similarly, fax offers speedy business 
communication and document transmission. It has 
replaced traditional mail services and the telex. 
There are, however, limitations to the use of the fax. 
Actual transactions can be concluded only on paper 
with physical delivery of products. Similarly, 
although in principle a number of commercial 
functions such as advertising, purchasing or the
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initiation of payments can be carried out by fax, it 
lacks the potential for transmission of voice and 
sophisticated images. Interactive communication is 
not possible, and complications in a transaction 
require an additional fax or telephone call. Higher- 
level applications such as telephone conferences 
require considerable upfront investment in equipment 
and bandwidth. Charges for long-distance and 
international calls vary dramatically across countries. 
This limits the use of the telephone for long-distance 
purposes by small businesses, especially those in 
developing countries.

For electronic commerce to be embraced by 
SMEs, it must meet criteria similar to those that led 
to the widespread adoption of the fax machine: 
low cost, ample benefits, simplicity of installation and 
universal use. The Internet is perceived to be the 
enabling technology that may make the use of 
electronic commerce more widespread. Internet 
applications offer clear cost advantages. Firms 
worldwide spent $60 billion in 1997 sending fax 
reports. This is expected to decrease dramatically, 
since Internet-based faxing can slash a firm ’s fax 
expenses by as much as 35 per cent, according to a 
study by Mercer Management Consulting.6 This is 
due to the fact that such faxes go over the Internet 
to a remote server near the intended recipient and 
the fax is sent from there using local phone lines 
and therefore costs as little as a local telephone call. 
It is also claimed that an Internet phone call can be 
up to 95 per cent cheaper than a traditional inter- 
national call. This has ramifications for payment 
transactions too; telebanking charges are about half 
the normal transaction charges of a bank. Savings 
on the cost of purchase of electronic commerce 
tools, for example software on a diskette, can be at 
least one third when delivered through an Internet 
connection. Even advanced electronic commerce 
technologies such as EDI are within the reach of 
small businesses for the first time with the advent of 
the Internet.

6 Cost saving is only one of the benefits of Internet 
faxing. It can save time by allowing firms to send a 
document only once even if they are faxing to 50 or 100 
trading partners. It also frees the fax machine to receive 
important documents. See “Faxing via the Internet 
provides significant savings” , Mercer Management Consult- 
ing Fourth Quarter 1997 Briefs <http://mercermc.com/news/ 
briefs1q98/faxtraff.html> (4 February 1999).

In general, SMEs face difficulties in adjusting 
to a liberalized trading environment. They face 
higher barriers in terms of language and culture, 
large physical distances, access to business infor- 
mation, and differing business and administrative 
practices that the larger firms can easily cross. 
Internet-based electronic commerce could help them 
to overcome these barriers. Since traders will be 
using transaction formats that are internationally 
accepted and in a transparent manner, the possibili- 
ties for misinterpretation that arise from differences 
in culture and language are diminished. Similarly, 
as business and administrative processes are 
harmonized, the need to keep track of hundreds of 
practices is no longer a consideration. Finally, with 
electronic communication, data messages are 
transferred at near the speed of light; physical 
distances therefore, do not matter much.

The most significant business benefits for 
SMEs from the use of electronic commerce are 
described below.

Better service quality. The self-service model 
which underlies many forms of electronic commerce 
can improve the quality of the marketing, sales, 
support and procurement process of SMEs by 
delivering more accurate, more timely and more 
complete information to the point of sale, point of 
decision or point of support. Service can also be 
delivered over a broader geographic and temporal 
base worldwide, or “any time, anywhere” .

Reduced service costs. The self-service
Internet-based electronic commerce model is 
characterized by relatively low variable transaction 
costs, with increasing cost-effectiveness as the scale 
of activity increases. At higher volumes of activity, 
Internet commerce channels for sales and support 
services are likely to be low-cost channels.

Increased revenue. Extended geographic sales 
channels and improved service quality may lead 
directly to increased market share, improved
competition among brands and greater revenue.

Reduced time to complete a business trans-
action. By communicating electronically, the time 
required to place and confirm an order can be
compressed by hours or, in some cases, days or 
weeks. This shortens the lead time for product
delivery. As a result, it may be possible to reduce
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parts or finished goods inventories or receive 
critical products more rapidly to gain a competitive 
advantage.

Reduced administrative costs. The cost of 
processing purchase requisitions, purchase orders 
and payments can be dramatically reduced, as can 
invoice and bill presentation costs. The accuracy of 
business transactions is improved, increasing 
customer satisfaction, reducing transaction, auditing 
and administrative expenses, as well as reducing the 
costs of expedited manufacturing and/or shipping to 
correct erroneous or late orders.

Improved return on capital. By shortening the 
“product turn” and payment cycles, enterprises can 
reduce the amount of material requirements and the 
time for which funds must be committed to pay for 
the production of inventory, materially lowering 
capital requirements.

Increased return on investment through better 
planning. More timely planning and information 
allows more efficient acquisition and scheduling of 
capital equipment, reducing unit costs, increasing the 
return on investment, and ensuring a better match 
between manufacturing capacity, production and 
market demand.

THE FUTURE: INTERNET 
COMMERCE

By 2001, it is expected that mature versions of 
Internet commerce applications will depend largely 
on the use of public key certificates. These will 
enable secure e-mail communication between most 
leading-edge organizations, business-to-business 
electronic trade, and access and payment for 
Internet consumers. Smart cards will be well 
established in all industrialized countries for 
corporate security and secure Internet access. All 
new personal computers will include smart card 
readers and support the new computer/smart card 
interface. Fingerprint and voice recognition techno- 
logy will be established in high-value, leading-edge 
applications. Strong cryptography will be widely 
adopted, supported by the relaxation of export 
controls on the dispersion of this technology. 
Increases in processing power will make it possible 
to use bulk encryption for confidentiality at high

speeds over host-to-host links. Leading-edge organi- 
zations will have enterprise-wide trust infrastructures 
based on public key cryptography and digital 
certificates and trusted third-party agreements will 
proliferate.

The range and depth of applications will also 
continue to expand. By 2005, it is expected that 
most e-mail traffic will be secure at application and 
network level; most supply chains will trade electro-
nically; some leading-edge organizations will have 
been reengineered into virtual companies; consumer 
certificates will be in widespread use; smart cards 
will be in ubiquitous use worldwide for everything 
from Internet access and electronic commerce to 
ticketing in theatres and public transport; client 
personal computers and network computers will be 
marketed with built-in fingerprint scanners in the 
mouse or keyboard; and cryptography and the 
Internet trust model will be accepted facts. A 
workable framework for global trust infrastructure will 
begin to emerge, and trusted third-party licensing 
and data protection laws will have been harmonized 
internationally. There will be recognized policy 
standards for issuing or revoking certificates, and 
international laws on liability.

The development of the principles governing 
electronic commerce, as well as the specific tech-
nologies and their standards, is being undertaken 
through inter-organizational cooperation across 
national borders. However, in markets that depend 
on intellectual assets and know-how, products that 
take the market lead usually capture increasingly 
large shares. Those who have established the inter- 
national de facto standards win. This is a strong 
incentive to adopt Internet commerce: countries and 
firms in the region should be geared from its 
inception to be at the forefront in order to have an 
influence on the standards adopted.

TRADE FACILITATION THROUGH 
ELECTRONIC COMMERCE

Trade facilitation is defined as a systematic 
approach to improving the efficiency and effective-
ness of procedures, documentation and data 
exchange used in international trade transactions. 
Significant benefits can be achieved when the 
principles of trade facilitation and promotion are 
combined with electronic commerce, especially those
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that are Internet-enabled, to make international trade 
simpler, safer and more efficient. This is because 
trade facilitation and electronic commerce aim both 
to reduce costs and to increase competitiveness. Of 
course, facilitation must be balanced with control. 
Trade facilitation is supposed to make it easier for 
legitimate commerce to move across national 
boundaries without compromising the ability of 
governments to stop illegitimate commerce. The 
effective use of ICT, combined with harmonized and 
standardized procedures, is seen as the foundation 
for seamless global trade.

A concerted multilateral effort to simplify trade 
procedures through a framework that integrates, but 
also builds upon electronic commerce technologies, 
as well as best practices and standards available 
elsewhere, can bring important trade benefits for the 
countries of the region. Experience demonstrates 
that trade facilitation through electronic commerce is 
not an issue involving the exchange of gains and 
concessions, but one in which all gain: governments 
in terms of better controls, higher revenue intakes 
and more efficient administration; and traders, both 
large and small, in terms of reduced costs and 
delays, and thus more competitive import and export 
conditions. Such benefits can accrue, in particular, 
to developing countries and provide new trading 
opportunities for SMEs, but to realize these benefits 
requires cooperation at the regional and international 
level in order to develop the harmonized solutions 
necessary for traders to carry out international 
transactions in the most effective manner.

A series of proposals covering import, export 
and customs procedures that could be developed 
into a framework of action are outlined below.7

Introduction o f automated customs clearance. 
The commercial and administrative advantages of 
automated, ICT-based interfaces between traders and 
administrations are well understood. Although 
employed by a growing number of countries (includ- 
ing many countries applying the ASYCUDA and 
ACIS (cargo tracking) systems developed and 
supplied by UNCTAD), ICT-based customs clearance

7 For more details, see the EU informal discussion 
paper dated 1 December 1998 to the WTO Council on 
Trade in Goods, on trade facilitation and border enforce- 
ment of intellectual property rights. Available at < http:// 
europa.eu.int/comm/dg01/faci2.pdf> (3 February 1999).

has not yet been universally adopted (see table 
V.1).8 Box V.2 outlines the progress in this area for 
selected developing countries which are among the 
more advanced ones in the region.

Pre-arrival processing, post-clearance controls  
and audit. The administrations of member countries 
are increasingly introducing different forms of green 
channel rapid clearance procedures relying on 
pre-filed entries, that is, the pre-arrival processing of 
information (increasingly provided by electronic 
message), and clearance of goods based on supply 
of limited commercial information followed by post- 
clearance reconciliation; and alternatives to trans- 
action-based interventions based on the auditing of 
companies or acceptance of periodic declarations for 
revenue or statistical purposes, including permission 
to retain documents at company premises without 
systematic presentation to customs or other bodies. 
It is difficult, for example, to justify systematic border 
checks of each consignment simply for the purpose 
of compiling trade statistics. Air freight often needs 
speedy clearance if the extra costs of such transport 
are not to be negated by delayed clearance. There 
would be merit in elaborating provisions that could 
progressively promote the wider introduction of these 
modern concepts and guide their development in a 
trade-enhancing and equitable manner.9

Authorized traders. The notion of authorized 
traders has no internationally accepted definition. 
However, some WTO member administrations are 
already developing this concept as a means of 
providing privileged import and export clearance 
facilities for certain companies. The benefits for 
such companies are the important links created 
between compliance, facilitation and simplification: 
compliant and efficient traders are rewarded 
with cheaper, simplified procedures. Benefits to

8 ESCAP has assisted some of the customs adminis- 
trations in the region in creating awareness of the issues 
relating to the introduction of electronic commerce in 
general and EDI in particular so as to facilitate international 
trade, as well as reengineering issues that need to be 
tackled before electronic commerce is introduced. In the 
conduct of the awareness programmes, the ESCAP training 
module on EDI, both for management and for technical 
personnel, has been used.

9 One regional economic cooperation activity under- 
taken by ESCAP was the modelling of trade transactions. 
India, Malaysia, the Philippines and Sri Lanka participated 
in this initiative.
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Box V.2. Use of EDI for customs purposes in selected 
countries of the ESCAP region

The material below summarizes the status of use 
of EDI for exports and imports and other functions 
undertaken by customs authorities in a selection of 
developing countries in the region.

China has an EDI duty system in use by Shanghai 
Customs and the Department of Communications, using 
a Swedish electronic gateway system to link a number of 
ports and shippers. EDI applications are relatively 
advanced in Shanghai, Tianjin, Qingdao and Ningbo, with 
UN/EDI FACT messages in place. There are two existing 
UN/EDI FACT applications developed by customs staff; the 
first is an EDI cargo clearance system and the other an 
EDI system for express consignments. Other systems 
are planned to support import and export controls. The 
government has announced that 44 EDI service centres 
or nodes will be constructed throughout China. In 
addition, a comprehensive customs Intranet and Extranet 
will be created by the implementation of more than 40 
regional EDI clearing centres for China customs.

Hong Kong, China has systems for import/export 
declarations, air cargo manifests and textile licences in 
place. An international consortium has created 
CargoNet, an electronic gateway into Hong Kong, China, 
based upon Web technology for all trade documentation. 
The system is able to handle some 250 million 
messages a year across the full trade spectrum. 
Customs has implemented two UN/EDI FACT applications; 
the first is a system to process licence applications for 
textile exports, the second a system to collect import/ 
export declarations via EDI. Two more EDI systems are 
scheduled for implementation in early 2000, namely 
dutiable commodities permits and manifests for air, sea 
and rail. Customs recently launched its Internet 
homepage providing users with customs information, as 
well as with a mailbox for enquiries.

Indonesia has customs EDI in Jakarta (port and 
airport), Surabaya, Bandung and Semarang, using UN/ 
EDIFACT to capture data about imports. There is also 
an EDI interface with the banks to provide payment 
notices. A client software module has been developed 
and provided for importers to generate and process the 
EDIFACT messages. A similar system is being planned 
for exports. Customs has a World W ide Web page 
which is used to provide information for the public.

In Malaysia, EDI is used by the Port Klang 
Authority (responsible for all ports). Malaysia (Dagang 
*Net) has completed re-mapping of the export system 
into UN/EDI FACT D95B, including code values, and this 
has been successfully tested. Implementation will begin 
once a legal framework is put in place.

Papua New Guinea uses the ASYCUDA system to 
capture declarations and manifest data. An older version

is not yet capable of handling EDI. There were plans to 
implement ASYCUDA ++ late in 1998.

In the Philippines, a customs EDI gateway system 
and other services (such as translation, data validation, 
etc.) using ASYCUDA ++ is being implemented. 
Systems are in place for air and sea imports, but only 
partial systems for air and sea exports. Work is pro- 
ceeding on systems for taxes and drawbacks, excise, 
data warehousing and internal administration, as well as 
airport passenger facilities. Implementation of full EDI is 
planned over the next three years. The air express 
company DHL signed a memorandum of understanding 
with the Bureau of Customs in August 1998 as a basis 
for participation in ACOS, the automated customs opera- 
tions system which uses EDI to process import manifest 
information and trigger the billing and releasing process.

In the Republic of Korea, EDI systems are being 
used to capture data on imports, exports and drawbacks. 
There are some 30,000 registered EDI users in the 
Republic of Korea including trading firms, shipping lines, 
banks, transportation sectors, customs brokers, retail and 
wholesale, and warehousing, steel and medical institutions.

Singapore, since implementing TradeNet in 
January 1989 (a Web-based version of which is now 
available), has put in place a number of electronic 
systems to facilitate trade: ACCESS, an advanced
clearance for courier and express shipment system for 
pre-clearance for express consignments; ACES, an air 
cargo EDI system for the submission of manifest 
reconciliation status; StoreLink, a system linking 
warehouse operators to customs; TRS, a trade regis- 
tration system; GlobaLink, a system which provides 
international markets with business and trade-related 
information on Singapore; and ELVIS, an electronic 
textile verification system.

Thailand has implemented a UN/EDIFACT system 
to capture export declarations and an im port UN/ 
EDIFACT system is to be implemented by the end of 
1998. Export systems are in place for air and sea. 
Systems also exist for compensation, budgets, human 
resources and inventory management. Passenger 
processing and express consignment systems are 
planned for the future. The customs authority has a 
Web homepage to provide information for the public, as 
well as for some customs transactions.

Source: The information for this box was taken 
from the paper by John M. Simon, “APEC customs 
initiatives on electronic commerce” , presented at the 
Expert Group Meeting of Trade Promotion Policy Experts, 
Bangkok, 2 and 3 December 1998.
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government include better targeting and risk 
assessment, better use of limited resources and, as 
a result, higher levels of compliance. Whatever 
measures are introduced should allow companies of 
all sizes, including SMEs, to meet the criteria for 
authorized trader status. Also, the criteria used for 
granting such status should be broadly compatible 
amongst member governments so as to maximize 
the potential for companies to obtain overseas 
authorized status on the basis of a domestic 
authorization.

One stop clearance. Lack of coordination of 
different agencies concerned with import and export, 
and the resulting requirement of subjecting cargoes 
to multiple checks at different times and in different 
places, has been cited by traders as a major 
concern. The use of ICT-based information 
exchange between traders and government and 
between government agencies makes it more 
feasible to introduce some rationalization into the 
procedural aspects of such controls. In terms of 
coordinating the provision of information to different 
government agencies, pending the globally accepted 
formatting and use of electronic messaging, there 
will still probably be a need for the submission of 
import and export data in paper form.

Regional acceptance of the concept and design 
of the “single administrative document” , based on the 
United Nations aligned document system, currently 
used by over 60 countries and the standard tool 
used by UNCTAD in its ASYCUDA programme to 
streamline customs procedures in developing coun- 
tries, would be a significant harmonization measure. 
Integration into the single administrative document of 
elements of the World Customs Organization stan- 
dard for a “single goods document” would also be a 
useful measure to ensure a product with global 
acceptability. Through this, national administrations 
would ensure, over time, a level of coordination and 
delegation of controls to customs authorities to 
enable all verifications (for example, health and safety 
data and certification, sanctions control, intellectual 
property rights verification, import licence checks, 
export subsidy verification) to be done once only.

Trade and transport interests would benefit in 
terms of reduced delay and reduced cost from a 
one-stop procedure, and they could organize 
compliance and cooperation much more efficiently. 
The use of a single interface with the administration 
would also make it easier for traders to align their 
computer networks with that of the receiving agency.

Administrations would benefit through the optimal 
use of their customs personnel and databases, and 
from the reduction of fraud with better coordinated 
information between agencies.10 In some countries, 
this concept has been taken one step further and 
“one-stop clearance” has been achieved through the 
introduction of EDI in regulatory bodies dealing with 
international trade. An excellent example is the 
automation of textile quota and export garments 
system of the Philippines.

Remote filing and simplified clearance 
procedures. International traders have called for the 
introduction by individual administrations of systems 
permitting the filing of customs and other documents 
at a location different from the port of export or 
arrival of the goods. This benefits companies that 
can operate a centralized administrative facility. The 
possibility to have goods cleared (for export or import 
purposes) at inland premises rather than at the port 
of export or entry is another trade facilitation mecha- 
nism. Such systems are already in place in certain 
countries of the region. There are obvious cost and 
time savings for companies, especially for container 
and trailer transport cargo, when clearance can be 
effected at the point of loading or unloading rather 
than by separate opening or unloading at the port. 
One of the benefits to administrations of such 
systems is that pressure on port infrastructure is 
relieved.11

10 ESCAP has provided Cambodia, Myanmar and Viet 
Nam with assistance in simplifying and redesigning their 
trade procedures and documents based on the United 
Nations aligned document system. This is to help these 
counties to maximize their benefits from integration into 
ASEAN. (See the papers by Do Thuy Lan, “Trade facilitation 
needs and the role of electronic commerce" and by Nguyen 
Cong Nong, “Report of Viet Nam customs” presented at the 
Seminar on Enhancing Integration of New Members into the 
ASEAN Process through Economic Cooperation and Trade 
Facilitation, Bangkok, 28 and 29 September 1998.)

11 ESCAP has introduced TraDES™  (trade documenta- 
tion software) for countries that are in the early stage of 
trade facilitation and electronic commerce. Incorporating 
many of the trade facilitation recommendations, TraDES™ 
offers the best way to promote standards among the trading 
community. It also introduces them to electronic commerce, 
since these standard aligned documents can not only be 
printed, but also be sent by fax and e-mail (see the paper by 
T.S.A. de Silva, “Trade documentation alignment and 
development of trade documentation software of ESCAP 
for Sri Lanka: Sri Lanka trade facilitation programme” 
(SREC(10)/INF.1), presented at the Tenth Meeting of the 
Steering Group of the Committee for Regional Economic 
Cooperation, Bangkok, 9-11 September 1998).
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The seamless integrated transaction. The 
establishment of a reduced and harmonized data set 
is a precondition for the successful introduction of 
EDI-based communication between traders and 
government agencies. Automation of import and 
export data is of limited value if it simply compu- 
terizes excessive or bureaucratic requirements. In 
addition, an internationally agreed data set permits 
the establishment, over time, of integrated transac- 
tions between exporting and importing administra- 
tions, that is, arrangements where data collected at 
the point of export form the basis of the data set 
collected subsequently at the point of import. The 
seamless integrated transaction enables a single 
submission by the trader of data at the export point, 
bringing considerable cost and time savings. By 
enabling easy comparison of export and import data, 
it also permits far more effective governmental 
control over illegal activities such as systematic 
under-invoicing, which robs countries of legitimate 
revenue, especially developing countries whose 
tariffs tend to be higher. The seamless integrated 
transaction depends not only on common data sets 
but also on compatible EDI systems (trader- 
government and government-government), criteria for 
traders’ participation, and a high level of mutual 
confidence between import and export administra- 
tions. This is probably easier to establish bilaterally, 
at least initially.12 It would seem advantageous that 
seamless integrated transactions should be progres- 
sively introduced at the regional level.13

Clearance times. A basic problem for inter- 
national trade is delay in obtaining regulatory 
clearances, particularly in the absence of computer- 
ized procedures and where physical, transaction- 
based clearance remains the norm. In certain WTO

agreements, this type of problem has been tackled by 
setting a normative time limit for administrative action: 
an import licensing agreement is a key example.14 
Within the framework of regional trade facilitation, a 
similar solution could be considered: setting as a 
norm an absolute time limit for routine customs and 
other regulatory clearances, with suitable flexibility 
being provided both for exceptional circumstances 
and for goods that fall outside the scope of a routine 
clearance procedure. These would need to be 
defined. Electronic commerce technologies certainly 
help in realizing such goals. One of the best 
examples of a successful pilot in the region in this 
regard is the sectoral electronic commerce imple- 
mentation for the automobile industry in India.15

Transparency. The transparency of import and 
export procedures, especially at the level of regula- 
tions and customs’ administrative guidelines, is a 
major concern for international trade and one which 
disproportionately affects SMEs, which have fewer 
resources to obtain the requisite information. A 
single comprehensive database needs to be created 
that is accessible on the Internet, assembling all 
relevant laws, rules and procedures for importing and 
exporting. The foundation of this already exists in 
the WTO database for tariffs and in databases being 
developed by and within the regional groupings and, 
of course, within national trade databases. It will be 
necessary to evaluate the most efficient means of 
ensuring maximum transparency and availability to 
traders, especially SMEs, by exploiting existing 
national and international sources, avoiding dupli- 
cation, and to the extent that more information is 
needed, ensuring that sufficiently detailed and 
comprehensive transparency requirements are 
established.

12 Customs administrations in EU and the United 
States are currently developing a bilateral prototype 
operation of this nature, with significant business support. 
For details, see Eamonn Sheehy, “Global customs inter- 
action” in Electronic Commerce Initiatives o f ESCAP: 
Inter-networking through Electronic Commerce to Facilitate  
Intra-regional Trade in Asia, Studies in Trade and Invest- 
ment No. 23 (ST/ESCAP/1721).

13 An attempt was made in the region through a 
collaborative effort of ESCAP and ASEB. Called the inter- 
networking project, it aimed to link the customs administra- 
tions in select countries that had implemented EDI with the 
end goal of ensuring that the export declaration would be 
the basis for the import declaration. Technical issues were 
understood and resolved.

has been promoted by ESCAP as an im portant goal for 
the regulatory authorities dealing with international trade. 
See “Case studies on the introduction of electronic com- 
merce to facilitate trade’’ (E/ESCAP/SREC(10)/1), presented 
at the Tenth Meeting of the Steering Group of the Commit- 
tee for Regional Economic Cooperation, Bangkok, 9-11 
September 1998.

15 See the paper by T.K. Pandey and S. Srinivasan, 
“Sectoral electronic commerce implementation for an auto- 
mobile industry in India” (SREC(10)/INF.3), presented at the 
Tenth Meeting of the Steering Group of the Committee for 
Regional Economic Cooperation, Bangkok, 9-11 September 
1998.
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PROMOTION OF TRADE 
AND INVESTMENT THROUGH 

ELECTRONIC COMMERCE

Electronic commerce technologies can assist 
governments and enterprises in their trade and 
investment promotion activities, some examples of 
which are given below.

Matching of trade and investment opportunities. 
Systems that instantly match opportunities with 
company attributes and deliver information to target 
users have been developed to support trade and 
investment databases. Such systems are designed 
as management tools to match supplier companies 
with domestic and international buyers, track 
products and services, pinpoint companies engaged 
in a given product, locate them, and proactively push 
these opportunities. Linking enterprises by name, 
product or location to a number of opportunities 
through the use of personal computers and the 
Internet is one area in which ICT has made inroads 
for commerce, particularly for SMEs. Matching and 
transmitting such information increases value added. 
This can be done by trade associations, including 
chambers of commerce and industry, and sector- 
specific or function-specific organizations. It could 
be explored as an income-generating activity.16

Electronic catalogues and advertising through 
the Internet. Graphics have become a powerful tool 
to display products and services in a virtual manner. 
The term “electronic catalogue” is now used in 
parallel with electronic commerce. Line drawings, 
maps, plant layouts, garment sketches and so on can 
be dispatched and accessed anywhere in seconds. 
Companies project themselves in corporate annual

16 Coding and classification of goods and services has 
been a focus of the information-related functions of ITC. 
Its internationally used programme, COMREG, for company 
registers, incorporates information on company profile, loca- 
tion, products and services and other data elements that 
are universally used in the compilation of trade directories, 
matching services, yellow pages and company profiles. The 
Trade Point initiative of the Trade Point Development Centre 
of UNCTAD uses the “electronic trading opportunities" 
(ETO) matching system. Other types of electronic matching 
and company dissemination are in diskette and CD-ROM 
format and contain collected and processed information 
of governments, semi-autonomous bodies and private 
companies that expand the opportunities for firms to select 
trading and business partners. All these could be used.

reports, brochures, price lists, product descriptions, 
staff photographs, logos, maps, and audio and video 
clips, all of which persuade a viewer to take a 
decision. Various search engines are available which 
make it possible to perform speedy search and query 
functions from universal information sources.

For example, a programme operating in 
Bangladesh and the Philippines among other 
countries, PEOPLink, provides technical Internet 
assistance for income generation and international 
trade projects. Its basic tool kit for digital trade 
consists of cheap and simple equipment, software 
and procedures for use by organizations with limited 
financial and human resources. It also includes 
training modules and design concepts. A network of 
digitally capable grass-roots organizations promotes 
and markets a wide range of crafts and agricultural 
goods produced by marginalized producers such as 
women workers in isolated villages. The programme 
demonstrates that the cost-benefit ratio is weighed in 
favour of the target producers, given the low cost of 
technology and the high benefits from exports.

Virtual exhibition centres. ITC has provided 
developing countries with a Web site where the 
products of artisans are displayed in an electronic 
catalogue. This Virtual Exhibition Centre, which 
promotes the artisan sector in the world market, was 
established in close collaboration with national trade 
promotion organizations, chambers of commerce and 
other business organizations, and non-profit organi- 
zations promoting trade for developing countries. In 
each category, information is provided on selected 
products. The Virtual Exhibition Centre is also 
offered on CD-ROM. Similarly, gems and jewellery 
companies in Thailand have established various Web 
sites that are digital catalogues containing details of 
the products being offered, including descriptions, 
photographs, prices and e-mail order forms, and 
other useful browsing and purchasing tools. Video 
conferencing is used between Thai jewellery compa- 
nies and buyers overseas to discuss and adjust 
design specifications, and to reduce the lead time for 
ordering production and delivery.

In all countries, national information centres will 
need to examine their range of potential services to 
include value-added data dissemination services to 
users and members by balancing the need to create 
their own databases as measured against potential 
access to other similar databases. Table V.3 shows 
the state of development of such trade information 
centres in the developing countries of the ESCAP
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region. Diversification of information sources would 
also encourage knowledge about different business 
cultures, and these sources should be taken from as 
wide an area as possible in the region and overseas 
using connectivity. Trade and investment centres 
would need to be phased into technology-dependent 
processes and understand the need to specialize in 
areas where they have a comparative edge, as it is 
expedient to access other centres for types of 
information beyond their scope.

Cooperation at the subregional level provides 
opportunities for economies of scale in approaching 
the issues involved in using electronic means to 
promote trade and investment. For example, the 
Pacific island countries are well placed to accomplish 
electronic commerce networking based on a 
cooperative approach. While institutional frameworks 
such as intergovernmental forums and regional 
organizations are available, national government 
institutions are in many instances less well deve- 
loped. Given the small size of the economies 
involved, programmes which broker information from 
sources to the business communities of the Pacific 
island countries could be encouraged to increase 
networking in the trade and investment sector.

CHALLENGES IN 
DEVELOPING POLICIES TO 

SUPPORT ELECTRONIC COMMERCE

Electronic commerce is attracting increasing 
attention from policy makers at the national, regional 
and international levels. It presents a number of 
challenges that are highly distinctive. First, the 
speed of development in electronic commerce and 
the speed of the changes that it brings strain the 
processes of traditional policy formulation. Second, 
the issues cut across a broad range of technical, 
legal, economic and institutional questions that have 
often been treated organizationally in separate ways 
by different entities. Third, policy makers are 
confronted with acutely different participation in 
electronic commerce and with participants having 
different levels of awareness of its implications and 
consequences. Both within and between countries, 
there are striking disparities in infrastructure 
development, as well as technical and economic 
access to the Internet. Fourth, electronic commerce 
is conducted on a global medium which requires 
international coordination and uniformity of approach

in order for it to be exploited effectively and to its 
full potential. Finally, special attention is needed to 
ensure that all developing countries have the 
potential to benefit from these new processes.

ICT and electronic commerce can be expected 
to drive the trade component of economic growth for 
many years to come. Trade transactions conducted 
through the Internet and the World Wide Web will 
have enormous implications over the next few years 
for Asia’s international competitiveness. New oppor- 
tunities will emerge in the domestic and international 
markets, giving Asian firms the opportunity to be 
part of the global trading system and the potential to 
create tens of thousands of new jobs. At the same 
time, electronic commerce will provide new opportu- 
nities for overseas firms to access regional markets. 
It will also bring parts of the Asian service economy 
into the international trade sector for the first time. 
For many firms in the region, these developments 
will be unsettling and uncomfortable.17

To realize the potential of electronic commerce, 
however, governments and the private sector must 
work together to create a predictable legal frame- 
work, to ensure that the Internet is a safe business 
environment and to create human resource policies 
that endow workers and the populations at large with 
the skills necessary for jobs in the new digital 
economy. An appropriate trade policy response from 
the countries of the region is required. Such a trade 
policy response has certain domestic features, 
geared to the particular needs of countries, and 
regional and international policy elements to foster 
global trade. Features of regional and international 
electronic commerce policies could include:

•  Ensuring that the region can make a 
significant contribution to the legal and 
regulatory framework for the technological 
developments underpinning the interna- 
tional environment, particularly in negotia- 
tions to develop that environment

•  Developing principles for the conduct 
of cross-border electronic commerce to 
minimize the risk that countries develop 
fundamentally different approaches

17 See “Putting Australia on the new silk road: the 
role of trade policy in advancing electronic comm erce”, 
Australian Department of Foreign Affairs and Trade <http:// 
dfat.gov.au/nsr/df/silk_exec.htm l> (4 February 1999) for 
further elaboration of these issues.
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•  Promoting liberalization of trade in services 
benefiting firms and countries in the region, 
especially the developing countries and the 
small business sector

•  Ensuring that the potential of electronic
commerce is not diminished by a new 
generation of non-tariff barriers

Practical ways in which a national electronic 
commerce policy could assist firms, large and small, 
to operate successfully in international electronic 
commerce include:

•  Ensuring that a domestic regulatory and
legal environment that supports a vigorous 
on-line economy is created in the countries 
of the region

•  Promoting such a domestic environment
that is at least comparable with or better 
than the environments being created for
on-line firms by the region’s major trading 
partners

•  Ensuring the close integration of trade,
economic, industrial and social policies

•  Increasing business awareness of elec- 
tronic commerce and the opportunities that 
it offers on international markets

•  Consulting and fully involving industry and 
other stakeholders in the development of 
strategies to advance electronic commerce

REGIONAL AND 
INTERNATIONAL DIMENSIONS

There are a number of new standardization 
and legal issues that can only be resolved at the 
international level. In response to these, several 
intergovernmental organizations have established or 
are working on international instruments, standards 
or benchmarks aimed at simplifying documentation 
and information on exporting and importing and 
facilitating the development of electronic commerce. 
At the regional level, the work of ESCAP has been 
significant. Table V.4 lists the major international 
bodies and regional organizations undertaking such 
work, as well as their Web sites, and presents a 
more detailed review of the areas of work and 
technical assistance of these institutions. Three 
major issues being addressed at the international 
level are briefly outlined below.

Security issues

The future of electronic commerce ultimately 
rests on the trust that the transacting parties place in 
the security of the transmission and content of their 
communications. Equally, it rests on their faith that 
these communications will be granted adequate 
recognition to assure their enforceability in any 
domestic or foreign jurisdiction. This security is 
required for the assets of the trading partners, as 
well as any network provider. The assets can be 
categorized as physical, for instance computer 
hardware; as personnel, people with access to the 
hardware; and actual information stored on the 
hardware, whether user data or software. Security is 
also an issue in regard to the creation of the 
electronic data message, data protection techniques 
applied to the data message, and its transmission to 
the recipient. Different levels of security have to be 
selected between different trading partners according 
to the vulnerability of their business processes. Six 
important threats for messaging are: a message may 
be duplicated, lost or replayed; a message may be 
intercepted and modified; a third party may pretend 
to be a valid message sender; the sender may claim 
he never sent a particular message (repudiation of 
message responsibility by its sender); the recipient 
may claim he never received a particular message 
(repudiation of message responsibility by its 
receiver); and a message may be read by a third 
party (unauthorized disclosure of message content).

It costs effort, money and transaction time to 
secure electronic communications. The solutions 
developed by the ECE Working Party on Facilitation 
of International Trade Procedures using the available 
UN/EDIFACT standards cover integrity, authentica- 
tion, non-repudiation and confidentiality and are 
shown in figure V.1,18

In terms of the use of the Internet for 
electronic commerce, the additional security 
concerns are the following: no assured delivery (this 
is an inherent weakness of the Internet as it consists

18
Based on the recommendations contained in the 

document “Security for UN/EDIFACT message transfer” 
(TRADE/WP.4/R.1026), prepared for the Economic Commis- 
sion for Europe, Committee on the Development of Trade, 
Meetings of Experts on Data Elements and Automatic Data 
Interchange, March 1994. The security solutions recom- 
mended are based on version three and four of the 
EDIFACT syntax (ISO 9735).
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Figure V.1. Security countermeasures related to electronic commerce

Source: “EDIFACT security implementation guidelines” (TRADEAA/P.4/R.1026/Add.2), presented to the Working Party on 
Facilitation of International Trade Procedures, the Meetings of Experts on Data Elements and Automatic Data Interchange of 
the Economic Commission for Europe, March 1994.

of a vast number of connected networks, and the 
path through the networks is not predictable); 
confidentiality (intermediaries can listen in on private 
communications); integrity or alteration of the 
message; impersonation of the sender or recipient; 
and availability (for example, a hacker taking up all 
resources on a server and preventing access by 
genuine users). Currently, neither the technical infra- 
structure nor the legal framework necessary to deal 
with these security concerns exists in most of the 
countries of the region. With the overwhelming 
choice of the Internet as the medium for inter- 
organizational communication, firms, organizations 
and countries have to opt for an individual enhanced 
security architecture. Available security products fall 
into two main categories: point tools, and trust 
management products and services.

Many private solution providers offer point 
tools that include access control, confidentiality and

integrity, and audit and monitoring. These tools 
allow enterprises to take care of many of their 
security needs at the enterprise level. However, this 
is not enough. The concern for the policy maker is 
the availability of trust management products and 
services that will provide the foundation for trust for 
wide use of the Internet. Trusted third-party pro- 
ducts and services have three components: 
cryptographic tool kits; other trust management 
products; and trust management services.

Cryptographic tool kits provide the essential 
building blocks for trust. The important applications 
of cryptography are digital signatures and 
encryption. Digital signatures can help to prove the 
origin of a data message (authentication) and verify 
whether a data message has been altered (integ- 
rity). Encryption can help, keeping the data mes- 
sage and communication confidential. There are 
various ways of signing a document electronically;
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electronic signatures based on public-key crypto- 
graphy or dual-key cryptography are known as 
digital signatures. They employ an algorithm using 
two different but mathematically related keys. The 
so-called “private key” is used only by the person 
doing the signing, the signer, to create a digital 
signature, and the “public key” can verify the digital 
signatures created by the private key. While the 
private key is known only to the signer and must be 
kept secret, the public key must be available to 
those who need to verify the signer’s digital 
signature. Although the public and private keys are 
mathematically related, it is not possible to discover 
the private key by knowing a given public key. The 
public key can therefore be publicized, for example 
through a public directory, without the risk of 
disclosure of the private key and its use to forge 
digital signatures.19

The verification process, however, does not 
necessarily establish the identity of the owner of the 
public key. Since a public and private key pair are 
simply a pair of numbers, a reliable mechanism is 
necessary to link a particular person or entity with 
the key pairing. This is done using trusted third 
parties, or certification authorities. Certification 
authorities play a crucial role in ensuring accept- 
ability and legal recognition of digital signatures. To 
associate a key pair with a prospective signer, a 
certification authority issues a certificate, an 
electronic record which lists a public key, as well as 
other details, and confirms that the signer identified 
in the certificate holds the corresponding private key. 
A certificate may be invalidated because of 
misrepresentation of material facts, such as the 
identity of the signer. Also, it may be suspended or 
revoked by the certification authority if the private 
key is compromised, for example by the signer’s loss 
of control of the private key. Not many firms in the 
region will want to implement certification products 
in-house but will prefer to buy trust management 
services from a third party. In order to promote trust 
in a certification authority, it can be certified by a

19 See the Digital Signature Guidelines of the American 
Bar Association (1 August 1996), available at <http:// 
scratch.abanet.org/ftp/pub/scitech/> (4 February 1999); and 
the 1996 UNCITRAL report entitled “Planning of future work 
on electronic commerce: digital signatures, certification 
authorities and related legal issues” (A/CN.9/WG.IV/WP.71), 
paras. 18-25, available at <http://www.un.or.at/uncitral/english/ 
sessions/wg_ec/wp-71,htm> (3 February 1999).

central authority, which can be a governmental or 
other trustworthy authority supported by legislation. 
When certification authorities are certified or 
licensed, this is called having a “public key infra- 
structure”. In several countries, the legal basis for 
the operation of certification authorities, including 
their duties and responsibilities, has been addressed 
in national laws on digital signatures.

Certification authorities need to be able to 
cross-certify each other across borders. There is 
thus a need to establish common international 
standards on mutual recognition of certification 
authorities and their digital certificates, and to esta- 
blish a framework for sharing legal and commercial 
liability between them.

Legal issues

The developments in technology and the rapid 
acceptance of electronic commerce have, to a 
certain extent, outstripped the laws governing 
conventional business trading. That regulations and 
laws need to be modified or created to accommo- 
date new and changing technology is not disputed. 
However, the process of enacting new laws or 
legislation is generally a long and slow process. 
The increased use of electronic means of communi- 
cation, such as EDI, e-mail and the Internet, has 
raised concerns about their legal effect, validity and 
enforceability. In most countries of the region, the 
existing national laws do not contemplate the use of 
modern means of communication. National and 
international laws impose restrictions on the use of 
electronic communication techniques by requiring 
“written” , “signed” or “original” documents. As 
electronic commerce is not restricted by national 
boundaries, its adoption requires that the legal 
ramifications are considered by all those interested 
in international trade and development.

Efforts are proceeding at national, regional and 
international levels to create a legal and technical 
environment for facilitating electronic commerce. 
Several national governments have been involved in 
enacting legislation and establishing a regulatory 
framework to remove any uncertainty that might exist 
from the use of electronic means of communication. 
Table V.5 summarizes the status of development of 
such laws in selected countries in the region. 
International organizations concerned with the 
harmonization of international trade laws and
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facilitation measures have been active in preparing 
model rules, regulations and guidelines and setting 
directions for future legislative reform. Private sector 
organizations have been busy arriving at a 
consensus on technical standards, and establishing 
infrastructure and required services. The objective 
of all these efforts is to create a favourable legal 
environment for electronic commerce.

The legal issues raised by the use of 
electronic commerce include evidential, contractual 
and liability issues. The evidential issues of 
electronic commerce have two distinct aspects. The 
first considers the question of admissibility: whether 
an electronic document is admissible as evidence in 
court. The second considers the need to have trade 
data properly authenticated: the requirement to be 
“signed” . Contractual issues are concerned with the 
impact that the use of electronic communication may 
have on traditional contract formation. Questions 
arise about when and where contracts are 
concluded. Within an EDI network, two major 
relationships exist: that between the service
suppliers and the users, and that between the users 
themselves. These relationships inevitably lead to 
questions concerning the pattern and extent of 
commercial responsibility and liability. To these must 
be added certain other novel legal issues such as 
jurisdiction and conflict of laws, intellectual property 
and liability of intermediaries, crime prevention, data 
protection and privacy, payments for transactions and 
taxation on the Internet.20 The legal framework for 
electronic commerce can thus be divided into two 
areas: (a) a national legal framework, consistent 
with regional and international frameworks, which 
allows for documents transmitted using electronic 
communication to be legally binding; and (b) a 
contractual arrangement between trading partners to 
agree on terms under which EDI documents will be 
considered legally binding and acceptable.

The Model Law on Electronic Commerce of 
UNCITRAL, which was adopted by the United 
Nations General Assembly in 1996,21 covers several 
legal issues, some of which are given below.

20 A good starting point for looking at these legal 
dimensions in some detail is the UNCTAD document issued 
in May 1998 “Electronic commerce: legal considerations” 
(UNCTAD/SDTE/BFB/1), available at <http://www.unctad.org/ 
en/pub/polist98.htm> (3 February 1999).

21 See footnote 3 for references to the text of this law.

Requirements of form (document). An 
electronic document has the same legal status as a 
written one if it is accessible so as to be usable for 
subsequent reference.

Requirements o f form (signature). An 
electronic signature has the same legal value as a 
written signature if a reliable method is used to 
identify the person doing the signing and for 
approval of the information. UNCITRAL is presently 
working on a model law on electronic signatures.

Original. The legal requirement of an original 
is met by an electronic document if a reliable 
assurance exists as to the integrity of the information 
from the time it was first generated and this can be 
displayed.

Evidence. An electronic document is admis- 
sible in court as evidence. The court shall, when 
assessing the evidential weight of the electronic 
document, take into account the reliability of the 
method used for generating, storing and com- 
municating the message and for maintaining the 
integrity of the document.

Formation of the contract. A contract entered 
into electronically is valid and enforceable.

Abuse of the electronic signature. A message 
is deemed to have been sent by the originator if it 
contains his electronic signature.

The main objective of the Model Law is to 
facilitate electronic trading by providing a set of 
internationally acceptable rules which can be used by 
governments in enacting legislation to overcome legal 
obstacles and uncertainties which may exist. It also 
provides individual traders with guidelines when they 
are preparing their contractual agreements. In addi- 
tion to this framework, many of the legal issues 
discussed can be resolved by trading partners using 
a contract or interchange agreement which details the 
rights and duties of each partner and specifies 
actions to be taken if any problems occur when EDI 
is being used. The agreement also details the 
individual roles and legal responsibilities of the 
trading partners for transmitting, receiving and storing 
electronic messages. In the absence of clear legal 
rules and principles, an interchange agreement 
provides a company with a readily available solution 
for formalizing the EDI relationship between that 
company and its trading partners. The United 
Nations Model Interchange Agreement is particularly
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suitable for international trade. It has been deve- 
loped taking into account the differing national legal 
systems and offers practical solutions for overcoming 
any difficulties that these might cause. It is intended 
to be sufficiently flexible to meet the requirements of 
all of the business sectors involved in international 
trade.22

Although the principles of conflicts of law 
should apply equally in cyberspace, difficulties arise 
because of the borderless nature of cyberspace and 
the lack of geography in determining place of 
performance and place of formation of contracts by 
electronic means across international boundaries. A 
“click” in one country can have an effect in another 
country, or in very many countries. The traditional 
rules of offer and acceptance are, for example, not 
directly applicable to offer and acceptance by 
electronic mail, which is fast, but not quite the same 
as instantaneous communication. Investigating and 
combating crime in a transient and intangible world 
without forensic evidence pose fresh challenges to 
law enforcement authorities. Some crimes may be 
so new as to escape the current penal statutes, for 
example denial of service and access code 
trafficking. Cryptography also enables criminals to 
encrypt incriminating evidence. With the increasing 
volume of data messages available and the greater 
ease with which they can be retrieved and mined, 
privacy and data protection become important 
issues. The leakage of trade secrets and sensitive 
financial information and the possibility of data 
mining will be of immediate concern to businesses 
participating in electronic commerce. Moreover, the 
European Union’s directive on data protection, which 
came into force on 24 October 1998, may seriously 
affect trans-border flow of data to and from Europe.

22 The fact that there have been no lawsuits resulting 
from the use of EDI has several possible explanations. To 
implement EDI, considerable cooperation, as well as 
advanced coordination and testing, is required between 
trading partners. Therefore, misunderstandings are uncom- 
mon. EDI reduces or eliminates processing errors and 
those introduced from data rekeying, thus reducing the 
number of inaccuracies in end applications such as product 
ordering or order interpretation. Many corporate EDI 
relationships are formed between large organizations, or 
between a large organization and its suppliers. This 
trading relationship is often so important that it transcends 
any legal dispute which might otherwise occur over the 
interpretation of an individual contract. In other words, 
such trading partners avoid the necessity for legal dispute, 
preferring to settle their differences amicably.

Taxation issues

There is concern about the potential for
excessive taxation of the Internet. For example, the
United States Government believes that no new 
discriminatory taxes should be imposed on Internet 
commerce. It also believes that no customs duties 
should be imposed on electronic transmissions. The 

ecremmoc no noitaxat gnitsixe fo noitacilppa
conducted over the Internet should be consistent 
with the established principles of international taxa- 
tion, should be neutral with respect to other forms of 
commerce, should avoid inconsistent national tax 
jurisdictions and double taxation, and should be
simple to administer and easy to understand.

However, intergovernmental cooperation is 
essential to define and agree to the principles of 
taxation for cross-border electronic commerce. 
These principles cover issues such as how the tax 
liability of on-line companies can be assessed; how 
on-line companies are to be audited; how interna- 
tional databases can be protected and controlled; 
how intellectual property will be protected; and how 
internationally agreed practices can be monitored 
and enforced. These issues are extremely complex. 
Take, for example, the tax liability of a German 
citizen travelling in the United States, ordering Asian 
spirits through the Internet for delivery to a holiday 
residence in France. In which national jurisdiction 
would the tax be paid and what would be the 
implications, if any, if payment was made anony- 
mously using electronic cash? These issues are 
mainly of academic interest as long as trade over 
the Internet is relatively modest, but will become 
highly relevant to policy formulation as the value of 
Internet-based electronic commerce increases.

NATIONAL DIMENSIONS

The scope of application of any international 
agreements will be highly dependent on comple- 
mentary national policy initiatives. National strate- 
gies to support a growing role for electronic
commerce have certain common elements, including 
the following:

(a) Assessment of the national information
infrastructure (both physical and soft
infrastructure), to examine all facets
contributing to the increased use of 
electronic commerce, including policies, 
Internet connectivity and computer literacy;
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(b) Maximization of the capabilities and 
services of existing institutions concerned 
with information and data gathering and 
dissemination, and targeting programmes 
to enhance the use of ICT, such as 
studies to examine greater participation of 
provincial or state-based enterprises into 
mainstream trade and investment promo- 
tion programmes;

(c) Designing of legal, institutional and regu- 
latory reforms for the benefit of organiza- 
tions which will serve as nodes or brokers 
between technology and users. The need 
for new orientations, the revision of rules, 
regulations or practices to remove barriers

to the development of electronic commerce 
are central issues. The process of design 
of reforms should include the participation 
of the private sector and representatives of 
SMEs to ensure that their needs and 
constraints are considered.

The localization of electronic commerce in 
terms of facilitating its use by indigenous firms has 
not received the attention that it deserves in many 
countries in the region. For this to happen, it is 
necessary for policy makers to realize the possibili- 
ties that exist in opening up the Internet to a 
vernacular audience by localizing information 
technology. Examples in box V.3 from Thailand and 
India highlight some efforts to redress this problem.

Box V.3. The development of Internet character sets 
in local languages

The development of the Thai character set 
(TIS620)

The development of the coded character set for 
the Thai language and the registration of the character 
set with the Internet Assigned Number Authority in 1998 
has enabled Web browsers to display the Thai language 
properly. TIS620 is the standard Thai character set used 
in Thailand. The standard was issued by the Thai 
Industrial Standards Institute, the Thai national standards 
body, in 1986 and reissued in 1990. It has been in wide 
use among the Thai population since then.

Development of the Tamil character set 
(TSCII)

ISCII, India’s national encoding standard has been 
in existence for more than a decade now, but has been 
used little in the computing world. One of the reasons for 
this is the predominantly English-speaking business com- 
munity in India. However, all major Indian languages 
have many software packages catering to the data 
processing market. It is estimated that in Tamil itself at 
least 50 different encodings exist. A document created in 
one software cannot therefore be used in another. The 
disadvantages can be glaring on the Internet. For 
example, at least 10 newspapers/periodicals are already 
on-line, but each time a site is visited, one needs to 
download the font of that site to view it. This also creates 
added difficulties when communicating via e-mail.

Despite these limitations, there has been consi- 
derable progress and e-mails are being exchanged in 
Tamil using Tamil-based mailing lists (<http://www.tamil. 
net/list/>). These use fonts with proprietary encoding. 
To eliminate this confusion, a global conference arranged

by the National University of Singapore was organized in 
early 1997, with high-level participation from the Tamil 
Nadu government. Two working groups were formed. 
The first was the Internet working group for standardizing 
a character-encoding scheme, and the second was the 
keyboard standardization committee formed by the Tamil 
Nadu government for discussing possible standardization 
of encoding and keyboard layouts. The government of 
Tamil Nadu released its recommendations, which can be 
found at: <http://www.cir.nus.edu.sg/tamilweb/tamilnet97/ 
doc-draft/keyboard-layout.html>. In August 1998, the 
Internet working group, after deliberating for a year and 
a half through a mailing list, released an encoding 
standard named TSCII. After a few months of existence 
there are already 10 fonts, a couple of keyboard drivers 
for Windows and Mac, two Windows word-processing 
tools, and a Tcl/Tk-based editor (usable under Unix/Win/ 
Mac), all freely downloadable from the Web. Links for 
these tools, mailings list archives and the standards 
document can be found at the TSCII Web site <http:// 
www.tamil.net/tscii>.

The standard was also submitted to the Tamil 
Nadu government’s Technical Committee for Information 
Technology for possible adoption. TSCII is being pro- 
moted as an interim standard for Tamil computing until 
Unicode-based tools are widely available. It is designed 
in such a way that it is usable in most of the existing 
English software packages without any special hardware, 
and very little software (only for keyboard input). The 
keyboard drivers are available free of charge. Since 
Tamil has relatively few glyphs, it was possible to design 
a reasonable, bilingual, 8-bit encoding. It is not certain 
if this will work for other Indian languages. However, 
such efforts can go a long way towards developing local 
language computing and content creation on the Web.
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Developing accepted standards for electronic 
commerce to facilitate and promote trade is not an 
easy process. These standards have to incorpo- 
rate the best technology currently available and 
must meet the requirements of several components 
of the technology framework: developers, service 
providers and end users. However, they must 
also be flexible enough to allow for innovation and 
future requirements. Malaysia provides an exam- 
ple of the application of these guidelines. The 
document entitled “Electronic government infor- 
mation technology policy and standards” sets the 
policies and standards needed to cover all the 
components in the technology framework (see 
box V.4) and to ensure commonality among 
them.

Electronic commerce in general and EDI in 
particular thus differ from many other technologies in 
that organizations cannot implement them in isola- 
tion. In practice, this requires negotiation among 
enterprises and institutions in countries which may 
have little history of cooperative action and on 
issues which are technically challenging. For 
intraregional collaboration, AFACT is emerging as a 
useful body, especially among those countries which 
have initiated the adoption of EDI.23

23 For a good account of the possibilities in the future, 
see the paper by Tae Chang Choi, “Regional cooperation in 
electronic commerce”, presented at the Expert Group 
Meeting of Trade Promotion Policy Experts, Bangkok, 2 
and 3 December 1998.

Box V.4. Electronic government information technology policy 
and standards in Malaysia

The Multimedia Supercorridor (MSC) was created 
to accelerate Malaysia’s entry into the information age. 
Catalysing MSC are seven flagship applications: elec-
tronic government, multi-purpose cards, smart schools, 
telemedicine, R and D cluster, worldwide manufacturing 
Web and borderless marketing. Electronic government is 
one of the seven applications that is perceived to 
present an opportunity for the civil service, businesses 
and citizens working together and exploiting the potential 
of electronic commerce and multimedia technology for 
the benefit of all citizens.

Common standards and interoperability

Creativity and collaboration among all parties were 
considered essential to ensure success in realizing the 
vision embodied in MSC. Collaboration requires com- 
patibility between different systems and processes, 
whether of government, business or citizens. In order to 
create the required platform, a minimum set of required 
standards, or common elements, needed to be defined. 
This was spelled out in the document entitled “Electronic 
government information technology policy and standards" 
to be used specifically in the implementation of electronic 
government. It outlines the minimum level of com- 
monality designed to provide appropriate levels of 
interworking and interoperability between governments 
systems and processes, without placing undue con- 
straints on integrating existing legacy systems and new 
technological solutions.

The "standards” document

The “standards” document establishes the defini- 
tion and concept of ICT systems based upon widely 
accepted non-proprietary standards for the Government 
of Malaysia. It further establishes policies to implement 
an infrastructure that can support electronic government 
information technology policy and a common set of 
technologies that will allow personal computers, network 
devices and clients to work with servers over any 
network. These policies are expected to protect the 
government’s investment by allowing mainframes, clients/ 
servers, Internet and Intranets, as well as distributed 
software, to work together. The document also provides 
a framework to protect the government from being locked 
into specific technologies or from adopting a dead-end 
solution. Firms and citizens will no doubt find the 
adoption of these standards to be of great advantage in 
communicating seamlessly with government systems and 
with each other. The policies to be adopted emphasize a 
network-centric approach to computing, which leverages 
both Internet/Intranet and component-based technology. 
Focus is also directed towards the integration of different 
platforms into a seamless architecture.

Source: The information in this box was taken from 
a paper by Anuar Maarof, “Interoperability and standards 
in the multimedia supercorridor” , presented at the Expert 
Group Meeting of Trade Promotion Policy Experts, 
Bangkok, 2 and 3 December 1998.
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The role of the government in representing a 
country in multilateral trade negotiations and in 
coordinating among different actors and sectors 
in an economy implies that it is in a privileged 
position to foster electronic commerce.24 Three 
major issues stand out for immediate attention by 
the government:

•  A vision to catalyse the introduction of 
microlevel efficiencies among firms and 
organizations in the conduct of international 
trade

•  Appropriate institutional mechanisms to
monitor and coordinate trade facilitation 
developments, promote better business 
practices and foster mutual understanding 
and trust between the many partners in
complex trade relationships

•  Pilot electronic commerce projects that will
provide the scope for learning and sorting 
out problems, whether technical, organiza- 
tional or legal, and provide the much-
needed experience for rule making

In following through these issues in a
practical manner, governments can base their
approach on a generic strategic architecture that is 
at the heart of most of modern business prac- 
tices.25 To facilitate the seamless flow of product 
from producer to consumer, as well as supporting 
this by integrated information and financial flows, is 
of the essence to any vision that governments 
adopt for electronic commerce. The goal for the 
government regulatory community is then to

24 The 1997 conclusion of the WTO negotiations to 
liberalize telecommunications services is a landmark agree- 
ment and market-opening initiative. For many countries, it 
has led to liberalization and for others it provides an 
opportunity to make binding commitments with respect to 
present and future telecommunication liberalization plans. 
Many countries are challenging, particularly in the short 
term, its revenue structure; for example, Sri Lanka is faced 
with making adjustments to cope with lower revenues 
resulting from the liberalization of its ICT sectors.

25 Strategic architecture is the high-level blueprint for 
the deployment of new functionalities, the acquisition of 
new competencies and the reconfiguration of the interface 
with customers. However, it is not a detailed plan. See 
G. Hamel and C.K. Prahalad, Competing for the Future
(Boston, Harvard Business School Press, 1994), p. 117.

drastically reduce the transaction time for getting 
regulatory approvals of international trade trans- 
actions from days to hours. For an information 
system specialist, this would be an integrated 
international transaction based on a single submis- 
sion of minimal, standardized data for both official 
and commercial purposes alike.26

Institutions for coordination

Within the new economic and technolo- 
gical context engendered by electronic commerce, 
there is a need to establish and support a national 
body dedicated to improving the ability of business, 
trade and administrative organizations to exchange 
products and relevant services effectively using 
simple, reengineered procedures, best practices, 
modern trading strategies and appropriate electronic 
commerce technologies. If a national trade facilita- 
tion body exists, a good option would be to have it 
deal with electronic commerce as well. If such a 
national body does not exist, a government or 
relevant ministry could establish one with both 
government and private sector representation 
dedicated to promoting electronic commerce. One 
of the important tasks of such a body is to identify 
the present state of electronic commerce in general 
and the use of EDI with internationally standardized 
formats in particular. In addition, sectors that are 
potential benefactors from UN/EDIFACT should be 
allowed and encouraged to participate in these 
activities. Through cooperation with present and 
future user groups, the national body for coordina- 
tion can elaborate an implementation strategy and 
propose concrete measures on how the implementa- 
tion process should be approached and carried out 
for each sector and industry. When this action plan 
is set into motion, it can monitor the progress made 
and be ready with a follow-up plan.

26 Such formulations were key recommendations of 
the third meeting of the ESCAP Network on Trade Facili- 
tation, held back-to-back with the tenth ASEB meeting in 
Bangkok in June 1995. ASEB has recently been re- 
engineered. Renamed AFACT, it is taking a new shape 
and purpose and is expected to be fully operational from 
1999. See Electronic Commerce Initiatives of ESCAP: 
Role of Electronic Commerce in Trade Facilitation, Studies 
in Trade and Investment No. 13 (ST/ESCAP/1557).
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The activities of these coordination bodies 
cannot simply be limited to the national sphere. In 
order to make national electronic commerce activities 
efficient, they need to be supplemented with inter- 
national initiatives. To the extent possible, these 
institutions need to participate in, or be associated

with international standardization work carried out by 
the United Nations or other standardization bodies. 
Box V.5 illustrates this process and the associated 
national legislative changes for Singapore, one of 
the more advanced countries in the application of 
electronic commerce in the region.

Box V.5. The legal policy framework for electronic commerce 
in Singapore

 -timmoC yciloP debtoH ecremmoC cinortcelE ehT
tee was formed in early 1997 by the Government of 
Singapore with a charter to commission policy research 
studies and to propose solutions on policy matters 
related to electronic commerce. It consisted of members 
from the National Computer Board and other relevant 
government agencies, with the National University of 
Singapore and Nanyang Technological University pro- 
viding research and advisory support. The Policy 
Committee appointed a study group on legal, regulatory 
and enforcement issues arising from electronic com- 
merce. The results of the study were publicly 
announced on 13 April 1998 and led to the adoption of 
the Electronic Transactions Act, 1998 and the Computer 
Misuse (Amendment) Act, 1998.

The key recommendations of the study group were:

(1) That a commercial code should be enacted 
along the lines of the UNCITRAL Model Law 
on Electronic Commerce to govern electronic 
transactions (electronic transactions bill).

(2) That legislation should be enacted to provide
for the recognition of digital signatures and for 
a public key infrastructure with certification 
authorities.

(3) That legislation should be enacted to clarify
the liability of service providers for third-party 
content.

(4) That legislative support should be provided for
acceptance of electronic filing by government 
agencies and statutory boards.

(5) That penalties should be increased and
distinctions made between various levels of 
computer crimes in the computer misuse act 
(amendment) bill.

(6) That law enforcement agencies should be
provided with powers of investigation and 
gathering evidence in relation to computer data.

(7) That the Rules of Court should be amended 
to enhance the court’s jurisdiction in relation 
to cross-boundary electronic commerce 
(proposed amendment to Order 11 of the 
Rules of Court).

(8) That the intellectual property laws should be 
reviewed to deal with difficulties caused by 
the application of traditional legal principles to 
new technology.

Most of the proposals were given legislative 
effect in an electronic transactions bill drafted by the 
study group. The Electronic Transactions Act, which 
came into force on 10 July 1998, provides the legal 
framework to address issues posed by electronic 
transactions in general and electronic commerce in 
particular. It covers authentication of the identity of the 
originator of electronic records and messages; the legal 
recognition of electronic signatures; the retention of 
records by electronic means; the integrity of electronic 
records transmitted over networks; the legal 
responsibility of service providers; the formation and 
validity of electronic contracts; the legislative framework 
for certification authorities and digital signatures; cross- 
certification of foreign digital signatures; government use 
of electronic records and signatures, in particular, the 
acceptance of electronic filing by government depart- 
ments and statutory boards; and miscellaneous enforce- 
ment and investigation powers tailored for electronic 
transactions.

Source: The information in this box was taken from 
a paper by Charles Lim Aeng Cheng, “A legal policy 
framework for electronic commerce: the Singapore
model”, presented at the Expert Group Meeting of Trade 
Promotion Policy Experts, Bangkok, 2 and 3 December 
1998.

182



The implementation of sophisticated applica- 
tions of electronic commerce will depend on the will 
and capacity of certain key sectors to implement and 
use EDI. Customs authorities, the transport sector 
and financial institutions interact with all other 
sectors involved in international trade and their 
attitude towards EDI will largely determine the impact 
of electronic commerce in catalysing trade. Box V.6 
provides details of efforts in Thailand to implement

such a coordinated approach. The enormous 
benefits which can be expected by ESCAP countries 
in using electronic commerce and in trade facilitation, 
particularly for SMEs, will, however, not be achieved 
without major international and regional cooperation 
on standards and without major national policy 
initiatives to encourage electronic commerce and 
reduce the security, legal and other barriers to its 
use.

Box V.6. Promoting electronic commerce in Thailand

The Department of Business Economics, Ministry 
of Commerce, is the lead agency in Thailand to coordi-
nate with other government agencies and private sector 
associations on matters relating to international trade. 
The Department also represents Thailand in international 
trade negotiations, including those on trade facilitation 
and electronic commerce, in various multilateral and 
regional forums such as WTO, APEC, ASEAN, ASEM 
and BIMSTEC. On the domestic front, the Department 
has taken initiatives in creating awareness and has been 
a driving force in promoting both trade facilitation 
measures and the use of electronic commerce.

To date, electronic commerce has not been widely 
used in Thailand. Even though the number of Thai 
Internet users is estimated to have risen from 9,500 
in 1994 to 550,000 in 1997, this is considered low 
compared with high-technology countries. Thailand has 
yet to develop a solid foundation for electronic commerce 
based on necessary elements such as access to a 
global electronic network, extensive telecommunications 
and ICT infrastructure, and qualified human resources. 
In order to address various policy issues relating 
to the implementation of electronic commerce, several 
subcommittees have been established. A subcommittee 
on electronic commerce chaired by the Deputy Prime 
Minister and Minister of Commerce was set up to 
encourage the implementation of electronic commerce 
and to make recommendations to the government on 
Thailand's position in electronic commerce negotiations in 
international forums. In June 1998, this subcommittee 
set up an advisory body chaired by the Director-General 
of the Department of Business Economics to conduct a 
pilot project on electronic commerce for Thai exports. In 
addition, another subcommittee to coordinate policies and 
the implementation of electronic commerce among 
relevant agencies was set up in July 1998.

The objectives of the pilot project were to promote 
trade (both business-to-business and business-to- 
consumer) via the Internet, stimulate exports and 
enhance trade opportunities for SMEs through electronic

commerce. Feedback from the pilot project on problems 
will be used to improve the application in Thailand, as 
well as to amend Thailand’s positions in international 
trade negotiations. This pilot project is being carried out 
with the support of various government agencies, 
Internet service providers, commercial banks and traders. 
Seven working groups have been formed to tackle 
specific problems: public relations, telecommunication
services and training; marketing; consumer protection; 
customs and taxation; shipping and insurance; payment 
and security; and law and digital signature. The groups 
are working together to select 100 exporters with good 
business records to participate in the project. Each 
exporter will be given a free homepage on the Ministry 
of Commerce’s Web site to promote and export his or 
her products. The project will run for one year from 
October 1998.

Several agencies are active in promoting 
electronic commerce. The Department of Export Promo- 
tion (www.exporter.moc.go.th; www.thaitradefair.com) and 
the Board of Investment (www.boi.go.th) have their own 
Web sites to publicize trade and investment information. 
The National Electronics and Computer Technology 
Centre has drafted laws relating to electronic commerce 
and information technology, namely the Internet Promo- 
tion Act, Computer Security Law, Computer Privacy Law, 
Data Protection Law, Electronic Data Interchange Law, 
Electronic Funds Transfer Law and Digital Signature Law. 
In addition, the Ministry of Justice (Arbitration Office) has 
been designated by the cabinet to draft an electronic 
commerce law based on the UNCITRAL Model Law.

Source: The information in this box was taken from 
a paper by Srirat Rastapara, “Initiatives in creating 
awareness and introducing trade facilitation and elec- 
tronic commerce in Thailand” , presented at the Seminar 
on Enhancing Integration of New Members into the 
ASEAN Process through Economic Cooperation and 
Trade Facilitation", Bangkok, 28 and 29 September 1998.
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Annex

THE VILLAGE PHONES PROGRAMME OF THE GRAMEEN BANK, BANGLADESH

In 1976, the Grameen Bank started to provide 
credit for and encourage savings by the poorest, landless 
families in rural Bangladesh. Today, after two decades of 
operation, its microcredit programme reaches 2.4 million 
very poor rural families in 38,000 villages, or just over 
half the villages in the country and roughly 13 per cent 
of the rural population. While this microcredit pro- 
gramme is now recognized as an effective weapon in the 
fight against poverty, microcredit alone is not sufficient to 
sustain the economic advancement of the rural poor, and 
in the late 1980s the Bank initiated complementary non- 
banking activities. By this time, an extensive network of 
borrowers had been established, consisting of groups of 
five members each clustered into 600,000 village centres 
and intensively supervised by Grameen Bank branch 
staff. This structure provided the basis for the diversifi- 
cation of activities into crop production, irrigation and 
acquaculture. In 1989, the Grameen Krishi (agriculture) 
Foundation and Grameen Fisheries Foundation were 
established. Non-banking activities later expanded into, 
inter alia, the promotion of hand-loom weaving, renew- 
able energy, the marketing of rural products and the 
provision of telephone services. Each new initiative was 
incorporated into an existing organization or spun off into 
a new one. This became the Grameen family of organi- 
zations.

Thus, Grameen Telecom, one of the Grameen 
organizations incorporated as a non-profit-making 
company, is dedicated to bringing the information revolu- 
tion to rural people in Bangladesh. Through Grameen 
Telecom, an opportunity has been created to demon- 
strate that universal access to rural telecommunication 
services in low income countries can be profitable 
without any subsidy. The conditions for this include 
involving the poor as entrepreneurial partners and being 
able to offer them appropriate configurations of mass- 
produced digital wireless technology at suitable terms for 
connectivity, financing, and technical and business 
support. The experience also demonstrates that owning 
and operating a modern communications service for poor 
rural people can be more profitable than, for instance, 
owning and operating a rickshaw, a hand loom or a 
sewing machine.

Origins of the programme

According to market research, there is a great 
potential for increasing telecommunications in Bangla- 
desh as 6-8 million people are considered to be able to 
afford a telephone. The penetration rate of telephones in 
Bangladesh is only 0.4 per cent (one telephone for every

250 persons), which is one of the lowest rates in the 
ESCAP region. In addition, there is an almost total lack 
of rural telecommunications; 90 per cent of the existing 
network is dedicated to urban subscribers. Meeting the 
estimated demand for telephones by extending the 
government-owned fixed-line network throughout the 
country would take a long time and the government has 
very limited resources to devote to this task. Therefore, 
in the early 1990s, the government decided to invite the 
private sector to introduce mobile telephones into the 
country.

Out of this perception of a lack of telecom- 
munication facilities in general and rural telephone 
systems in particular, a joint-venture company called 
GrameenPhone was created. A 51 per cent share is 
owned by Telenor A.S., the largest fixed-line telephone 
company of Norway and this company is also respon- 
sible for the management of GrameenPhone. Grameen 
Telecom owns 35 per cent of GrameenPhone. The 
other shareholders are Marubeni Corporation of Japan 
(9.5 per cent) and Gonophone of the United States (4.5 
per cent). After a detailed evaluation process lasting 
more than a year, the Government of Bangladesh 
awarded GrameenPhone a nationwide digital cellular 
telephone licence in November 1996. (Two similar 
licences were awarded at the same time to other 
international consortia.) GrameenPhone is responsible 
for setting up a network involving a total investment of 
$150 million by the year 2000, and the network started 
operations on a limited scale in March 1997. The village 
phones programme appeared at the same time under 
the initiative of Grameen Telecom.

The village phones programme does not con- 
stitute an independent network. Grameen Telecom is a 
rural telecommunications service provider and it has an 
agreement with GrameenPhone to buy airtime in bulk 
and retail the time to village phones, after securing a 
small service charge. According to the existing busi- 
ness plan of GrameenPhone, around 10 per cent of 
total connections will belong to village phones, while 90 
per cent will be for mobile phones by direct subscription 
that can be used anywhere within the country, and also 
outside if roaming facilities are separately secured. 
Village phones are different only because their primary 
function is to serve as payphones for specific villages. 
They consist of an ordinary mobile cellular phone, with 
separate billing. GrameenPhone does not bear any 
cost of collection from village phones, or deal with 
uncollected items; it gets paid in bulk by Grameen 
Telecom.
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There are four private mobile phone operators in 
the country, but only GrameenPhone is setting up its 
own nationwide network. Other private operators depend 
on the public microwave long-distance telephone system. 
No private operator has been allowed an international 
gateway. Two other private telephone operators provide 
rural telephones by enhancing the coverage of the exist- 
ing public network, which involves capital investment and 
the risk that returns from low-density demand for rural 
telephony may not be adequate. They therefore tend to 
concentrate their business in selected rural markets or 
growth centres and agro-towns.

The village phones programme is quite different 
from other ventures, particularly as its financial viability is 
ensured from the beginning. First, it is a very small part 
of a GSM mobile phone network, with a maximum of 10 
per cent at full development. Second, the investment 
costs of such a system are much less than those for a 
fixed-line system. Third, such GSM networks are usually 
designed with excess capacity. This implies that 
subsidized village phones will utilize airtime which would 
otherwise not be used and so the programme does deny 
access to fully paid direct subscribers of GrameenPhone. 
Lastly, management costs of village phones are consi- 
derably reduced as Grameen Bank branch staff select 
operators, and deal with financing, bill collection and 
other operational work.

Objectives of the programme

Apart from being a shareholder of GrameenPhone, 
Grameen Telecom is primarily working with the vision 
of one cellular phone in each village of Bangladesh. 
Although there is a significant communication gap 
between cities and villages, rural Bangladesh is the 
source of food, fibre and other agricultural produce, and 
its artisans supply numerous non-food goods and 
services for urban consumption through millions of small 
and micro-enterprises. A phone in a village has far- 
reaching implications; it implies that more information of 
all sorts can flow in and out of the village easily and 
quickly. Thus, for example, with timely demand and 
price information, farmers' incomes will increase. 
Similarly, villagers can be better informed of prices of 
products that they buy from city-based traders. As a 
consequence, both prices received and prices paid by 
villagers should be to their benefit. A large number of 
workers migrate from the villages to the cities to seek 
employment and over 3 million Bangladeshis work 
abroad. Many of these migrants send money to their 
families in the villages. With access to a mobile phone 
in the vicinity, the cost in time and money of obtaining 
information on fund transfers will be lower and there will 
be less short-term borrowing at high cost as money will

only be a phone call away. Village phones could save 
costs as villagers do not have to travel to towns to place 
telephone calls, meet relations or attend business 
meetings. Students in rural schools can be introduced 
to the information age in their village neighbourhood. 
Even when physical transport linkages are disrupted as 
a result of natural calamities, mobile phones will still 
work and provide vital communication links to help 
people to cope with emergencies.

At existing levels of income, there are villages 
where not one single family can afford to own an 
individual telephone. However, for the village as a 
whole, one village telephone is both financially feasible 
and could ensure access to telephone services for all 
villagers. The village phone programme is a solution to 
ensure universal access to the telephone in spite of 
poverty and low income. It has been estimated that with
40,000 village phones well spread out, each and every 
villager of the country would have access to a telephone 
within a walking distance of 10 to 15 minutes.

Thus, the objective is to finance the village 
phones programme by providing selected members of 
Grameen Bank with credit. They can purchase a phone 
under a lease-financing programme and then provide 
telephone services for all who wish to make calls in their 
village and enable them to receive incoming calls as 
well. The programme is likely to become the largest 
wireless payphone project in the world within a few 
years. Apart from village phone services for the poor, 
there are many potential sources of demand for 
telephone service in rural areas not directly involved with 
Grameen Bank activities, including health centres, 
schools, colleges, local businessmen and farmers. They 
can be direct subscribers to mobile phones provided by 
Grameen Telecom.

The village phones programme started in a small 
area on the outskirts of Dhaka and in the adjoining rural 
areas. It is now being expanded towards the south- 
east and work is proceeding to cover south-west 
Bangladesh under the network. Then, north-east dis- 
tricts will be included and lastly the north-west region. 
The fibre optic network of Bangladesh Railway along its 
track system, supplemented by microwave links set up 
by GrameenPhone, will complete the backbone trans- 
mission arrangement. The connections for mobile 
cellular phones will be ensured through more than 400 
base transceiver stations. The main exchange and 
these base stations will complete the nationwide 
independent network by 2000. With the help of this 
GrameenPhone network, Grameen Telecom is planning 
to provide telephone services for 100 million rural inha- 
bitants in 68,000 villages of Bangladesh through 40,000 
village phone operators, who are members of Grameen 
Bank.

(Continued overleaf)
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Operational modalities

The village phones programme, like all other 
activities of Grameen Bank, is self-financing. Grameen 
Bank extends lease financing to the member selected to 
become the village phone operator. It is estimated that, 
over the next three years, $15 million will be required 
for the financing of village phones. This constitutes a 
marginal addition to the total lease programme of 
Grameen Bank. The administrative overheads of 
Grameen Telecom and Grameen Bank for the programme 
are met from a small service charge of 6.5 per cent on 
the monthly village phone bill and the amount collected 
is shared in the ratio of two to three by the two 
companies. As there is no intention of generating any 
profit, the service charge will be kept as low as possible 
while overhead costs are minimized as existing Bank 
staff carry out some administrative functions. On the 
other hand, village phone operators are able to increase 
their income. The distribution of the call charge paid by 
users of village phones is as follows:

The operators pay almost 50 per cent less to 
GrameenPhone than do other subscribers to the com- 
pany. This is a heavily discounted price so that village 
phone operators are ensured a reasonable income. At 
the same time, GrameenPhone is not incurring any loss 
since the opportunity cost of the village phones pro- 
gramme is small; without village phones, the portion of 
its network going through the countryside would have 
spare capacity.

Cooperation between Grameen Bank and 
Grameen Telecom forms the basis of selection, owner- 
ship, management and maintenance of village phones. 
First, Grameen Telecom technical staff identify villages 
where adequate cellular phone signals are available and 
inform the concerned branch manager of Grameen Bank. 
Only villages with electricity are selected since, other- 
wise, recharging of mobile phone batteries, required 
daily, would be a problem. Also, the selected villages 
should be covered by Grameen Bank’s regular pro- 
gramme. The branch manager then selects the borrower 
member to become the village phone operator for that 
particular village. Most village phone operators are 
women and the selection is made on the basis of certain 
practical guidelines. For example, the village phone

operator shouid be a regular borrower from the Bank, 
and her repayment record must be excellent. She must 
have a regular source of income so that the expected 
earnings from the phone will constitute an additional but 
a minor share of her total income. This condition is 
necessary as this is a technology-based, completely new 
source of income for the rural poor and the demand for 
telephone use is not fully known. As the telephone 
cannot be handled by an illiterate person, the operator or 
an immediate member of her family (son, daughter or 
husband) must be literate enough to read numbers, 
follow instructions and calculate charges for airtime use. 
The location of the operator is also important; her house 
should be located in a central place in the village, easily 
accessible to neighbours.

The cost of the telephone is financed by Grameen 
Bank through a two-year loan, repaid in 100 weekly 
instalments of less than $5. Repayment follows the 
Bank principles of microcredit in all respects. At weekly 
meetings of the group, the operator pays the instalment 
for the loan and deposits her weekly collection from 
telephone users to her account. The monthly telephone 
bill is deducted from her account by the bank manager 
and the balance retained in her savings account. The 
branch manager collects payments of all the phones in 
the village and sends them to the Bank headquarters, 
which in turn sends on to Grameen Telecom the bulk 
amount for the airtime bill and its share of the overhead 
charge.

The repair and maintenance of the phones are 
the responsibility of Grameen Telecom. The operators 
remain in close touch with the technical staff through the 
phone for the purposes of signalling repairs and any 
complaint or enquiry relating to telephone use. Although 
there is no toll-free number, Grameen Telecom tries to 
maintain adequate contact with village phones. This is 
taken as part of its management work and the cost is 
met from the overhead charge. Such charges now 
amount to around $40 annually per village phone, and 
so do not yet meet the entire support costs of the 
programme. However, with the increase in the number 
of phones, as well as growth in airtime use, overhead 
charges should become adequate to meet these costs. 
It is estimated that 5,000 village phones (about 12 per 
cent of the target) and a 20 per cent increase in billing 
would be sufficient to guarantee this financing.

Impact of the utilization of village phones

Village phones have been a unique experience in 
many respects. So far, only around 200 villages enjoy 
such a facility. Some results of the programme that 
have been reported to date are recapitulated briefly 
below.
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Strengthening community services. Operators of 
village phones are becoming more aware of their role 
in providing a service for the community. In cases of 
emergency, for example during recent floods, the village 
phones programme worked as a practical community 
information centre. Fellow villagers were allowed to call 
abroad on credit, and death messages were carried free 
of charge. Bangladeshis working abroad could call for 
information about their village. Also, villagers with 
access to telephones increasingly call their local council 
chiefs, Member of Parliament, police and other govern- 
ment functionaries with questions or complaints, thereby 
exercising their democratic rights.

Economic benefits. An independent study by the 
North/South Centre for Development Research, University 
of Bonn, Germany, carried out in 1998 made several 
interesting findings from a sample study of 50 village
phones in two districts. A telephone was no longer
considered a luxury item and did not serve the interest 
of rich farmers alone, since over a third of the calls were 
made by the village poor, and the same proportion of 
calls were for the purpose of seeking information on 
employment or on prices of goods. This implies that
village phones serve an economic need and could
favourably influence prices received and paid by farmers 
through improved information flows. In fact, the study 
found that the farm gate price of eggs increased by 20 
per cent after farmers could gather retail prices at urban 
markets on a regular basis by telephone and then 
negotiate a better deal from traders. At the same time, 
marketing costs for traders have gone down; they visit 
the village only when they know (obviously after a 
telephone call) that adequate supplies are available to 
purchase.

Effect on the income of the village phone operator. 
Experience to date suggests that benefits to village 
phone operators are quite significant. Operating a phone 
is a good source of additional income, estimated at 
around $500 per annum. It is probable that telephone 
use will grow over time; it has doubled during the last 12 
months in terms of the monthly bills paid for village 
phones when there was no change in airtime tariff. 
Thus, a 7 to 8 per cent growth in the net income of 
village phone operators can easily be expected in the 
long run.

Impact on health. The same study found that 17 
per cent of all local calls were health-related. Under a 
child and maternity health care programme, UNFPA is 
planning to provide rural health clinics, village midwives 
etc., with mobile phones so that villagers can reach 
them through their village phone. It is expected that 
such telephones will lower maternal mortality rates.

Effects on modernization. An exposure to modern 
technology is helping the rural poor to give up their fear 
of new technologies. One obvious benefit that village 
phones give is the incentive to be literate; social workers

will no longer have to induce people in villages to learn 
to read and write as this will happen naturally with 
exposure to technology. Village phones should be the 
gateway to the information age; the next step forward 
envisaged is the promotion of fax machines, e-mail and 
electronic fund transfers, all of which call for progres- 
sively higher levels of literacy. In addition, incentives for 
computer literacy in remote villages could lead to infor- 
mation-related employment and enterprise creation.

Impact on social conditions. It has already been 
observed that the status of phone operators in a 
village has been enhanced. As almost all village phone 
operators will be women, they become leaders in the 
promotion of a new technology. Such a pioneering role 
for women is something unprecedented in these tradition- 
bound villages. As Grameen Bank members are poor 
(often the poorest of the poor), the village phones 
programme will encourage more affluent villagers to 
approach poor village phone women operators to avail 
themselves of telephone services. This should assist in 
promoting greater social mobility.

Problems facing expansion of the 
programme and proposed solutions

So far, 200 village phones have been installed in 
villages close to Dhaka. The programme is being
expanded in rural areas south of Dhaka where cell-to-cell
signals are adequate. The Grameen Telecom target of
40,000 village phones will depend on GrameenPhone 
completing its plan to provide network coverage of the 
whole country by 2002.

Most of the villages where village phones have 
been supplied are located at the outer edge of the cell 
range for mobile phones; at present, all base transceiver 
stations are city-based. As a result, signals fluctuate,
causing dropped calls, loss of revenue and customer
dissatisfaction. To address this problem, external high- 
gain antennae have been tested and are being intro- 
duced. Fixed wireless terminals may be another solution 
for extended coverage with good quality reception. 
However, this would double the current cost of mobile 
cell phones. When the price of these terminals falls, 
this solution may be feasible. Masthead amplifiers used 
in base transceiver stations close to villages may be a 
solution from the network side.

Power for recharging batteries is another 
problem. Only 20 per cent of the 68,000 villages of 
Bangladesh have access to electricity. There are 
villages with network coverage but without electricity, and 
the number of such villages will increase as the 
programme moves farther away from Dhaka. Solar 
panels with batteries have been tested as an alternative 
source of power. However, any solution will increase the 
start-up cost for the village phone operator and affect 
the viability of the programme.

(Continued overleaf)
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Future plans

In the future, Grameen Telecom plans to introduce 
an information system covering prices, weather and other 
data relevant to the rural economy. The phone link 
would enable immediate access to such information. 
The network could also be utilized to set up electronic 
fund transfer mechanisms. ATMs will be able to transfer 
funds in all villages covered by Grameen Bank (38,000 
at present) for very little cost. Thus, time-consuming 
and much more expensive money orders will no longer 
be necessary. A rickshaw-puller in Dhaka will be able to 
transfer part of his earnings on a daily basis to his wife 
in a remote village. The mobile phones will thus reduce 
the need for short-term high-cost borrowing, while 
increasing the purchasing power of the villagers.

Experience suggests that, in the villages, demand 
for telephone services is high and growing rapidly. Very 
soon, one telephone will not be enough and it will be 
possible to introduce fax machines and computers, 
including the Internet. To cope with this modern ICT 
equipment, the plan is to set up Grameen Telecom

centres, at least 10,000 of them, all over rural 
Bangladesh. These centres would be small-scale 
telecommunications service enterprises. These, in turn, 
could lead to a significant growth of small-scale infor- 
mation enterprises offering data processing and manage- 
ment, computer training, software services, etc.

With the village phones programme, rural/urban 
distinctions can be reduced and poverty alleviation 
efforts strengthened. However, the growth of telecommu- 
nications service-based enterprises should not be stand- 
alone events. They are part of the logical development 
of a process which began with the microcredit operations 
of Grameen Bank. Thus, it would be not feasible for 
other countries to pick up only the rural telephony idea 
for replication when the rest of the basic institutional 
infrastructure is lacking.

Source: The information in this annex was provided 
by Shahed Latif, Managing Director, Grameen Telecom, 
Bangladesh.
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ICT and Investm ent f o r  P ro d u c tio n

In this chapter, three aspects are discussed 
which lie at the heart of the influence of ICT on 

the location of production facilities by TNCs and 
domestic companies. First, the application of ICT 
links the production and marketing units of a 
company and so allows it to locate its productive 
capacity in the optimal location in terms of access to 
factors of production (land, labour, natural resources 
and technology) and of a preferred climate of laws 
and regulations, infrastructure, security of investment 
and personnel. (See chapter IV for a discussion of 
new determinants of competitiveness.) Restrictions 
on access to product markets are less important with 
the progressive reductions in tariffs and non-tariff 
barriers under multilateral trade negotiations, 
particularly for manufactured goods. Transport costs 
have been progressively reduced to levels where 
they are no longer a significant determinant of 
production location. Also, because of ICT applica- 
tions, firms can easily have components of produc- 
tion undertaken in different locations, effectively 
eliminating the need for large single-unit industrial 
complexes. Second, partly as a result of the trend 
towards more intensive use of ICT, the ICT indus- 
tries themselves have become increasingly important 
and their location in different countries is a factor in 
determining the location of production units of other 
industries which rely on the use of ICT. Third, 
underlying both of these is a country’s policy 
towards encouraging the development and use of 
ICT applications by industry.

ICT AND INDUSTRIAL NETWORKS

Globalization and new rules governing 
competition have induced changes in production 
strategies of both TNCs and major domestic 
companies. In this dynamic economic situation, the 
attractiveness of countries in the ESCAP region will 
depend on whether their investment climate is 
judged as favourable, and their economic policies

are seen as open, by those investing in productive 
capacity. Judgements on the relative attractiveness 
of policies and on whether the domestic infra- 
structure is favourable to the intensive use of ICT 
influence the decisions of TNCs to transfer produc- 
tion units of effective size to particular locations. 
Many companies, including those involved in the 
production of automobiles, textiles, shoes and 
electronics, have followed this strategy.

These changes have put immense pressure 
on enterprises to innovate by introducing ICT in 
areas such as production (computer-aided design 
and computer-aided manufacturing), marketing (the 
Internet), financial management and document 
processing. In particular, large-scale enterprises, 
including TNCs, have introduced management 
information systems which have facilitated their 
business decisions by ensuring a timely flow of 
reliable and accurate information. Box V I.1 illus- 
trates this use of ICT by a major TNC in the Asian 
region. The application of ICT can also greatly 
facilitate the implementation of management tech- 
niques such as “just-in-time” inventory management 
and other working capital management techniques, 
making the operations of an enterprise more cost- 
effective. ICT applications can thus assist in access 
to information in all kinds of areas relevant to the 
operations of an enterprise, and help to expand 
products and markets, boosting both domestic and 
foreign investment. Table V I.1 displays in schematic 
form the information networks frequently used in 
Japanese companies. In particular, the Internet has 
provided alternatives for advertising and the 
operations of business, and can be expected to 
evolve into a full-scale computer-operated business 
environment.

As globalization of trade and investment has 
greatly boosted FDI flows in the Asian and Pacific 
region, the enhanced application of ICT has 
facilitated the practice of outsourcing by TNCs. 
This might be explained by the fact that the use of 
ICT lowers transaction costs, favouring “buying” to
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Box VI-1- Unilever establishes a regional ICT management centre

Consumer goods giant Unilever has set up an ICT 
Infrastructure Management Centre (IMC) in Singapore to 
service its Asian and Pacific market. The move will 
streamline traditional country-by-country ICT management 
centres into IMC. Unilever has invested $1.6 million to 
build IMC. The Centre, which became operational in 
February 1998, is still at an embryonic stage but is 
expected to provide round-the-clock service in the near 
future. It was to employ 30 ICT specialists and techni- 
cians by the end of 1998, increasing this to more than 
90 by 2002. The company has thus recognized that it 
needs to innovate beyond products to include the ways 
in which it can use ICT to give it some competitive 
advantage.

IMC will support Unilever businesses in Australia, 
China, Indonesia, Japan, Malaysia, New Zealand, the 
Philippines, the Republic of Korea, Singapore, Taiwan 
Province of China, Thailand and Viet Nam by improving 
quality and service, while reducing operational risks 
involved in managing the ICT infrastructure; directing ICT 
investment on a regional basis; and developing and 
deploying best practices. It will thus be able to introduce 
the latest ICT developments to all Unilever companies in 
the region. The ICT infrastructure that IMC will manage 
consists of all of the group networks (both WAN and 
LAN), and network and application servers. The Centre 
is expected to provide existing users with a better service 
standard through the innovative use of applications, a 
bigger and better capability for dealing with consumers, 
and better communication with business partners.

In the IMC set-up, the technical services section 
consists of a group of people who will be responsible 
for defining and setting standards, testing new tech- 
nologies, preparing plans and disseminating them in the 
region. An operations division manages daily delivery 
of ICT services. A customer services division serves 
internal Unilever customers. It handles the traditional 
help desk for off-site users,  keeps  abreast of corporate
plans and business  growth  which  can impact on  the
ICT infrastructure, keeps the company aware of what
is technologically possible from IMC,  and  handles
changes making management procedures more ICT- 
friendly.

IMC is expected to give Unilever companies in 
the region access to the technologies and innovations 
that Unilever has adopted worldwide. As most of the 
companies in the region are not able to afford technical 
skills directly, Unilever hopes to make these available to 
all sites through this Centre. IMC is also intended to 
enable fast deployment of ICT, thus enabling companies 
to meet the needs of the market place quickly. The
challenges foreseen for the future include coping with
growth, attracting high-calibre people to IMC and
keeping pace with the innovative use of ICT.

Source: S. Ramaswamy, “Unilever sets up regional 
IT infrastructure management centre”, IT Asia <http:/ 
ita.newscom-asia/jul98/unilever> (23 December 1998).

“making”.1 Outsourcing involves the manufacturing 
of components in separate locations and then 
assembling them in a different one. In its extreme 
form, the so-called virtual factory system has made 
it possible to manufacture any product at any time 
in any factory worldwide, with all the engineering 
specifications and invoices being transmitted 
electronically. A typical network includes not only a 
parent firm and its affiliates, but also its suppliers 
and subcontractors, its distribution channels and 
value-added retailers, as well as its research and 
development alliances and a variety of cooperative 
arrangements (such as standards consortia).

1 See OECD, Information Technology Outlook (Paris, 
1997), p. 70.

Box VI.2 provides an illustration of such a network 
for a domestic concern in a large country of the 
region.

Another good example of such a network is 
Seagate, a world leader in the production of hard 
disk drives, which operates 22 plants worldwide, 14 
of them in Asia. In fact, Asia has absorbed most of 
the company’s high-volume labour-intensive assembly 
activities and the production of low- and mid-range 
components, while high-end, knowledge-intensive 
stages of the value chain, such as precision compo- 
nent manufacturing and research and development, 
remain in a few highly specialized locations in the 
United States. The production network in Asia has 
evolved to include a regional division of labour to 
take advantage of the differing labour-cost advan- 
tages of countries in the region. Bottom-end work is
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Table VI.1. Uses of information networks in Japanese companies

Source: OECD, Information Technology Outlook (Paris, 1997), table 2.2. 

a The network application is likeiy to be owned by a third party.

done in China and Indonesia, while Malaysian and 
Thai plants make components and specialize in 
partial assembly. Singapore is the centre of this 
regional production network; its focus is on higher- 
end products and important coordination and support 
functions, including precision testing. Increasingly, 
the managers and engineers in its Singapore 
operations are drawn from the international labour 
market, including developing countries such as 
China, India and the Philippines.2

Similar networks have been established in 
the textile sector. A Japan-based group, which is 
the world’s fifteenth largest producer of polyester, 
has established a production network in eight 
countries including China, Indonesia and Thailand.3 
In Thailand, it set up the first integrated polyester 
plant in South-East Asia in 1967. The production 
of staple fibre began in 1970, and was followed 
by filament yarn and spun bond fabric in 1994. 
These factories are located in different regions of 
Thailand.

2 UNCTAD, World Investment Report 1997 (United 
Nations publication, Sales No. E.97.II.D.10), p. 172.

3 “Sun shines again for textiles” , 10 December 1998,
Bangkok Post <http://www.bangkokpost.com/worldinthailand/ 
teijn.html> (2 February 1999).

In the automobile sector, as Japanese auto- 
mobile makers started relocating their production to 
Asian countries, the manufacturers of their parts and 
components also shifted their production sites to 
different parts of Asia, either in the form of joint 
ventures or with local ownership. There were 189 
production plants in the ASEAN countries and 176 
production plants in the rest of Asia in 1995.4 One 
of the primary suppliers of a Japanese automobile 
maker started its operations in Australia and South- 
East Asian countries in the 1970s, extended its 
operations to India, the Republic of Korea and 
Taiwan Province of China in the 1980s, and moved 
to China in the 1990s. Its initial operations were 
limited to the simple assembly of parts and compo- 
nents imported from Japan. However, its assembly 
was upgraded in the 1980s because of the increas- 
ing procurement of local parts and components such 
as die-cast and rubber products. With the expansion 
of markets and the appreciation of the yen in the 
1990s, production facilities have increased and local 
procurement in Asian countries has expanded. This 
huge network is even larger because each primary 
supplier may deal with as many as 100 secondary 
subcontracting firms or suppliers under its control.

4 Yuzuru Hata, “DENSO Corporation and outsourcing”, 
in Developing Supporting Industries: Outsourcers’ Perspec- 
tives (Tokyo, Asian Productivity Organization, 1998).
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Box VI.2. Hindustan Lever enhances its competitive ability 
through ICT

One of India’s leading consumer companies, 
Hindustan Lever Ltd. (HLL), produces a diverse range of 
products, from personal care to household goods. One 
of the earliest TNCs to set up shop in India, HLL had 
net sales of $2 million (Rs 80,000 million) in 1997 and 
has more than 60 factories, 90 warehouses and 13 
branches manufacturing and marketing an array of 
toiletries, cosmetics and home-care products. Integrating 
these units to ensure smooth flows of information and to 
satisfy changing customer needs is a daunting task. 
HLL has addressed this problem through extensive 
computerization, but has not gone in for total automation. 
HLL has massively distributed resources, such as depots 
and factories, and the flow, processing and presentation 
of information to these is effected by a combination of 
manual, data processing, mail and automatic transfer 
systems. The functions of HLL that are computerized 
include manufacturing, purchasing, production reporting, 
material resources planning, distribution, despatch 
planning and financial accounting.

Although HLL uses a ready-made software 
package, it has customized its applications to meet local 
requirements. Some areas such as taxation, yield 
calculations, replenishment calculations and quality are 
quite India-specific, so it has had to develop its own 
in-house ICT expertise. The company has about 50 
professionals in ICT at its headquarters, and another 30 
on-site specialists in other branches and factories.

The communications infrastructure of HLL is 
massive. The company is one of the largest users of 
VSATs in the private sector. Nearly 210 VSATs link its 
corporate office, regional offices and manufacturing 
facilities. The company also has 70 LANs in different

locations, all linked by VSATs for efficient communica- 
tion. Inter- and intra-office communication is carried out 
through cc:Mail. HLL was previously using stand-alone 
software packages, which meant additional data entry 
and a longer turnaround time on documentation. Now 
all functions are integrated using one software package.

HLL has realized several benefits from this use of 
ICT. On the distribution front, a daily replenishment 
system demands that all warehouses transfer their stock, 
sales and receipt data to buffer depots, which compute 
the next day’s requirements and generate loading slips 
accordingly. The VSAT network is utilized to carry out 
this function. Similarly, all inter-unit reconciliation is 
done automatically with the systems ‘‘talking” to each 
other. This has reduced the time taken for the month- 
end reconciliation exercise from four days to just one 
day. Likewise, where factories took four to six days to 
close their accounts, they are now capable of doing this 
in just two days. In the area of financial accounting, 
consolidation of nearly 100 accounting units is achieved 
in a record time of eight to 10 days. Fresh investment 
is being planned in the area of communications to utilize 
the new ICT infrastructure available in the country. For 
example, HLL plans to link its regional stockists to HLL 
systems to monitor pipeline stocks and demand, which is 
expected to improve service and the predictability of 
supply.

Source: A. Achar, “IT keeps Hindustan Lever India 
ahead of competition”, IT Asia <http:/ita.newsom/jun98/ 
hindustan> (23 December 1998).

Most of the above trends are expected to 
continue or increase as more countries develop an 
ICT-friendly infrastructure to support the needs of 
production units. To date, most TNCs have relied on 
their own ICT network but as Internet facilities and 
other forms of connectivity expand, many firms may 
be able to diversify production without investing in 
such a dedicated infrastructure. This will favour 
countries which have invested in their own ICT 
structures. Most of the ones which have been the 
beneficiaries of diversified investment by TNCs and 
others have concomitantly also been part of the 
growing production and trade pattern of ICT 
products.

NETWORKS FOR ICT PRODUCTION

Products related to ICT have become a leading 
target of FDI through the outsourcing of the labour- 
intensive production stages in selected Asian and 
Pacific economies. For instance, in 1993, the output 
of computer equipment manufacturers produced by 
foreign affiliates of United States firms was 40 per 
cent greater than total domestic production in the 
United States;5 27 per cent of the total assets of

5 OECD, Outlook, p. 79.
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Table VI.2. Production of ICT goods in the Asian and Pacific region, 1985-1994

Source: OECD, Information Technology Outlook (Paris, 1997), p. 50.

a  Includes Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Ireland, Italy, Japan, Netherlands, 
Norway, Spain, Sweden, Switzerland, United Kingdom and United States.

over 8 per cent of world production of electronic 
components.7 The gradual rise of firms in the 
Republic of Korea to rank among the world’s top 20 
semiconductor companies was related to the 
specialization in dynamic random access memory 
chips (DRAMs), a product for which demand was 
growing rapidly; over 80 per cent of the semi- 
conductor production in the Republic of Korea in 
1994 consisted of DRAMs.8

Asia also developed a strong telecom- 
munications equipment sector. This has evolved 
in two ways. First, large markets hungry for

7 Elsevier Advanced Technology, Yearbook of World 
Electronics Data (Oxford, 1995), cited in OECD, Outlook, 
p. 51.

8 Electronique International Hebdo, 25 January 1996, 
cited in OECD, Outlook, p. 32.

United States foreign affiliates in the ICT industry 
was located in Asia. For many developing countries 
in the region, manufacturing subsectors such as 
semiconductors and other computer peripherals have 
been major recipient sectors of FDI in the 1990s. 
For example, in 1996, electronics was a leading 
export sector for Malaysia, the Republic of Korea, 
Singapore and Taiwan Province of China. The share 
of Asia, excluding Japan, in worldwide ICT 
production rose from 7 per cent in 1985 to 19 per 
cent in 1994, with a growth rate of 21 per cent over 
the period compared with 7 per cent for OECD (see 
table VI.2 and figure V I.1). In 1994, Malaysia 
produced over 15 per cent of the world’s audio 
equipment.6 The Republic of Korea accounted for 
over 10 per cent of the world’s video equipment and

6 OECD, Outlook, p. 51.
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Source: OECD, Information Technology Outlook (Paris, 1997), p. 51.

telecommunications, such as China, Indonesia, the 
Philippines and Thailand, have been able to attract 
foreign equipment manufacturers to set up joint 
ventures. Initially, much of the production was 
used locally but it is now starting to be exported 
as well. Second, the tendency towards liberali- 
zation of domestic markets and the promotion of 
competition has opened up new markets for 
customer premise equipment such as telephone 
sets, facsimile machines and cellular phones. This 
type of equipment fits in well with the expertise 
that South-East Asian economies have acquired 
from exporting consumer electronic products such 
as radios, televisions and video recorders. 
Japanese companies have established many 
subsidiaries in the region. Many other leading 
vendors, such as Alcatel, Siemens, NEC, Lucent 
and Ericsson, have set up joint ventures, including, 
for example, building telephone switches in 
China because that country is adding millions of 
telephone lines per year.

Investment in ICT production 
among the countries of the 

Asian and Pacific region

FDI from Asian countries has been an impor- 
tant vehicle facilitating the diffusion of ICT within 
Asia,9 and Japan has played an especially important 
role in this area. In the 1980s, Japanese export- 
oriented ICT firms relocated production processes 
and the associated technology to selected Asian 
countries. Supporting industries followed. Simul- 
taneously, the recipient economies developed 
increased, or improved, levels of capabilities in ICT,

9 For further discussion and references on this and 
the following topic, see volume 4 (forthcoming): Emerging 
Issues in Regional Technological Capability-building and
Technology Transfer in the ESCAP series entitled Techno- 
logy Transfer and Technological Capability-building in Asia  
and the Pacific.

Figure VI.1. Breakdown of worldwide production of ICT goods by region, 1994
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particularly in respect of qualified human resources 
required to absorb foreign technology. They created 
policy frameworks favourable to attracting FDI and 
building supportive infrastructure. By the late 1980s, 
many of them had started exporting information 
technology to other developing countries. The NIEs 
have been net exporters of FDI and the ASEAN 
countries have had declines in net inflows. The 
surge in the regional flows of FDI in ICT in the 
Asian and Pacific region illustrates a step-wise 
spread of investment and technology flows from 
Japan to the NIEs, from NIEs to ASEAN, and from 
ASEAN to others, with the more recent involvement 
of China and India in this process.

In particular, the production of higher-end 
Japanese electronic products (for example, computer 
peripherals) that have lost their cost advantage in 
Japan have shifted to the NIEs, while the production 
of standardized products (for example, large colour 
televisions, air-conditioners) have shifted to ASEAN 
countries. At the same time, lower-end products (for 
example, cassette recorders) produced in the Asian 
NIEs and the more advanced ASEAN countries have 
shifted to China and Indonesia. A division of labour 
between Japanese subsidiaries is also evident, with 
subsidiaries in ASEAN specializing in products for 
export to third countries. There is thus an increas- 
ing trend towards intra-industry or horizontal division 
of labour which allows maximum exploitation of 
resources available in different locations. The 
sharing of network formation among different 
subsidiaries, facilitated by a substantial increase in 
applications of ICT and intra-firm trade, has 
contributed to the rising intraregional trade in the 
Asian and Pacific region.

In recent years, some manufacturing firms from 
the Republic of Korea have also been pursuing a 
globalization strategy and, as part of this, have 
started operating Asian networks.10 A typical exam- 
ple is the Samsung Group’s network. Samsung 
Corning provides glass products for Samsung 
Devices, Malaysia, whose colour picture tubes are

10 For more discussion on this topic, see Lee Kwang- 
chul, “A comparative analysis of South Korean and 
Japanese foreign direct investments", in D. Singh and R.Y. 
Siregar, eds., ASEAN and Korea: Emerging Issues in Trade 
and Investment Relations (Singapore, Institute of Southeast 
Asian Studies, 1995), p. 48.

sent to the subsidiaries of Samsung Electronics in 
Thailand and the Philippines to manufacture colour 
television sets. Samsung Electric and Mechanics in 
Thailand also supplies Samsung Electronics in 
Thailand and the Philippines with tuners.

Several TNCs have used Singapore as a base 
from which to expand into the region. These TNCs 
adopted a decanting approach in that they trans- 
ferred product lines from their Singapore operation to 
Malaysia and Thailand as labour costs rose in 
Singapore and profitability declined. However, as 
decanting proceeded, TNCs upgraded their
Singapore operations.11 One example is a 
Japanese integrated circuit maker which started off 
as a labour-intensive maker of wire harnesses and 
connectors. The company moved this operation to 
Johor (Malaysia) but upgraded the Singapore
operation by introducing an entirely new product line.
In other cases, the upgrading of the Singapore 
operations took other forms, ranging from significant 
automation efforts to introducing product and process 
research and development. As product lines were 
transferred, the Singapore operations often became 
the technical support centre for operations in
Malaysia and Thailand. Technical personnel from the 
Singapore operation played an important role for 
Malaysian and Thai operations in terms of start-up, 
training of workers and trouble-shooting in the initial 
phases of operation. Singapore has also been used 
as a training base for Malaysian and Thai staff, an 
option which was considered to be cheaper than 
sending the staff to the home country of the TNC for 
training. The components and sub-assemblies 
produced in Thailand and Malaysia are sometimes 
brought back to Singapore for final assembly. The 
Singapore-Malaysia-Thailand network is an interest- 
ing trend in intraregional investment greatly facilitated 
by the use of ICT and supported by the ICT 
infrastructure in the three countries.

The experience of the NIEs shows that, by 
blending their national ICT capability with imported 
technology, an accelerated growth rate in the 
production of ICT products can be achieved within a 
relatively short period of time. Some of these

11 This issue is discussed in S. Natarajan and Tan 
Juay Miang, The Impact of MNC Investments in Malaysia, 
Singapore and Thailand (Singapore, Institute of Southeast 
Asian Studies, 1992), p. 18.
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economies are now capable of providing other 
countries with both technology and capital. Large 
investments in China, Malaysia and Thailand have 
been made by Japan, the Republic of Korea, 
Singapore and Taiwan Province of China, as well as 
Hong Kong, China, and these economies are now 
beginning to invest in the SAARC countries. While 
the labour intensity of the production and technology 
used is often closer to the market conditions of host 
countries, they in turn acquire capital inputs, a new 
breed of ICT, and new management and organiza- 
tional expertise.

Local capability-building in the 
production of ICT products

The NIEs were very successful in attracting 
FDI into their ICT industries and in building up their 
technological capabilities. In general, countries built 
advanced ICT capabilities in stages: first they 
obtained access to the technologies and the use of 
ICT systems; they then built or implemented large 
ICT systems and undertook infrastructure projects; 
finally, they produced ICT products and systems 
domestically. While the Republic of Korea and 
Taiwan Province of China have generally relied on 
FDI only to a modest extent, the electronics industry 
is an exception. In particular, the Republic of Korea 
encouraged the importation of more advanced 
technology by liberalizing its FDI policy, and this 
policy shift increased ICT transfer through FDI. 
Capitalizing on contacts with TNCs in equipment 
manufacturing arrangements, local industry acquired 
the basic skills and absorptive capacity to manufac- 
ture ICT applications. Once the basic absorptive 
capacity was established, licensing arrangements 
were quite frequently used to acquire advanced 
technologies. Technological advancement in the 
form of strategic alliance with TNCs from developed 
countries helped these companies from the Republic 
of Korea to close the technology gap, for example, in 
DRAM chip production. As a result, they have 
recently become successful in developing and selling 
their own brand name ICT products in the United 
States and Europe. To overcome cost pressures at 
home resulting from rising wages and an appre- 
ciating domestic currency, in the early 1980s these 
companies began to shift the production of electro- 
nics to China, India, Indonesia, Malaysia, Mexico, the 
Philippines, Portugal, Thailand and Turkey.

Singapore’s manufacturing sector has been 
mainly TNC-driven and the share of local firms in 
total manufacturing output has been consistently less 
than 30 per cent since the mid-1970s, decreasing to
25 per cent in recent years.12 The electronics 
industry is of strategic importance to the economy in 
terms of output, value added, exports, technology 
generation and spillover effects to the economy. In 
1994, the industry accounted for about 12 per cent 
of GDP, over 50 per cent of manufacturing value 
added and 62 per cent of domestic exports, as well 
as over 50 per cent of total expenditure on research 
and development in 1995. While the spillover effects 
to supporting industries and services through 
backward and forward linkages are important, the 
main benefits come from the TNC-leveraging strategy 
which Singapore has adopted to maximize techno- 
logy transfer over time. Technological learning within 
subsidiaries of TNCs in the semiconductor industry, 
the hard disk drive industry and the consumer 
electronics industry in Singapore has been examined 
and the findings are presented in box VI.3.

Malaysia has become one of the leading 
manufacturers of electronic components. The main 
industries are electrical products, electronics and 
textiles and, in all three, FDI was very significant. 
However, generally few local or foreign firms under- 
take high value-added or technology-related activities 
like design and development. For example, techno- 
logy transfer from TNCs to the electronics and 
electrical goods sector in Penang has progressed 
from the adoption stage to a skill level at which local 
technical workers are able to master operational 
skills and carry out maintenance and repair activities. 
However, very few of the firms have the capability to 
conduct independent research and development 
activities. One of the major reasons for this is the 
strategic preference of TNCs to retain their centres 
for research and development in their headquarters. 
Another indication of the lack of integration is that 
more than half of the firms source less than a

12 Local participation within manufacturing is more 
prominent in the more labour-intensive industries (for 
example, textiles and garments, food and beverages, wood, 
rubber and plastic products), while high foreign-capital 
participation is concentrated in the technologically more 
advanced sectors such as industrial chemicals, petroleum 
refining, electrical goods/electronics and precision equip- 
ment.
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Box VI.3. ICT industries in Singapore

Singapore is a leading example in the region of 
development and upgrading of ICT-intensive industries. 
The following account provides a glimpse of the progres- 
sion of the major types of ICT industries in the country.

Semiconductors

Semiconductor activities began with assembly and 
testing. During the 1980s, designs for semi-customized 
chips and wafer fabrication were introduced selectively. 
Companies also introduced regional management and 
marketing and distribution services for the Asian and 
Pacific region. In 1992, around 5 per cent of the world’s 
chip testing was carried out in Singapore. For each of 
the TNCs, the choice of location was determined by a 
combination of corporate strategies towards internationali- 
zation and capacity expansion, and host country attrac- 
tions (for example, the infrastructural advantages of 
Singapore over competing locations). The TNCs found 
Singapore a congenial and efficient location in which 
to set up mature, labour-intensive operations and then 
to expand and upgrade. The TNCs chose Singapore 
because of its efficient air and sea ports, the relative low 
cost and high skills of the labour force and the 
availability of government assistance. In each case, 
operations began with labour-intensive production, prima- 
rily the assembly and testing of mature products such as 
discrete semiconductors, and linear and bipolar inte- 
grated circuits. Over time, TNCs introduced more 
complex products requiring greater engineering support, 
sophisticated processes, personnel training, some 
automation and more intensive quality control. This led 
firms to cooperate with local university engineering 
departments and, more recently, the government’s 
Institute of Microelectronics.

NEC Corporation provides an example. It was 
incorporated in Singapore in 1976 and went through a 
series of product transitions, beginning with transistors in 
1977 and linear integrated circuits in 1979. By 1986, it 
was assembling 256K DRAMs, and by 1991, the 1 and 4 
megabit DRAMs. With each product transition, testing 
and assembly became more complex and automated.

Initially, wafer fabrication took place outside 
Singapore in the TNC parent plants. It required greater 
investment in skills (especially engineering), plant, 
machinery, technology and management. By 1984, 
Singapore was able to meet these conditions, and SGS- 
Thomson became the first chip maker to set up wafer 
fabrication in the Asian and Pacific region outside Japan. 
Then in 1990, Texas Instruments became a partner in a 
sub-micron (that is, leading-edge) joint venture called 
TECH Singapore, to fabricate 4 and 16 megabit chips.

TECH Singapore was a shared $330 million venture 
between Texas Instruments (26 per cent), the Singapore 
Economic Development Board (26 per cent), Canon (24 
per cent) and Hewlett Packard (24 per cent). The 
partner firms gave several reasons for fabricating wafers 
in Singapore, including the growing importance of the 
market in the region which justified investment closer to 
customers; high levels of capacity utilization owing to 
Singapore’s efficient infrastructure and the willingness of 
management and workers to work long hours overtime; 
benefits to firms from policies and incentives through the 
Economic Development Board; and relative low cost of 
production engineers in Singapore compared with 
Europe, the United States and Japan. (One company 
estimated that the entry level salary for an electronics 
engineer in Singapore was roughly 50 per cent of the 
cost of the American equivalent.)

As TNC subsidiaries graduated to more complex 
products and processes, more mature products were 
transferred to Malaysia and other low-cost sites. Texas 
Instrument’s joint venture (TECH Singapore) and SGS- 
Thomson’s wafer fabrication facilities also experienced a 
catching-up with their TNC parent firms, but this process 
is by no means complete. In 1992, little mainstream 
product design or research and development was carried 
out in Singapore. Output produced in Singapore was 
advanced and mainstream, but not at the leading edge 
(for example, 4 and 16 megabit DRAMs, rather than 64 
megabit). Some companies continue to conduct most of 
their product design and research at parent head- 
quarters.

Hard disk drives

During the 1980s, Singapore’s hard disk drive 
industry grew to become a multi-billion dollar industry. 
Modern hard disk drive production is a large volume, 
high-precision, automated activity which requires invest- 
ment in computerization, continuous engineering and 
research back-up for new product design. Singapore 
was the world’s largest producer of hard disk drives in 
1991 and 1992 and its industry was dominated by 
American producers. Firms began with relatively simple 
assembly tasks but quickly moved to manufacturing, 
product development and marketing.

The companies chose to locate in Singapore 
because of tax and other incentives, low labour and 
engineering costs (compared with the United States), 
effective training schemes and efficient air and sea 
freight systems. Around 60 per cent of total hard disk 
drive sales were exported to the United States,

(Continued overleaf)
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compared with 25 per cent to EU and 10 per cent to the 
region. At the time of start-up, there was little local 
supporting industry, but with expansion, foreign materials 
and component suppliers followed the TNCs into 
Singapore. In consequence, locally purchased materials 
and domestically manufactured inputs significantly 
increased.

Consumer electronics

Consumer goods firms were the first to become 
established in Singapore. One of the earliest entrants 
was Philips Singapore, which began its commercial 
activities in Singapore in 1951. It started producing 
radios and PABX in the late 1960s and diversified 
into domestic appliances (mostly flat irons), cassette 
recorders, televisions and components in the 1970s. By 
the 1980s, it had upgraded to produce test automation 
machines, precision moulds, audio equipment, colour 
televisions, compact disc players and tuners, while 
continuing to manufacture precision tools and dies for 
other Philips factories. By 1992, with operations 
generally requiring sophisticated engineering support, it 
hired many graduate engineers and technicians from 
Singapore.

AT&T Consumer Products Pte Ltd. (ACP), a 
relatively late entrant, started in 1986 with an investment 
of S$100 million, making corded (standard) residential 
telephones, mostly for the United States market. As 
labour costs increased, it relocated more mature pro- 
ducts to a satellite factory in Batam, Indonesia (part of 
the ASEAN growth triangle). New products were 
introduced to the main plant in Singapore. By 1990, 
ACP was AT&T’s corporate centre for top-of-the-range 
cordless telephones, with the design and development of 
new digital phones being carried out in-house. The plant 
was advanced by world standards, using automated 
processes and computerization and requiring high-quality 
engineering support to ensure output standards. Lines 
were able to switch from one type of product to another 
fairly quickly. Local research was responsible for 
providing design support for ACP and its suppliers in the 
region. With the close business and technological 
relationships between ACP and its supply partners, local 
companies were linked to ACP by computer to relay 
purchasing and other business information back and 
forth. By providing these suppliers with engineering 
support, ACP helped to train local firms in advanced 
manufacturing techniques and modern business 
practices.

Both ACP and Philips have formal training 
programmes and formed educational links with local 
institutions. As of 1992, they supported 70 programmes 
for basic training, skills upgrading and quality control. 
ACP also funded scholarships at the National University

of Singapore and Nanyang Technological University. 
Both firms were involved in the government’s local 
industry upgrading programme to assist local suppliers in 
improving their production systems, product quality and 
management efficiency. Philips first established educa- 
tional links in 1971, with a four-year craft apprenticeship 
programme organized with the Ministry of Education to 
supply craftsmen and technicians and in 1975, Philips 
collaborated with the Economic Development Board to 
establish the EDB-Philips Government Training Centre for 
precision engineering training. This demonstrates that, 
with appropriate government policies, TNCs can be 
persuaded to train local employees and transfer techno- 
logy to their subsidiaries.

The development of indigenous 
electronic firms

Although TNC electronic firms started going to 
Singapore in the mid-1960s, the development of the 
indigenous component of the electronics industry was 
negligible until the 1980s. Also, Singapore did not have 
a large number of students going to the United States to 
be trained in electronics technology. While the influx of 
foreign investment and production did provide many 
Singaporean engineers and technicians with training and 
exposure, much of this was in manufacturing process 
technology, not in product technology know-how. The 
transfer of know-how took place mainly through the 
involvement of indigenous firms in the electronics 
contract manufacturing and supporting industries, rather 
than the development of original design brands. The 
dominance of TNCs in electronics continued in the 
1990s. Although foreign majority firms form only 56 per 
cent of all electronic firms in Singapore, they accounted 
for 85 per cent of the electronic industry's total capital.

An increasing number of indigenous electronic 
firms did emerge in Singapore in recent years, particu- 
larly in the personal computer sectors, where the 
barriers to entry are lower than in mass consumer 
electronics and semiconductors. At least 20 indigenous 
Singaporean firms now have sales of S$100 million or 
more. These include Creative Technology and Aztech, 
which are the world leaders in audio card and multi- 
media products; IPC and GES, two leading own-brand 
personal computer manufacturers; and a large number of 
contract manufacturing firms such as Venture Manu- 
facturing, Wearnes Technology, Natsteel Electronics, 
Flextronics, Tri-M, Eltech and Gul Technologies. These 
local private companies have grown primarily through 
their own strategies to compete with foreign firms, 
although various forms of government assistance 
schemes and technology transfer from public research 
and development institutes may have helped them to a 
certain extent.
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Development o f electronics supporting  
industries

The number of firms that supply various inputs 
and services to the electronics sector has grown signifi- 
cantly. These supporting industries are involved in a 
variety of activities, including plastic mouldings, metal 
stamping and tool and die making, precision parts and 
components, electroplating and finishing, mould making, 
jigs and fixtures, casting, printed circuit boards assembly, 
and industrial automation equipment. They are domi- 
nated by local SMEs, many of which have become

publicly listed on the local stock exchange over the last 
three or four years. Several have regionalized their 
operations; as well as serving TNC operations based in 
Singapore, they increasingly supply TNC operations in 
Malaysia, around the region and, in some cases, world- 
wide.

Source: The information for this box was drawn 
from Michael Hobday, Innovation in East Asia: The 
Challenge to Japan (Aldershot, Edward Elgar, 1995), pp. 
136-161.

quarter of their input from local firms. One reason is 
that the required inputs are not available; another is 
the tendency of foreign firms to rely first on their 
own suppliers at home or their subsidiaries which 
have relocated to Malaysia. In the Penang region, 
where over 100,000 electronics workers are 
employed, 80 of the 150 electronics factories are 
foreign-owned. The intense competition between 
TNCs in the electronics industry has led to some 
transfer of product and process technologies to local 
subcontractors that are relatively strong techno- 
logically.

FDI in the Philippines has been particularly 
striking since 1992, with much of this in the electro- 
nics and electrical machinery industry, producing 
export products such as magnetic disk drives, optical 
readers, computer parts and telecommunications 
equipment. These are mainly based on subcontract- 
ing arrangements with labour-intensive assembly and 
relatively low domestic value added. In response to 
the deregulation and export-promotion policies 
introduced by the Government of Indonesia since the 
mid-1980s, a number of well-known TNCs (mainly 
from Japan and the Republic of Korea) in the 
consumer electronics industry have established, 
modern, state-of-the-art, export-oriented operations in 
Indonesia to assemble audio and video equipment 
for export. However, a strong local supporting 
industry capable of manufacturing quality parts and 
components at low cost is still lacking. Local 
supplier firms need stronger institutional support for 
technology upgrading, standardization, laboratory 
testing and manpower training. In Thailand, subcon- 
tractors of electronic firms have gained a basic level 
of understanding of three types of technology: 
product, quality control, and process technologies.

One of the most important issues for ICT- 
related technology transfer in industrial development 
in the Central Asian republics should be the potential 
contribution of FDI and technology transfer to the 
conversion of military production for civilian purposes. 
The first steps in this direction have already been 
taken. In Uzbekistan, for example, since most of the 
military suppliers were involved in the production of 
electronic and radio equipment, personal computers, 
radar and acoustic installations, printed circuits and 
electrical systems, the easiest conversion for many of 
these enterprises was the production of electric and 
electronic equipment such as electrical household 
appliances. Several defence conversions have been 
completed, some of them with the active participation 
of foreign investors, who brought in both the capital 
and the technology. The largest of these were 
Algorhythm Electronics enterprise, a joint venture 
with Daewoo; Semurg Electronic enterprise which 
produces radios and televisions for the local market; 
Zenith Electronics enterprise in a joint venture with 
Daewoo to produce household appliances; and 
Kinap enterprise, which also produces household 
appliances. It is quite obvious from these examples 
of enterprises undergoing the conversion process 
that their success relies partly on partnerships with 
foreign investors to acquire the technologies and 
know-how needed to create new products, to gain 
access to regional and eventually global markets and 
to finance a portion of the conversion.

China provides TNCs with special preferences 
and incentives for the transfer of advanced techno-
logy, including communications and electronics. 
Large TNCs such as AT&T, Motorola, Nokia and 
Siemens have invested in telecommunications in 
recent years. Motorola has already invested $120
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million and is now in the process of investing 
another $400 million in a technologically advanced 
plant. AT&T’s multi-faceted operations in China 
include the manufacturing of programme-controlled 
switching systems and large-scale integrated circuits, 
a joint research and development centre, the transfer 
of microelectronics manufacturing technology and the 
development of telecommunications networks.

During the period from 1985 to 1994, many 
electronics enterprises were established in China, 
with a total investment of $4 billion, and the industry 
now has an annual production capacity of 20 million 
colour television sets and 15.2 million tubes. Seven 
per cent of the design work in the 10,000 large and 
medium-sized enterprises in the different sectors 
will be done through computer-aided design tech- 
nologies. Production in 140,000 enterprises uses 
domestic computers. In 1994, the industry exported 
$12 billion worth of products. Of the current 113 
colour television production lines, 72 have been 
partly or wholly imported. The imported assembly 
plants have come from most of the world’s major 
television manufacturers, which has posed problems 
for component standardization and compatibility, and 
low economies of scale and local content. The total 
import bill for parts and components has been 
$300-400 million per year, which is much higher 
than importing the assembly lines themselves. 
Because of the limited ability to supply parts 
domestically and difficult access to foreign ex- 
change, most of the imported colour television lines 
are only operating at 25 to 30 per cent of their 
capacity.

In India, the telecommunications area was 
opened to FDI as a part of changes in the industrial 
policy in 1991 and other reforms designed to make 
the Indian industry more competitive, encourage FDI 
and enhance exports. While these measures did not 
stimulate the growth of ICT production in India in the 
short run (see table VI.2), India does provide a good 
example of the transfer of research and development 
activities by some TNCs to developing countries. 
Motorola has set up an advanced microprocessor 
laboratory at the Indian Institute of Technology, 
Kanpur, designed to introduce a new postgraduate 
course on microprocessor design. Motorola has also 
set up its largest software development facility in 
Bangalore to design semiconductor products. India 
has also attracted considerable foreign investment 
into research and development by Microsoft and

Texas Instruments. The primary driving force behind 
the location of research in India is the availability of 
appropriate skilled personnel of high quality to cater 
for the needs of sophisticated research work.

The Indian software industry’s core com- 
petency is in developing customized software. It has 
gained worldwide recognition through large 
customization and downsizing projects for inter- 
national customers. The Ministry of Science and 
Technology of India has created a technical develop- 
ment fund which provides foreign exchange for the 
import of special value-added equipment, technical 
know-how, foreign consultancy services, designs and 
drawings and any other inputs needed by an 
industrial unit to meet its export capability and 
upgrade its ICT-related transformation.

Small and medium-sized 
enterprises and investment in ICT

SMEs are becoming increasingly involved in 
ICT industries. They are often subcontractors and 
suppliers of parts and components to large-scale 
companies, including TNCs. These firms have taken 
advantage of vertical linkages in the outsourcing 
process and the componentization of production. 
SMEs have increasingly engaged in FDI between 
developing economies through joint ventures. This 
investment has been significantly driven by increased 
access to information through the Internet and better 
communication networks. As a result, foreign inves- 
tors have been in a better position to seek out local 
partners and suppliers while SMEs have gained 
better information about prospective partners, 
possibilities for economies of scale and scope, and 
expanding markets. Some SMEs have followed their 
larger partners abroad to continue relationships with 
large-scale customers. FDI involving SMEs in the 
Asian and Pacific region is, however, quite small, at 
only about 10 per cent or less of FDI inflows in 
many Asian countries. This is estimated at 10-20 
per cent of FDI outflows for major Asian investors, in 
particular the Republic of Korea, although the figure 
is somewhat higher for Japan.13

13 UNCTAD, Handbook on Foreign Direct Investment 
by Small and Medium-sized Enterprises: Lessons from 
Asia (United Nations publication, Sales No E.98. II. D .4), 
pp. 28-31.
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ICT PLANNING INTO 
THE TWENTY-FIRST CENTURY

Many countries in the region have now 
recognized the importance of the production and use 
of ICT for competitiveness and growth, and ICT has 
become a major focus of national investment 
strategies.14 Developing countries are increasing 
their spending on ICT significantly, but they have a 
long way to go compared with developed countries 
like Japan and the United States. In the United 
States, business spending on computers alone rose 
by 86 per cent during the period 1994-1998, 
compared with a 40 per cent increase in other types 
of investment.15 Several developing countries in the 
region have developed ICT plans for the next 
century which they expect will attract domestic and 
foreign investment for development, production, 
transfer and application of ICT. Examples are the 
Three Gold project of China; Malaysia’s ICT plan 
and Vision 2020; the National Information Technology 
Plan 2000 (NITP 2000) of the Philippines; the 
Korean Information Infrastructure of the Republic of 
Korea; Singapore’s IT2000; and Viet Nam’s national 
programme on IT2000. Such plans usually also 
include national information infrastructure initiatives 
aimed at sustaining and expanding the competitive 
advantage of the economies.

The essence of the Singaporean programme is 
the synergistic development of a well-integrated and 
extensive national information infrastructure based on 
advanced ICT. Its implementation is expected to 
help Singapore to become a leading information 
society. The National Computer Board will be the 
government’s chief information office and will 
outsource computer services. New flagship projects 
worth $200 million have been initiated in eight 
key sectors: education, construction, manufacturing, 
distribution, leisure and tourism, health, library, and 
public services. The Board will help to meet the

14 See “Regional economic cooperation as a means 
for developing and promoting new advances in information 
technology for industrial and technological applications in 
Asia and the Pacific” (E/ESCAP/SREC(9)/2).

15 “The twenty-first century economy", Business Week,
31 August 1998.

requirements for ICT professionals needed for the 
next phase of the plan, but will rely upon universities 
and the private sector to train them.

Hong Kong, China has very sophisticated, 
advanced telecommunications at relatively cheap 
rates. In a workforce of 3 million people, there are 
already 1.1 million pagers and 800,000 mobile 
phones, constituting very high penetration per 
person. Hong Kong, China has a fibre optic infra- 
structure and most buildings will be fibre-cabled by 
1998. Value-added networks and services are to be 
delivered over these conduits, including electronic 
commerce, electronic trading, electronic delivery of 
services, video-on-demand and government services. 
A government computer network links major govern- 
ment departments and will be the basis for providing 
bilingual public access to government databases 
such as the land registry, legislation, court cases 
and trade. Perfecting Chinese language input, 
character recognition and voice recognition on com- 
puters will be important for achieving greater use of 
computers and telecommunications.

The Government of the Republic of Korea is 
building its information infrastructure by implementing 
the Korea Information Infrastructure initiative over a 
period of 15 to 20 years. The government has 
created a steering committee at the interministerial 
level. In addition, a subcommittee for coordination 
among participating ministries has been actively 
working on a superhighway project. The country 
realizes that the future information society primarily 
depends not only on how efficiently the high-speed 
communications networks are constructed, but also 
on how effectively they are utilized.

The National Information Technology Plan 2000 
of the Philippines provides an overall strategy to 
create a population that is ICT-knowledgeable. The 
broad objective is to harness the full potential of ICT 
to maximize social economic development. Some of 
the elements are currently being implemented. Viet 
Nam has spent the last several years getting ready 
for the information revolution. Central administrative 
arrangements have been set up and policies and 
plans created for the development of a computer 
industry and to promote information technology 
throughout the country. The steering committee for 
the national programme for information technology 
has issued two key documents on policy on infor- 
mation technology development in Viet Nam up to
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2000 and on a master plan up to the year 2000. 
However, the country still has some way to go in 
putting in place the requisite hardware, software and 
systems.

An example of a thriving national focus on 
the development of ICT to boost national competi- 
tive advantage is Malaysia. The ICT industry in 
Malaysia is being concentrated along the Multi- 
media Supercorridor that stretches 50 kilometres 
south from Kuala Lumpur. The development of the 
supercorridor includes participation by leading TNCs 
in ICT through FDI and substantial investment by 
the government. It is based on the use of the 
most modern technology at a relatively low cost of 
connection. The Multimedia Supercorridor boasts 
two of the world’s first “smart cities” , Putrajaya and 
Cyberjaya, and it will eventually lead to full 
electronic government, a totally automated hospital 
system, smart schools (all of Malaysia’s schools are 
projected to have Internet access in the near 
future), research and development clusters con- 
sisting of universities and corporate centres, and 
multipurpose smart card systems. The computer 
services market, including data entry, systems 
integration, custom programming, data processing 
management and maintenance, outsourcing ser- 
vices, and virtual reality systems represents 
approximately 30 per cent of the current ICT market 
in Malaysia. The country has already introduced 
the legal and regulatory reforms necessary for the 
implementation and effective functioning of the 
supercorridor, including a full body of cyberlaws for 
ICT applications governing electronic transfers, elec- 
tronic signatures and other technological features. 
Intellectual rights legislation will also be expanded 
to fully cover ICT products.16

Many least developed countries and island 
developing countries have particular difficulties in 
developing their information infrastructure because 
of lack of funds, experience and expertise, and 
the unavailability of qualified human resources. In 
this regard, active participation of the private sector 
acting in close cooperation with the government 
could be an effective tool for information

16 For more information, see What is the MSC? 
<http://www.mdc.com.my/msc> (12 February 1999).

infrastructure development. Such an approach is 
used in Maldives.17 Prior to 1988, domestic 
telecommunications were operated by the Depart- 
ment of Posts and Telecommunications, which was 
unable to meet the level of funds necessary to 
realize the country’s development potential. A joint 
venture company was set up between the 
government and Cable & Wireless, with the 
government maintaining the majority share, to 
encourage further investment and to ensure the 
availability and use of the latest technology. The 
new company was granted exclusive rights of 
operation for 10 years and, in return, the govern- 
ment was able to impose certain regulations, 
including the requirement that a national network 
permitting access to the whole population should 
be set up.

The role of the Department of Posts and 
Telecommunications changed from operator to 
regulator with the following main duties: to issue 
operating licences, including transmission station 
licences; to monitor the quality of service provided 
by the operator; to regulate tariffs; to consider public 
complaints and take necessary action; to implement 
government policy on telecommunications; to allocate 
and control the radio frequency spectrum; to set 
technical standards and ensure compliance; and to 
represent the country in regional and international 
telecommunications organizations. The growth of the 
Internet in Maldives has increased the use of 
computers for information gathering, processing and 
dissemination. The private sector, particularly the 
tourism industry, which is the second largest industry 
after fisheries, has started using the Web as a 
cost-effective way of advertising and maintaining 
contact in a dispersed island economy. Small 
businesses have started to provide Web page 
publishing, e-mail servicing and also, to some extent, 
voice and facsimile servicing through the Internet. 
The government now intends to evaluate the need 
for the liberalization of the sector in order to achieve 
its target of basic telephony access to all the 
inhabited islands of Maldives by the turn of the 
century.

17 The information on Maldives was provided by the 
Ministry of Communication, Science and Technology of 
Maldives (22 December 1998).
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While national efforts have been stepped up 
to upgrade the availability and utilization of ICT in 
many countries, the success of such upgrading is 
dependent on supportive regulations, and govern- 
ment policies with regard to the free flow of 
information. As several governments have restricted 
Internet access for various reasons, the effective 
utilization of this information tool will be constrained. 
However, it is recognized that proper regulation will 
have to be established to ensure stability and 
orderly use of ICT, consistent with such consi- 
derations as protection of privacy and respect for 
cultural morals.

The new and still evolving applications of ICT 
have further spurred globalization of production 
systems, especially through FDI by TNCs, and has 
induced companies, big and small, worldwide to 
invest in these applications to sustain and strengthen 
their competitiveness. ICT is enabling SMEs to 
enter the international business environment either 
as subcontractors for larger companies or as 
partners with other SMEs. Some of these may grow 
into the TNCs of the twenty-first century. ICT is an 
effective tool for skills development as well. The 
componentization of production, facilitated by ICT, 
also increases the possibilities of an increased 
number of developing countries attracting investment. 
As such, its role is pervasive.

In this light, it is necessary for governments to 
consider the new vulnerabilities facing their domestic 
industries in an ICT-intensive world. In this context, 
three risks appear to be of immediate concern. 
First, the role and position of foreign TNCs in the 
production structures of many industries are likely to 
become stronger and more pervasive. There is thus 
a risk that it will be more difficult to stimulate the 
development of local entrepreneurship. In addition, 
under the WTO Agreement on Trade-related Aspects

of Investment Measures, governments are con- 
strained in supporting their domestic enterprises as 
they did in the past by using such measures as 
local content requirements or trade-balancing 
requirements. Modalities for addressing the stimula- 
tion of local enterprises such as programmes for the 
provision of credit, infrastructure and transportation 
facilities, and training/retraining will need to be 
strengthened in order for these entrepreneurs to 
become competitive or to be able to develop 
cooperative relationships with foreign TNCs. 
Second, there are balance-of-payments risks in that 
the inflows of capital from FDI do not necessarily 
match outflows of remittances of profits and interest, 
and there are likely to be periods of unanticipated 
deficits on the capital account and sometimes even 
prolonged deficits. One way of addressing this is to 
try to encourage FDI flows more into tradeable 
sectors rather than non-tradeables such as property, 
construction and provision of infrastructure, from 
which there are no foreign exchange receipts. In 
this regard, the use of electronic commerce over the 
Internet will make it more difficult to keep track of 
inflows and outflows of funds. Third, the use of ICT 
means that companies are not having to invest in 
large factories so that their production units become 
more footloose and can be moved from one location 
or country to another more easily. This implies that 
a government cannot count on the presence of a 
TNC over the longer term as part of its development 
strategy unless it maintains the locational attrac- 
tiveness of its economy. There is a risk of destruc- 
tive competition whereby governments offer more 
and more inducements to TNCs to invest or stay in 
their country, unless there are some agreed rules of 
the game. As the growing application of ICT is an 
ongoing phenomenon, these increased vulnerabilities 
of developing countries should be addressed 
collectively through regional and international 
cooperation.
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FINANCIAL FLOWS

ICT has a crucial role to play in the financial sector 
in at least three main areas: improving the range 

and efficiency of banking services available to 
customers, lowering costs and increasing the 
efficiency of capital markets, and allowing for more 
effective regulation of all types of financial markets 
and related transactions. The use of ICT enables a 
better delivery of banking services to both depositors 
and borrowers within a country and between 
countries. ICT has a central role in the operations 
of various capital markets such as stock markets, 
bond markets and foreign exchange markets, and it 
is intensively used by market organizers, market 
professionals and investors in these markets. ICT is 
also an essential tool for supervisory or regulatory 
bodies of these various markets at both national and 
international levels.

DOMESTIC BANKING SYSTEMS

The earliest commercial users of compu- 
terized systems were banks because of their daily 
repetitive-type operations. The computerization of 
banking operations in the developing countries in 
the Asian and Pacific region, such as the recording 
of deposits and withdrawals and the issuing of 
customer statements, started more than 20 years 
ago. There has been progressive computerization 
of other customer services such as reconciliation 
of inter-branch transactions of a bank using a LAN 
system, and preparation of management reports 
on accounts, calculation of interest received and 
paid, calculation of overdraft limits of customers, 
and other statistical reports, including those for 
the regulatory authorities. There has also been 
progress on the use of ICT to facilitate remittances 
and transactions between different banks and over- 
seas transactions in foreign currencies. However, 
progress has been quite limited in practically all 
domestic banks in all developing economies of the 
region in the computerization of credit and risk

assessments of clients and the processing of 
loans, whereas such use is at an advanced stage 
in major international banks. In this area, compu- 
terization can be very helpful in reducing the 
incidence of fraud and defaults.

In recent years, the use of automated teller 
machines has become significantly more wide- 
spread. ATM is an on-line system capable of 
reading ATM cards, verifying PIN numbers, counting 
and dispensing cash, and printing receipts. It is 
a prime example of financial service flexibility 
enhanced by ICT to allow customers to deposit and 
withdraw funds, check balances, pay for utilities, pay 
insurance premiums, or even settle equity trans- 
actions 24 hours a day throughout a country (or the 
world for some banks). The use of ATMs helps 
banks in reducing staff costs, speeding up trans- 
actions and providing a more convenient service for 
customers. ATMs started in urban areas and 
customers were restricted to using only proprietary 
ATMs. Now, in several countries, they are available 
in small cities and towns and there are interbank 
arrangements on the use of ATMs. These have 
been a significant source of income for many banks 
from the fees that they charge users.

In the early 1990s, the Asian Productivity 
Organization undertook a survey on the use of ICT 
in various sectors of selected Asian countries, 
including the banking sector.1 This report noted 
that, in Bangladesh, while almost every commercial 
bank and the central bank had computers, their 
use of the possible applications of ICT varied 
considerably. The most extensive use was by the 
large foreign banks such as the American Express 
Bank, with an emphasis on networks of computers 
to help with reducing costs and increasing the 
speed of settlement of transactions. All banks

1 Asian Productivity Organization, National IT Strate- 
gies and Economic Development (Tokyo, 1996).
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intended to extend the application of ICT to 
compiling statistical returns, payroll, provident funds, 
credit information, interbank clearing house activi- 
ties, and so on. They recognized that ICT applica- 
tions could help to spot fraud and reduce debt 
defaults. As many creditors tended to use the 
same collateral for loans from different banks, the 
banks had decided to share their databases on 
customer credits and liabilities to verify credit 
worthiness. On-line customer services also grew. 
The Central Bank used computers to collate and 
process the vast amounts of data collected from 
government agencies, commercial banks and other 
financial institutions. The output of that process 
was being used by the government in its formula- 
tion of monetary, fiscal and other related policies. 
This description applies to most of the developing 
countries in the region.

In Fiji, computers were used in the banks as 
early as the mid-1970s. Banks are now very ICT- 
oriented, with an emphasis on improving the 
efficiency of customer service and reducing queues 
at teller windows. The banking and financial sector 
in Hong Kong, China is very modern in its ICT 
applications, as befits its role as an international 
financial centre. In India, by contrast, the banks 
outside the main urban areas are still paper-oriented. 
According to a recent edict from the Vigilance 
Commission,2 there is an urgent need to introduce 
ICT into all banks to reduce the incidence of fraud. 
The Commission ordered that 70 per cent of all 
bank operations should be computer-based by the 
year 2000. Given the high costs of connectivity in 
the country, it has been suggested that satellites 
should be used to accomplish that goal. A large 
number of private software companies in India are 
ready to offer computerization automation to banks 
which wish to use it.

In Indonesia, the banking and financial 
institutions in urban areas are using computers for 
accounting activities of various sorts within each 
bank and for the settlement of interbank trans- 
actions, but it is not clear how much this has

2 Central Vigilance Commission of India, Ordinance 
1998, section 8(1 )(h)/98(2), New Delhi, 27 November 1998.

spread to more rural areas. In the Republic of 
Korea, ICT applications in the banking sector have 
a long history going back to the late 1960s. All 
banks had completed on-line savings accounts by 
1977. Today, they are very up-to-date in the 
application of ICT. By 1988, customers of some 
banks could use cash dispensers or ATMs in any 
other bank in the network. As of 1992, there were 
31 financial institutions in the network and the 
number of machines had risen to 9,720 from 1,192 
in 1987. There is also an audio response service 
system, first installed in 1989, which allows 
customers to undertake certain banking trans- 
actions by telephone, as well as an electronic 
funds transfer system among a number of institu- 
tions. In 1991, selected banks started offering firm 
banking and home banking services. All these 
services have rapidly grown in the number of 
transactions completed and the number of financial 
firms participating.

In Singapore, the banking services available to 
customers are highly ICT-intensive. A grouping of 
seven major banks has been operating and further 
developing a network for electronic transfers between 
themselves and with their customers for the last 
decade or so. Home banking through the Internet 
started in 1997. In Thailand, considerable progress 
has been made in the use of ICT; a review of this 
progress was undertaken in 1997 and is summarized 
in box VII.1.

This cursory review shows that, while consider- 
able progress has been made in the very useful 
application of ICT to the banking systems, there is 
still quite a way to go in many countries. Two other 
important considerations emerge. The realization is 
growing that the use of ICT can actively contribute to 
controlling fraud and debt default. Second, the 
increasing use of modern customer services such as 
ATMs can be affected by the costs of connectivity 
within a country. In some cases, banks have 
developed their own dedicated systems. The use of 
satellites to improve the spread of service in India is 
a novel approach.

A recent study on the spread of ATMs in the 
world reports that there were more than 700,000 
machines in operation at the end of 1997 and that 
this figure should increase by almost 50 per cent
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Box VII.1. ICT applications in the Thai financial system 
and their impact

The applications of ICT can be viewed as 
mechanisms to allow financial resources to be allocated 
flexibly across space, time, institutional framework and 
jurisdiction. Detailed examples of these aspects in 
relation to Thailand are discussed below.

Telebanking

Telephonfe banking permits individual bank 
customers to complete transactions without having to go 
to the bank premises, for example, balance checking, 
enquiries about interest rates or exchange rates, inter- 
account fund transfers, and settlements. Between 1992 
and 1996, telephone banking services in Thailand grew 
rapidly and steadily, the growth rate of the number of 
customers and utilization averaging 67 and 33 per cent 
per annum respectively. However, the average number 
of calls per month had fallen from 1.4 million at the end 
of 1996 to 1.2 million by the end of June 1997 with the 
economic slowdown. Meanwhile, the number of cus- 
tomer accounts had continued to rise from 623,328 at 
the end of December 1996 to 834,783 by the end of 
June 1997.

Corporate customers have been offered office- 
banking services analogous to private telephone banking. 
The market size and frequency of use of these services, 
however, have been somewhat lower, growing on average 
by 27 per cent per annum between 1991 and 1996 
(although trending upward to over 30 per cent in 1996). 
As of the end of 1996, there were only 17,367 
customers registered under this category.

Electronic fund transfer at point of sale

At the retail level, the use of electronic fund 
transfer at point of sale (POS) also contributes to the 
ease of economic transactions across space. At each 
point of sale, an electronic data capture machine is 
used to transfer funds from verified bank customer 
accounts to those of the selling unit immediately with 
direct instructions to bank computer centres. This is 
completed without any cash payment. Each POS is 
equipped with a calculator, a magnetic card slot and a 
keyboard for the customer to punch in his or her PIN 
number. POS is then linked to commercial banks 
through telephone lines. With the correct magnetic card 
and PIN number issued by a bank to its designated 
customer, the machine will then proceed to verify if the 
account balance is sufficient for the transaction and 
complete it accordingly. Owing to the limited number of

member selling units, mainly major department stores, 
and the fact that electronic data capture machines are 
expensive, the use of POS was not widespread up to 
1994. In fact, the number of customer utilizations fell 
from 14,198 per month in 1990 to only 2,888 per month 
in 1995. Since 1996, however, with the increasing 
popularity of debit cards and a campaign by commercial 
banks to install electronic data capture machines in 
department stores, supermarkets, hospitals etc., the 
number of POS had risen from 486 in 1995 to 2,585 by 
the end of June 1997, and the number of transactions 
to 12,450 per month.

Automated teller machines

Commercial banks in Thailand expanded a 
number of services using plastic cards, ranging from 
ATM cards, credit cards and debit cards to smart cards 
which, through the use of microchips, can perform 
multifunctions, giving customers more convenient delivery 
of services by lowering the need to hold various cards 
simultaneously. ATM cards are also being developed, 
and some have already been finalized for utilities and 
telephone bill payments, loan applications, interest rates 
and exchange rates enquiries, as well as details on any 
other services of the bank. The popularity of ATMs 
contributed to their rapid growth: by the end of June
1997, 4,514 machines were located throughout the 
country. ATM cards are among the most widely used 
cards in Thailand. By the end of June 1997, there were
16.1 million ATM cards in use, and total monthly 
withdrawals using these cards averaged 63.3 billion 
baht.

Electronic clearing

In the public sector, attempts to develop a modern 
infrastructure, particularly the three systems introduced 
by the Bank of Thailand to establish electronic clearing 
and settlement systems, have also contributed to 
changes in the ways in which commercial banks 
conduct their business. These systems are bahtnet, 
electronic cheque clearing, and media clearing. Bahtnet 
is an electronic network used by the Bank of Thailand to 
exchange information with its member financial institu- 
tions. This is a system based on a digital lease line 
for real-time information. It can be used for either intra- 
or inter-financial institutions fund transfers, balance 
enquiries, confirmation of transactions, or simply 
announcements.

(Continued overleaf)
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Electronic cheque clearing, on the other hand, is 
part of the “Thaiclear” system, which is used for interbank 
account electronic settlements, particularly cheque 
clearing. It sends high-speed transmissions through a 
digital lease line to the cheque clearing centre, and 
verification of the actual cheques follows. The balances 
resulting from the centre form the basis for intra-day and 
overnight claims of banks on each other. The same day 
clearing enhances client liquidity, while lowering demand 
for manual work and avoiding human errors.

Media clearing is also part of the Thaiclear system 
and is used for interbank settlement of retail customer 
accounts. In this system, member banks send claims 
and transfer instructions to the clearing centre via 
magnetic tapes or discs for the centre to calculate 
balances and settle them through bahtnet.

Capital markets

Stock markets are active users of ICT for clearing 
of trades as well as their placement (see annex for more 
details). This is certainly the case for the Stock 
Exchange of Thailand. The Automated System for the 
Stock Exchange of Thailand was established in April 
1991. This aimed to provide its members with more 
equitable and accessible trading services and to 
decrease the human error inherent in the floor trading 
system. The new trading facility was further developed 
in June 1992 into a scripless system (without physical 
transfer of the equity ownership certificates) by incorpo- 
rating securities deposit services into the trading and 
settlement system. To facilitate trading, in April 1994 a 
service was inaugurated to compile, analyse and 
disseminate securities information electronically in order 
to provide comprehensive, accurate and timely informa- 
tion for the public. Finally, in January 1995, the securi- 
ties deposit service was made into a separate company, 
the Securities Deposit Centre Co. Ltd., designed to take 
care of all back office (settlements, securities transfer, 
deposits and registration) services with intensive use of 
ICT.

Impact

It is not possible to attribute many of the visible 
developments in the financial areas only to the use of 
ICT. However, it should be noted that the average net 
capital inflows into Thailand accelerated from 20 billion 
baht per month during the period 1991-1994 to a peak 
of 50 billion baht per month at the beginning of 1996. 
Most of this rise was attributed to the opening of the 
Bangkok International Banking Facility, which was a new 
modern, ICT-based financial facility authorized to channel 
funds from overseas to the Thai private sector in foreign 
currency.

Concomitantly with its modernization, SET expe- 
rienced a rapid expansion during the 1986-1994 period. 
The average daily trading volume rose from 101 million 
baht in 1986 to over 8 billion baht in 1993-1994.a The 
SET index rose from 207 in 1986 to a peak of 1,683 in 
1993 before falling moderately to 1,360 in 1994. Market 
capitalization rose from 75 billion baht in 1986 to a peak 
of 3.3 trillion baht in 1993.

With ICT advancements, the use of ATMs lowers 
costs and increases ease of transaction. With the 
benefits of POS augmented by telecommunicated adver- 
tisements, the tastes and preferences of people can 
be significantly swayed towards consumerism. Concomi- 
tantly with the spread of ATMs, household average 
propensity to save fell from a peak of 20 per cent in 
1989 to only 11 per cent in 1995b and has remained in 
the 10 per cent range since then.

In addition, with the introduction of bahtnet, the 
electronic cheque clearing system and the media clear- 
ing system, the Bank of Thailand was adding to the 
pressure to modernize the Thai financial system, lower 
the cost of transactions and lower demand for currency 
notes. While such modern infrastructure induces econo- 
mies of scale and enhances the efficiency of commercial 
banking services, it also encourages these banks to 
invest in hardware, software and human resources to 
maintain compatibility, that is, moving towards real-time 
transactions and to construct networks, which adds to 
their costs.

Perhaps most significantly, the more rapid fund 
transfers between corporations and financial institutions, 
as well as among corporations themselves, make the 
central bank supervision of the financial sector, which 
had been concentrated basically on the financial 
institutions, inadequate and in need of modernization.

a Maruay Padoongsith, “Securities and equity 
markets", in Aran Tammano (ed.), Twenty-five Years of 
Thailand's Economic Development: B.E. 2515-2539
(19/2-1996): 25th Anniversary of Maha Thanakit (1997), 
pp. 337-340. (In Thai)

b Roong Poshyananda, “Private saving in Thailand: 
determining factors and channels for mobilization” , 
Papers on Policy Analysis and Assessment (Bank of 
Thailand, 1995), p. 57.

Source: The information in this box was provided 
by Pichit Patrawimolpon, Research Economist, Central 
Bank of Thailand. The microeconomic level data are 
drawn heavily from Varoonrat Chaiyasut, “Future techno- 
logy and banking and finance” , Siam Commercial Bank 
Economic Perspectives, December 1997. (In Thai)
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over the following five years.3 The Asian and Pacific 
region was the largest market, with 245,000 
machines installed, or 35 per cent of the world total. 
About 55 per cent of these were in Japan. Japan 
had the highest ATM density relative to population 
in the world at 1,080 ATMs per million inhabitants; 
the Republic of Korea was second at 791 machines 
per million persons and Singapore was sixth with a 
density of 547. In the forecasts to the year 2002, 
China is likely to become third on the list in terms of 
number of machines, after the United States and 
Japan. In terms of the rate of growth in the number 
of ATM installations, it is expected that India will 
have the highest rate at 652 per cent, China will 
grow at 275 per cent, Indonesia at 220 per cent and 
Thailand at 150 per cent.

A few developing countries of the region have 
started to use smart cards. For example, the Thai 
National Electronics and Computer Technology 
Centre, under the mandate of the National Informa- 
tion Technology Committee, has been working on 
developing an electronic commerce framework for 
Thailand that will encompass financial and payment 
issues. The Centre has led a group of volunteers, 
the Thailand Smart Card Working Group, in 
developing recommendations for smart card 
implementation in Thailand. Set up in February
1998, the working group has members from more 
than 50 government agencies, financial institutions, 
research and education institutes, and private 
companies. The working group believes in 
seamless smart card interoperability. It intends to 
propose a set of recommendations on standards for 
implementing smart card applications to the 
Thailand Industrial Standards Institute. It is also 
supporting cooperation among working group 
members to run a smart card pilot project that will 
demonstrate the usability of the recommendations.4

3 Retail Banking Research Ltd., The Global ATM 
Market to 2002 (e-mail: ku.oc.nomed.ndlrbr @retsambew ).

4 See “The roles of the National Electronics and 
Computer Technology Centre and the National Information 
Technology Committee on electronic commerce development 
in Thailand” by Thaweesak Koanantakool, Director, National 
Electronics and Computer Technology Centre, Ministry of 
Science, Technology and Environment, paper presented at 
the Expert Group Meeting of Trade Promotion Policy
Experts, held at Bangkok on 2 and 3 December 1998.

On-line debit service, ATM networks, cash cards 
and electronic settling of credit card payments have 
been progressively introduced in Singapore since 
1986. Today, anyone in Singapore can get to 
school or the office, buy groceries or use a pay 
phone with a plastic card, a cash card, an ATM 
card, a prepaid card or a credit card. Telephone 
banking and using ATMs to buy shares or pay bills 
are routine, and the use of connections through the 
Internet is growing. The first electronic, Internet- 
based, billing service in Singapore was launched in 
November 1998 to allow customers to post bills 
and invoices through a secure Web site and for 
those billed to receive and pay their bills. The use 
of electronic banking services, including services 
which enable customers to do their banking and 
issue and pay bills through a touch-tone telephone, 
personal computer, videotex terminal or television 
have existed since the late 1980s in the developed 
countries, including Australia, Japan and New 
Zealand.

CAPITAL MARKETS

As discussed in chapter IV, the process of 
globalization has been realized to a large extent by 
the rise in capital flows of various forms, including 
through investment funds operating over the counter 
or through stock, bond or derivative markets. 
Advances in ICT have both supported and benefited 
from these developments in the financial sector. 
Although financial flows of loans, bonds and stocks 
may be small in relation to a developed country’s 
total outward resource flows, they now represent a 
major source of funds for many developing 
countries, including several in the ESCAP region 
(see table VII.1).

The development of capital markets requires 
an increase in the intensity and dispersion of 
information among a wider group of market 
participants, both domestic and foreign (rather than 
just bank loan officers). For many countries with a 
small number of domestic participants, these 
include foreign banks and investment houses. The 
consequent flows of information rely heavily on the 
use of ICT. The application of ICT, coupled with 
the deregulation of banking and finance in the
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Table VII.1. Annual average aggregate net long-term resource flows to developing countries

(Billions of US dollars)

All developing countries Developing countries of the ESCAP region

1991-1995 1996 1991-1995 % share 1996   % share

major industrial countries, has helped to establish 
a global market for finance. This has made it 
easier for the developing countries which are 
partners in using such technologies to access the 
global market for capital and credit. Increasingly 
rapid and efficient transmission of information has 
been a driving force not only behind larger 
and more mobile capital flows but also the 
decoupling of these flows from trade flows. As an 
illustration, cross-border transactions in bonds and 
equities in the major advanced countries grew from 
less than 10 per cent of GDP in 1980 to well over 
100 per cent of GDP in 1995. Similarly, gross 
flows of portfolio investment and FDI in the 
advanced economies more than tripled between 
the first half of the 1980s and the first half of the 
1990s.5 In addition, it is estimated that, on 
average, trade flows now account for only 10 per 
cent of the daily turnover on foreign exchange 
markets, the rest being accounted for by asset 
movements of various sorts. Several countries in 
the ESCAP region which adopted ICT relatively 
quickly have been active parties in this pheno- 
menon.

In financial markets, the permeation of ICT 
can vary in both breadth and depth. Related to the 
type of capital market transaction, the relevant

market-related systems can be divided into 
information systems, order routing systems, execution 
systems, and clearing and settlement systems.6 The 
extent of the automation of each of these has 
different rationales and implications for efficiency in 
the functioning of the market and the volume of 
transactions (that is, financial flows), as well as 
associated volatilities.

Efficiency considerations

Because communication between the many 
participants in any capital market is very complex, 
there is a need for coordination mechanisms, and 
these create transaction costs. An exchange as a 
market organizer attempts to minimize these trans- 
action costs by providing an appropriate transaction 
environment. The costs of provision of this service 
are charged by the market provider in the form of 
fees to market participants, including investors in 
financial markets. The impact of ICT on market 
coordination mechanisms can be divided into three

6 United States General Accounting Office, Global 
Financial Markets (Washington DC, 1991), p. 4, cited in A. 
Picot, C. Bortenlaenger and H. Roehrl, 1995, “The auto- 
mation of capital markets” , Journal of Computer-Mediated 
Communication, 1 (3) <http://jcmc.hujl.ac.il> (15 July 1998).

49.0

55.9 
55.5
31.9
50.1

38.3

138.1

66.5 
25.4
14.6
18.3

13.3

46.6

55.1
43.6 
32.8 
78.5

32.3

85.5

36.6 
11.2
6.5

13.9

17.4

281.6

119.0
45.8
45.7 
36.5

34.7

183.5

66.4
25.7
19.8 
17.7

53.9

Aggregate net flows (excluding IMF)

Private flows 
FDI
Portfolio equity 
Bonds
Bank and trade-related lending 

Official flows (including grants)

Source: World Bank, Global Development Finance: Country Tables (Washington DC, 1998).

5 IMF, World Economic Outlook (Washington DC, May
1997), p. 60.
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parts.7 First, electronic communication allows for a 
faster, wider and less costly provision of information. 
Second, use of electronic technology allows the 
combining of different, formerly separated functions 
into a single one by avoiding media disruptions (for 
example, with such application a large number of 
market participants can send in their buying/selling 
orders simultaneously). Third, electronic brokerage 
cuts down on human interactions and reduces the 
role of middlemen. As a consequence, an increasing 
number of agents (including specialists and market 
makers) can be replaced by technology, providing a 
direct connection between partners in the original 
transaction. Ultimately, a computer exchange which 
electronically coordinates investors no longer requires 
human interaction at all, even in the price discovery 
(execution) process.8 Even in less advanced hybrid 
markets, the adoption of ICT lowers transaction 
costs,9 boosts efficiency10 of communication and 
improves coordination among the market participants.

With a significant reduction of communication 
costs, a tendency towards a centralization and 
integration of stock markets began to emerge. In 
the United States, for example, at the turn of the

7 T. Malone and others, 1987, “Electronic markets and 
electronic hierarchies: effects of information technology on 
market structure and corporate strategies” , Communications 
of the ACM, 30 (6): 488-497; and A. Picot, 1986, “Transak- 
tionskosten im Handel: zur Notwendigkeit einer flexiblen 
Strukturentwicklung in der Distribution”, Der Betriebsberater, 
13: 1-16, cited in Picot and others, “Automation”.

8 The transformation function of price discovery 
through interaction of the market intermediaries (matching 
risks, time, place and information) is then supplied by a 
computer. Within this system, the computer independently 
quotes the spread in a market maker system, balances out 
order disequilibria in a hybrid system and assures, within 
the auction system, a deliberate making of the market for 
the provisioning of liquidity. (Cited in Picot and others, 
“Automation”.)

9 The United States Cotton Exchange, for example, is 
undertaking a study on electronically trading United States 
government debt futures, partly because of competition and 
the need to reduce trading costs.

10 For example, when NASDAQ was introduced in
1971, the quotation from different market makers could be 
observed in real time on the screen. Therefore, trans-
parency, reaction time and efficiency of the market greatly 
improved. See J. Hamilton, 1978, 'Market place organiza- 
tion and market ability: NASDAQ, the stock exchange, and 
the national market system”, Journal of Finance, 33: 478-
503, cited in Picot and others, “Automation”.

century, about 100 such markets existed. This 
number had declined to 35 by 1935, and to 15 by 
1965. Today, only five regional exchanges and the 
New York Stock Exchange and the American Stock 
Exchange remain.11 In recent years, electronic 
trading has posed a direct threat to traditional floor- 
based trading, by reducing the latter’s seat prices 
significantly.12 Indirectly, the threat of dual listing 
(that is, big corporations listing their stocks on more 
than one market simultaneously), together with the 
high fixed costs of modernizing electronic trading 
facilities, have encouraged a number of markets and 
exchanges to merge or at least cooperate closely. 
For example, the Philadelphia Stock Exchange 
proposed in mid-1998, and has agreed in principle, 
to join the American Stock Exchange and NASDAQ 
to enhance resources, state-of-the-art technologies 
and management strength to achieve a more 
efficient, transparent and low-cost market structure.13 
A proposal is also under consideration to permit 
foreign stock markets with a significant number of 
American customers throughout the world, for 
example, the Sydney Futures Exchange, to set up 
electronic trading terminals in the United States.

In the Asian and Pacific region, the trend in 
the number of stock markets is in fact the opposite 
to that in developed countries, with a number of 
countries establishing their own stock markets over 
the last 10 years. Table VII.2 reports on the status 
of a sample of these markets. It is interesting to 
note that capitalization of many of these markets is 
small in terms of both absolute size and relative to 
the GDP of the country concerned. Only three 
economies have a capitalization larger than GDP 
(Malaysia; Hong Kong, China; and Singapore). 
Hong Kong, China and Singapore also serve as 
listing points for companies based in other countries. 
Six out of the 20 listed markets have a capitalization 
valued at over 50 per cent of GDP. In terms of 
number of enterprises raising money through the 
stock market, only Australia, India and Japan have

11 M. Blume and M. Goldstein, 1995, “On the integra- 
tion of the US equity markets”, University of Pennsylvania, 
working paper, cited in Picot and others, “Automation” .

12 “Value of seats on the major exchanges declines”, 
The New York Times, 12 June 1998.

13 “Philadelphia Exchange to join NASDAQ, AMEX”, 
The Wall Street Journal, 10 June 1998.
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more than 1,000 companies listed. The fact that 
practically all the developing economy markets are 
small implies that the prices of stocks on these 
markets are more easily subject to wide variations 
through the buying and selling of a relatively small 
number of stocks. For example, on the Jakarta 
market about 10 companies account for half of the 
market capitalization, and 80 per cent of market 
capitalization is related to only 45 companies. When 
these markets are open to foreign participation, 
which most are to some degree, they risk being 
overwhelmed by the activities of overseas

institutional investors using amounts of funds which 
are small in comparison to their total portfolios.

Most of the stock markets in the region are 
intensive users of ICT for their operations and their 
reporting functions. Many are basically electronic 
markets. A few exchanges have now developed 
stock index futures to trade alongside their stocks. 
These are often seen as a good hedging vehicle for 
investors on the stock markets. The annex to this 
chapter and box VII.2 illustrate the progress made in 
this field and the experience to date.

Box VII.2. Capital markets in Singapore

Stock Exchange of Singapore

Developments in the use of ICT

The first phase of automation in SES began in
1982 with the installation of an electronic trading board in 
the trading room. Quotations were put up on the board 
through computer terminals. Stockbrokers received trad- 
ing information through a network of computer terminals 
in their offices. Buy and sell instructions were conveyed 
to their trading room clerks on the trading floor through 
normal telephone lines. In 1987, a second board, 
SESDAQ, was launched, using a fully computerized 
trading system and a scripless book-entry settlement 
system, paving the way for floorless and scripless trad- 
ing. In 1988, a semi-automated trading system replaced 
the electronic scoreboard for trading of mainboard stocks. 
With this system, orders were routed to the trading floor 
through a computer network, without telephone contact 
between stockbrokers and trading clerks but maintaining 
an open outcry auction system on the trading floor.

A fully computerized trading system called Central 
Limit Order Book (CLOB) was introduced in March 1989, 
doing away with the need for a trading floor. Under this 
system, workstations installed at brokers’ offices are 
linked directly to the SES computer system. Investors’ 
orders are entered and matched in the CLOB system 
and confirmation is sent to the brokers instantaneously. 
The CLOB system maintains an order book for every 
traded stock and matches buy and sell orders. Orders 
in the CLOB system are held according to price, and 
then time priority.

Recently, the Internet has caught on as a 
communication and business tool. SES developed a 
system for member firms to interface through the Internet 
with CLOB for order inputs and, with this, access to

real-time quotes, investment research, historical stock 
charts and portfolio management tools. A book-entry 
settlement system pioneered by SESDAQ was imple- 
mented for new listings on the mainboard in May 1994. 
The conversion exercise for all mainboard listed compa- 
nies was completed by June 1994. Share ownership 
and changes in ownership of all securities are effected 
by book entries in the securities accounts that share- 
holders maintain with the Central Depository Pte Ltd, 
a subsidiary of SES, which operates the depository and 
computerized book-entry transfer system for the 
Singapore stock market. It records all scripless trans- 
actions electronically and acts as a central nominee 
holding securities on behalf of the depositors.

Impact

Computerization has increased productivity. The 
introduction of computerized trading has done away with 
the trading floor and trading clerks. As seen in the 
table, turnover in trade has increased tremendously 
without a corresponding rise in employment. On the 
trading floor, the record volume traded was 85.7 million 
units on a single day. The record achieved since the 
implementation of the computerized trading is 1.28 billion 
units on 6 February 1998.

With scripless settlement, the number of back 
office staff has decreased, and there is no need for 
manual sorting of share certificates. Stockbrokers’ 
workstations provide comprehensive information about 
the market, such as market summary, aggregate quantity 
of outstanding orders at each price, number of shares 
transacted at each price, and corporate actions. Such 
information has increased the transparency of the market 
and stockbrokers are in a better position to inform 
investors. The computerized system provides a fair and

(Continued overleaf)
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(Continued from preceding page)

Turnover on the mainboard of the Stock 
Exchange of Singapore (before and after 
computerization)

1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
Jan.-Oct. 1998

Note: Fully computerized trading began in March
1989.

transparent order routing and execution trading system 
with price and time priority. It is also more efficient as 
trades are matched instantaneously, regardless of 
volume, resulting in capacity for high turnover. This 
makes for a more liquid market.

Singapore International Monetary 
Exchange Limited

Developments in the use of ICT

SIMEX is one of Asia’s first and most developed 
futures markets trading several derivative products and 
closely tied to futures markets in developed countries, 
particularly the United States, as a curb market. It will be

merged with SES in the not-too-distant future. As a 
futures market, SIMEX has been very active in upgrading 
its trading facilities in line with new applications of ICT. 
Also, as a curb market trading instruments from other 
markets, it needs to use electronic means to undertake 
this activity. SIMEX is now a fully electronic market.

Impact

Members of the Exchange seem to show a 
general preference for electronic trading facilities. Lower 
levels of staffing in such an environment in the 
Exchange offices suggest that operating costs are 
indeed lower. Moreover, electronic trading has enabled 
the Exchange to extend its trading hours to better meet 
the needs of international traders. The extension of 
hours also focuses traders’ participation onto a central 
market during times of the day when SIMEX is the only 
market for trading such instruments, thereby enhancing 
both the breadth and the depth of the market and 
making its price discovery process more robust.

On the whole, electronic trading has added to the 
overall performance of the Exchange by extending 
business beyond traditional business hours. Further, 
trading volume in after-hours business has been growing. 
However, while such electronic trading and the use of 
technological innovations generally benefit the business 
efficiency of the Exchange, the benefits are not 
specifically for any particular group of market participants.

Experience also suggests that one primary impact 
of ICT is the exaggeration and acceleration of a 
perceived market direction, through a wider dissemination 
of news and views.

Source: The information in this box is based on 
communications from SES and SIMEX, December 1998.

There are very few bond markets in the region, 
and governments and enterprises from most coun- 
tries continue to issue bonds on overseas markets 
denominated in foreign currencies. These bonds are 
then traded on developed country bond markets, 
which are themselves intensive users of ICT in order 
to attract a wide range of clients. The United States 
dollar has traditionally been the primary currency14

14 The share of dollar issuance by all emerging market 
borrowers rose from 57 per cent in 1995 to 69 per cent in
1996, about the level that it was in the period 1990-1994, 
despite some shifts in currency composition across regions.

in which international issues of emerging market 
debt and bonds have been denominated. Reflecting 
market segmentation, this currency composition does 
not always correspond to the pattern of export 
earnings but is more aimed at satisfying groups of 
local investors -  often retail ones in the developed 
countries.

Some foreign exchange hedging instruments 
exist within the international financial markets and 
demand has been growing for hedging exchange 
rate risk on emerging market investments. Since 
May 1995, the futures exchanges in New York and 
Chicago have offered a variety of products. For
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example, over-the-counter nondeliverable15 forward 
contracts in emerging market currencies are now 
available in both London and New York, with active 
trading in selected Asian currencies. Within the 
region, the markets of Hong Kong, China and 
Singapore also offer hedging instruments for New 
Taiwan dollars, Korean won, Philippine pesos, Indian 
rupees, Chinese yuan renminbi, and Vietnamese 
dong. The daily volumes are estimated to be 
between $500 million and $800 million, and are 
growing. Most markets offering foreign exchange 
hedging instruments are ICT-based, if not totally 
electronic, and further development of such hedging 
instruments within the region is likely to be based on 
modern electronic markets.

Volume of transactions

The enhancement of market intermediary 
functions by ICT has also encouraged a significantly 
larger number of matching quotes at lower trans-
action costs, contributing to the rapid growth in the 
volume of transactions.16 As a consequence, the 
share of trading accounted for by large financial 
institutions such as investment funds, pension funds 
or hedge funds has been increasing. Between 1975 
and 1992, for example, the share of institutional 
trading at the New York Stock Exchange grew from
25 to 50 per cent of total trading.17 Since electronic 
or screen trading allows for anonymous trading, the 
relatively large institutional traders feel better pro- 
tected against the strategic behaviour of the other 
market participants, who tend to observe their 
actions very carefully. Also, in normal circumstances, 
the use of the Internet may be levelling the playing

15 Settlement is usually in US dollars to bypass any 
exchange control imposed by authorities of the respective 
currencies.

16 For example, on 19 October 1998, Japanese securi- 
ties companies began offering on-line trading services 
using the Internet (see “Japan seems ripe for on-line 
trading", International Herald Tribune, 22 October 1998). It 
was anticipated that the shift would cause lower trading 
fees and a dramatic increase in the number of Internet 
users (traders).

17 A block trade is defined at the New York Stock 
Exchange as greater than 10,000 shares. The figures are 
quoted from J. Shapiro, 1993, “US equity markets: a view of
recent competition development”, New York Stock Exchange 
working paper, cited in Picot and others, “Automation”.

 -divorp yb .cte ,skcots fo gnirekorb liater eht ni dleif
ing small investors with services previously reserved 
for corporate clients. However, such advice, com- 
bined with competitive pressures, technological 
developments and the relatively low level of investor 
sophistication, often provides little value added or can 
constrain these investors to be market followers.

In terms of globalization, the adoption of ICT 
has led to a significant increase in cross-border 
transactions of customized instruments through 
proprietary markets.18 Generally, financial markets 
may be divided into two types: exchanges and
proprietary markets. Exchanges aim to organize a 
transaction arena so that members can experience 
financial gain. Owing to the privileges and rights 
provided exclusively for exchange members, it is not 
in the interest of any party involved to open the 
exchange to non-members. Proprietary trading 
systems, on the contrary, primarily aim to raise 
income by providing all potential customers with a 
transaction arena. This type of market has proved to 
be very innovative in taking advantage of ICT and 
accommodating an increasing volume of securities 
transactions. Proprietary markets have consequently 
become a key source of competition to the 
established exchanges by offering custom-made trans- 
action services. Through the growing use of these 
trading systems, a large share of securities trading is 
across country borders. This type of competition has 
coincided with trends in reforms in some of the 
established exchanges. For example, on London’s 
International Financial Futures and Options Exchange 
electronic trading was introduced for equity options in 
November 1998, and is to be introduced for all other 
contracts by mid-1999. Similarly, the Chicago Board 
of Trade is also considering a conversion of its 
“project A” to fully-fledged electronic trading.

Dramatic advances in computer and telecom- 
munications technologies in recent years in the 
developed countries have enabled a broad 
unbundling of risks inherent in trading and investment 
activities through innovative financial engineering. 
For example, conventional financial instruments, com- 
mon stocks and debt obligations have been com- 
bined with complex hybrid financial products (various 
exotic types of swaps and options) to allow risks to 
be reduced. This, however, also made these instru- 
ments very difficult to understand, and vulnerable to

18 Picot and others, “Automation".
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human mistakes. Thus, while the financial system 
as a whole has become much more efficient, the 
price-setting functions of the markets have also 
become increasingly sensitive to subtle changes in 
consumer choice and capital efficiencies.

One serious emerging problem with electronic 
exchanges of various sorts is how to regulate the 
abuse of privileged access to information or insider 
trading. This involves the use of private information 
to undertake trade and affect prices before a market 
is aware of a development. Its effects can be 
magnified when large traders are involved, such as 
block traders. In all trading, a healthy balance is 
needed between production and distribution of 
information and the legitimate use of the information 
gathered. This leads to the debate over trans- 
parency versus efficiency issues that continues to 
dominate modern financial market regulatory and 
supervisory frameworks. If, for example, block trad- 
ers were required to report a trade immediately, they 
would not achieve the same price compared with 
discrete small trades, partly owing to the strategic 
actions of other market participants.19 They are 
understandably reluctant to report their trades 
immediately. As a solution to this problem, the 
market makers on the London Stock Exchange have 
been granted a time-span of 90 minutes to report 
their trade.20 This results in a loss of market 
transparency because of heterogeneously informed 
traders. The intricacies in the timing of pre- and 
post-trade reporting thus prove to be critical and can 
significantly influence the efficiency of a market. 
Similarly, there are conflicts of interest between the 
secrecy (with the associated abuses by money 
launderers) granted to private financial services 
providers in offshore financial centres (often the 
notional location of the headquarters of the hedge 
funds) in order to attract business and the desire to 
operate efficient and transparent financial markets.

19 For example, in the context of the Asian crisis, the 
price of houses and properties would have declined earlier 
and more rapidly if the real estate agents had honestly 
informed all their potential customers that there was a glut 
in the market. Analogously, when a car dealer tells his 
potential customer of his unusually large stock, his 
customer’s bargaining power is strengthened, resulting in a 
price reduction.

20 A. Rottenbacher, Die Zukunftsaussichten deutscher 
Boersen (Berlin, 1991), p. 37, cited in Picot and others,
“Automation".

Volatility

One consequence of the adoption of ICT can 
be increased price variations, particularly in the 
extreme situation that the price discovery process is 
fully automated and when trading orders are large. 
This is because the use of ICT tends to amplify 
market reactions to news and shocks in terms of both 
speed and magnitude, raising the short-term varia- 
tions in prices and volume of transactions, but not 
necessarily altering the underlying long-term trend. 
There are many examples of this phenomenon in 
commodity futures markets and stock exchanges, in 
particular. For example, in 1987, the stock market 
crash in the United States was partly attributed to 
programme trading. Programme trading on a stock 
exchange involves both the use of price change 
triggers to start the buying or selling of a stock 
automatically and the use of futures contracts to 
provide portfolio insurance for spot positions through 
quasi short sales. When a spot market dips, it will 
trigger a downward spiral as programme trading will 
profit from a further market slump. Non-programme 
market participants, on the other hand, misinterpret 
these automated reactions during the initial period 
of the spiral as fundamental shifts, causing these 
investors to follow while the market maker specialists 
do not have sufficient resources to provide liquidity 
support for the market. During the 1987 crash, the 
five-day settlement period also prevented investors 
from evaluating their true positions accurately, and 
the phones did not ring through when they tried to 
communicate with each other, exacerbating the panic 
and the depth of the crash even further.

Some of these shortcomings have already 
been rectified, particularly in the United States, 
through circuit-breakers, near real-time on-line clear- 
ing and settlement, and open lines of communication 
and networking. In the context of the developing 
countries in the ESCAP region, the side effects of 
ICT on economic and financial volatility and security 
remain critical, particularly in the aftermath of the 
recent financial crisis. As described in more detail 
in the annex, some exchanges, such as that of 
Thailand, have recently introduced floor and ceiling 
price limits to prevent excessive fluctuations in share 
values. These circuit-breakers suspend trading for a 
fixed period of time if the main index moves above 
or below a certain percentage value of the previous 
day’s trading. Other exchanges, such as that in the
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Republic of Korea, have placed restrictions on the 
use of programme trading. Yet others, including 
Singapore, have kept a tighter rein on the financial 
sector, closely monitoring stock movements, and 
taken an increased role in supervising investment 
advisers and regulating unit trusts.

VOLATILITY IN EMERGING  
CAPITAL MARKETS

Emerging market volatility can be related 
to a number of factors: internal, external, real or
imagined (speculative). Some of these factors are 
described below, based on recent developments in 
emerging markets.21 Volatility in equity markets, 
bond markets and foreign exchange markets can be 
calculated as the standard deviation of weekly 
changes in the logarithm of the respective variables 
over the preceding year, be they capital market 
prices, bond market total return indices or exchange 
rates. Figures V II.1 and VII.2 provide the results of 
these calculations for the period 1993 to 1997 for 
equity and bond markets. Despite a belief that 
capital markets in developing countries experience a 
higher degree of volatility in their performance 
indicators than do similar markets in developed coun-
tries, this is not necessarily true. Although some 
market volatility may be linked to an inadequate 
application of ICT, more use of which would increase 
the breadth and depth of the market, there is also 
the reverse argument that increased use of ICT has 
been a contributor to the volatility by making the 
market more easily accessible by local investors and 
by retail and institutional investors in other countries.

In fact, volatility in emerging equity markets 
rose steadily and significantly in 1994 in Latin 
America because of the Mexico crisis, levelled off in
1995 and declined dramatically during the course of
1996 and up to the end of May 1997. In Asia, 
volatility rose from 1.5 to 3 per cent in mid-1994 
before returning to its previous low of 1.5 per cent in 
early 1997. This volatility in emerging equity 
markets was in contrast to that in the United States,

21 This section is based on IMF, International Capital 
Markets: Developments, Prospects, and Key Policy Issues 
(Washington DC, 1997), pp. 61-92; and World Bank, Global 
Development Finance (Washington DC, 1998), pp. 3-5.

where the volatility of the Standard & Poor’s 500 
rose consistently in 1996 and 1997. In fact, Asian 
emerging market volatility dropped below the volatility 
of the S&P 500 in October 1996. For 1996 and 
early 1997, as a whole, the rates of return on 
emerging equity markets rose and their volatility 
declined. The risk-adjusted rates of return therefore 
rose dramatically for both Asian and Latin American 
markets. Meanwhile, in the United States, both the 
share prices and volatility, as measured by the S&P 
500, rose.22

In the bond markets, reflecting both shifts 
in perceptions of credit risk and the relatively 
lower liquidity of emerging debt issues, returns on 
emerging market debt have been considerably more 
volatile, as measured by the J.P. Morgan emerging 
markets bond index (EMBI), than those on mature 
market debt. Moreover, the strong correlation 
between the level and volatility of spreads, both 
rising and falling together, reflects shifts in 
uncertainty of credit risk over the period.23

The volatility in exchange rate markets became 
unprecedented as the Asian financial crisis struck. 
At the peak of the crisis, December 1997 -  January 
1998, the Indonesian rupiah and the Malaysian 
ringgit had depreciated by 81 and 46 per cent 
respectively, and the Thai baht and the Korean won 
by 55 per cent from their pre-crisis levels. Average 
volatility, as measured by the standard deviation 
of daily spot exchange rate changes for these 
currencies, increased by a factor of around 10 in the 
second half of 1997 compared with the same period 
of the previous year.

22 As well as the higher volatility of returns, however, 
there are a number of other sources of risk in investing in 
emerging equity markets. These include inadequate 
accounting and disclosure practices, limited information, 
settlement and legal risks, and limited liquidity in some 
emerging markets.

23 As both spreads and volatility of emerging market 
debt declined, movements in the ratio of yields to volatility 
became more modest. After declining in early 1995, the 
ratio has fluctuated around a little less than one. It is 
important to note, however, that the ex post volatility of 
returns captures only market risk, and though this includes 
volatility in returns induced by changes in perceptions of 
credit risk, it does not capture the level of credit risk. The 
behaviour of such ratios for bonds with default risk can 
therefore be misleading.
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Figure VII.1. Measures of volatility of stock market indices

(b) Ratio of return to volatility

(c) Correlation between stock indices on selected 
markets and the S&P 500 indexa

Source: IMF, International Capital Markets: Developments, Prospects, and Key Policy Issues (Washington DC, 1997), p. 85.

Notes: Volatility is calculated as the standard deviation of weekly changes in the logarithm of the stock index over the 
preceding year.

Asian is a composite index of stock prices on Asian markets.
FT 100 is the Financial Times index of 100 selected developed country stocks.
Latin is a composite index of stock prices on Latin American markets.
S&P 500 is the Standard and Poor’s index for 500 major American stocks.
Composite is the combination of all reported indices.

a Calculated as the correlation between weekly changes in the stock price indices over the preceding year.
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It is clear that volatility in emerging 
capital markets depends on objective internal and 
external factors as well as the changes in the 
perception of the market itself (whether based on 
fundamentals or speculation). It should be 
emphasized, however, that while ICT did and 
continues to contribute to volatility, it is not the 
only factor underlying observed market fluctua- 
tions. For example, financial market volatility has 
become increasingly pronounced in recent years, 
along with the trend towards liberalization. This

 -ilppa wen yb detatilicaf nrut ni saw noitazilarebil
cations of ICT which allow international fund 
transfers to take place in large volume and at 
great speeds. In general, the factors affecting 
emerging capital market volatility may be divided 
into seven groups: interest rates in industrial 
countries, investors’ perception of risks/returns, 
economic fundamental-induced speculative attacks, 
the availability and use of hedging instruments, 
contagion effects, transparency, and other non- 
economic factors.

Figure VII.2. Measures of volatility of indices of returns on bond issues

(a) Volatility (percentage)

(b) Correlation of returns on emerging and mature marketsa

Source: IMF, International Capital Markets: Developments, Prospects, and Key Policy Issues (Washington DC, 1997), p. 73.

Notes: Volatility is calculated as the standard deviation of the weekly changes in the logarithm of the bond index over 
the preceding year.

EMBI is the J.P. Morgan emerging markets bond index.
GBI is the J.P. Morgan government bond index.
MLHY is the Merrill Lynch high yield bond index.

a Calculated as the correlation between weekly changes in returns on bonds over the preceding year.
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The period prior to the Asian crisis was 
characterized by record private capital inflows into 
emerging markets. These capital flows reflected a 
number of factors beyond the role of increased 
application of ICT mentioned above, in particular the 
higher yields in these markets relative to the low 
interest rates in advanced economies. The influx of 
capital contributed to the compression of the spreads 
across a wide range of emerging market credit 
instruments. The spreads on new bond issues, in 
particular, fell across the board, while maturities 
lengthened. Among various factors, it was found 
that sovereign spreads strongly correlated with 
United States interest rates from early 1993 through 
early 1996, with a slight lag of three to four months. 
It may be inferred that the low level of interest rates 
in the mature markets encouraged investors to 
transfer funds abroad to invest in emerging markets, 
such transfers being facilitated by the increased 
application of ICT. Almost coinciding with the trough 
in the United States interest rate cycle in November
1994, emerging market spreads also reached their 
historic low point in January 1995. This correlation 
continued through 1995, but became somewhat less 
robust in February 1996, when the average yield 
spreads on EMBI continued to decline while United 
States rates began to rise. As the federal fund rates 
rose further from the third week of March through 
mid-April, emerging market spreads also rose by 
around 120 basis points. Immediately prior to the 
beginning of Asian crisis in July, however, spreads 
fell by about 75 basis points through May 1997, 
before rising sharply again.

The second factor affecting emerging market 
volatility is the perception of investors regarding risks 
in these markets relative to the rates of return. The 
generally higher expected rates of return on equity in 
emerging markets relative to the mature markets have 
been related to higher price and return volatility. In 
the bond market, the market rally induced by the 
relatively cheaper cost of funds encouraged many 
from the emerging markets to switch to issuing bonds 
in place of syndicated bank lending. As spreads on 
new bond issues fell across the board, both existing 
borrowers and newcomers were attracted to the 
market to refinance outstanding liabilities on improved 
terms. In the secondary markets, spreads on 
emerging market debt, which had been declining 
since the peak in the spring of 1995 following the 
Mexican crisis, also continued to decline during

1996,24 raising returns on EMBI from 27 per cent in 
1995 to 34 per cent during 1996. These returns were 
in contrast to sharp declines in returns in the mature 
markets, with returns on the J.P. Morgan government 
bond index for the United States dropping to 3.4 per 
cent in 1996 from a level of 17 per cent in 1995, and 
returns on the Merrill Lynch high-yield bond index 
(MLHY) of United States corporate bonds dropping 
from 20 to 11 per cent.25 By early 1997, as the 
spreads on emerging market debt reached their 
recent historic lows (of late 1993 and early 1994), 
investors’ perception of the risk/return trade-off 
reached a pivotal point in terms of whether these 
yields had reached their lower limits in adequately 
compensating for risk. As bond yields fell in the first 
quarter of 1997, however, the trading volume con- 
tinued to grow. Spreads then fluctuated until the last 
week of February 1997, when there was a turning 
point. Following the market turbulence in Hong Kong, 
China in late October 1997, spreads increased 
sharply, particularly as a consequence of international 
credit rating agencies’ downgrading of various 
emerging sovereign risks. Debts of the Republic of 
Korea, for example, fell below investment grade, 
inducing certain institutional investors to cut back on 
their exposure to these countries. As emerging 
markets replaced their syndicated loans increasingly 
by issuing bonds, demand in the international 
syndicated loan market fell.26 Facilitated by low 
interest rates in industrial countries and competition 
among banks, strong credit supply began to exert 
downward pressures on pricing and weakened loan 
structures.

Owing to the lower degree of development in 
foreign exchange hedging markets, there are always 
concerns about pricing, whether investors are 
underpricing credit risk, especially in non-traditional 
sectors, and whether issuers are underestimating 
exchange rate risk. As the crisis struck, it became

rable government securities in that currency. Spreads in 
EMBI are relative to United States treasury bonds.

25 MLHY is an index of high-yield United States corpo-
rate bonds that are rated below investment grade. All of 
the sovereigns in EMBI were rated below investment grade 
during 1996.

26 This was reflected by the fact that significant 
amounts of loans were refinanced, accounting for almost a 
fifth of new syndications of medium-term and long-term 
loans in 1996.
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evident that interaction between unhedged currency 
exposures and weaknesses in the financial and 
corporate sector underscored the extreme fragility of 
the situation.

One important channel of contagion in the 
markets has been identified as the growing financial 
linkages among the Asian emerging markets, these 
linkages being facilitated by the use of ICT. For 
example, at the outset of the crisis, deterioration in 
the asset quality of banks of the Republic of Korea 
that had lent to a number of South-East Asian 
emerging markets led to the problems in the liquidity 
position of those financial institutions and under- 
mined their own ability to cope with capital 
withdrawals by foreign creditor banks. As the crisis 
spread to the Republic of Korea in late October, 
financial institutions of the country began to liquidate 
these claims, this contributed to the second-round 
effect on the crisis in South-East Asia.

Within an economy, contagion effects can 
spread across various financial markets. The high 
volatility in Asian equity markets, for example, was 
closely related to the volatility in exchange markets 
and to uncertainty generated by potentially large 
exchange rate movements, given substantial amounts 
of unhedged foreign currency borrowings.

Significant spreads that persist, although with 
significant fluctuations, between emerging market 
sovereign debt and American corporate debt 
instruments can be at least partially attributed 
to differences in transparency. Since developed 
country corporations, in particular those in the United 
States, publish their balance sheets regularly and 
have a relatively clear legal framework for default 
and bankruptcy, in contrast to the situation in most 
developing countries of the region to date, the vola- 
tility of perceived credit risk for emerging market 
enterprises is likely to remain greater than that of 
American corporations. This affirms the need for 
greater transparency in developing economies.

This discussion illustrates that the application 
of ICT is fundamental to the development and 
growth of emerging markets. The use of ICT has 
exposed these markets to new groups of investors 
from around the world. Without this, the developing 
countries could not have had access to such large 
volumes of capital, but they were also vulnerable to 
the risks associated with withdrawal of the funds 
according to the perceptions and decisions of these 
investors.

INTERNATIONAL FINANCIAL  
SYSTEM AND THE USE OF ICT

Despite the advantage of easier access to 
capital that encouraged many countries to liberalize 
their trade and capital accounts, the Mexican crisis 
in late 1994 and the recent crisis in South and 
South-East Asia have raised concerns about the 
inherent stability of the international financial system. 
The financial structure, which has facilitated dramatic 
increases in productive capital flows, has also 
exhibited an enhanced capacity to create financial 
bubbles. The use of ICT has initiated a revolution, 
clouding the distinction between different types of 
financial markets and instruments, empowering 
financial institutions to devise and engage in new 
varieties of transactions that take advantage of 
opportunities made possible by the new technology 
itself, as well as those generated by the synergies 
and competition among financial activities and 
institutions.27 Rapid progress in computer and 
telecommunications technologies has enabled a 
broad unbundling of risks through innovative financial 
engineering. This not only allows market participants 
to isolate and manage risks more effectively, but also 
enables them to leverage their positions, increasing 
potential losses and gains relative to their equity, 
and raising their vulnerability to domino or contagion 
effects. It also makes the entire system more sensi- 
tive, increasingly threatened by the contagion effects 
through financial linkages and leveraging which arise 
from the use of derivatives. While the benefits of 
doing the right things become greater, so do the 
costs of making even minor mistakes. This can be 
illustrated dramatically by the enormous cost of 
adjustment required in the recent Asian crisis.

To avoid harsh market reactions to surprises, 
there arose the “golden rule” of transparency, which 
is seen as the key for modern management, 
economic success and rational behaviour of global 
markets.28 When there are deficiencies in the 
information available, the behaviour of creditors is

27 Remarks made by Laurence H. Meyer before the 
Financial Institutions Practice Group, The Federalist Society, 
Washington DC, 12 November 1998.

28 Michel Camdessus, “Toward a new financial 
architecture for a globalized world” , address to the Royal 
Institute of International Affairs, London, 8 May 1998.
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interpreted as revealing important information 
about borrowers’ creditworthiness. These interactions 
between different classes of creditors contribute to 
the dynamics of herding behaviour, whereby 
individual investors are significantly influenced by the 
actions of other investors. Improvements in the 
quality, timing and easy availability of information, 
requiring extensive use of ICT, are supposed to 
contribute to the reduction in volatility by encouraging 
a more rigorous assessment of risk. The faster 
reaction time, permitted by modern applications of 
ICT, has also accelerated the pace with which capital 
moves in response to the increasingly subtle 
differences among returns to investments, domestic 
and foreign. Thus, the recent financial crises to an 
important degree reflect a limited human capacity to 
cope with the vastly increased speed, volume and 
complexity of financial activities.

Although financial markets are still far from 
forming a single global market, the level of integra- 
tion is high enough to strongly affect the conduct 
and effects of macroeconomic, regulatory and 
prudential policies in developing countries.29 At the 
macrolevel, the generalized increase in financial 
openness, facilitated by the use of ICT, has also 
made the management of the financial sector and 
monetary policy a very difficult task. In particular, as 
reflected in analyses of financial institutions seriously 
affected by the recent financial crisis in Asia, it has 
been found that an open capital account did 
increase the potential of these institutions to become 
insolvent. New and easier entry of financial institu- 
tions, including banks, granted under domestic 
liberalization processes can lead to a proliferation of 
financial institutions. Many of these did not have the 
requisite resources, experience or competence to 
operate on a sound actuarial basis or to be capable 
of carrying out satisfactory risk assessment of loans. 
They consequently accumulated unbalanced port- 
folios of assets and liabilities and an unsustainable 
volume of non-performing loans and eventually 
collapsed. The productive enterprises were also 
faced with a wider range of opportunities to raise 
finance but with more instability in costs, leading to 
concerns about their solvency.30

29 IMF, World Economic Outlook (Washington DC, May 
1997), p. 65.

30 For earlier discussions of this topic, see Survey
1995, chapter IV.

With floating exchange rates, national monetary 
authorities have greater independence in choosing 
their inflation objective.31 Although monetary policy 
is strongly influenced by international financial 
markets, increased financial market integration does 
not appear to have rendered it totally ineffective. 
Capital markets which are closely linked through 
increased openness facilitated by the use of ICT 
have, however, changed monetary transmission 
mechanisms by enhancing the role of the exchange 
rate. The greater independence implies greater 
responsibility under a more difficult environment, 
which does not necessarily correspond to less 
volatility or ensure greater security.

In addition to these fundamental effects, 
however, there are some artificial and perhaps even 
more harmful impacts that have arisen in modern 
financial markets, facilitated by ICT. During the 
Asian financial crisis, for example, hedge funds 
played an increasingly important role as an engine 
of contagion in global markets. With their concerted 
and colluded efforts, volatility can spread from one 
market to another rapidly and dramatically. This 
raises an important issue regarding the degree of 
transparency warranted in a country under specula- 
tive attack but also under pressure to reveal every 
bit of detailed information, which may increase its 
vulnerability to predatory hedge funds. Analogously, 
regulations and disclosure requirements of these 
funds have also become one of the prime issues 
under discussion in the current international financial 
reform efforts.

There has also been an increase in both 
competition and uncertainties that individual financial 
institutions themselves need to manage through ICT- 
intensive information, supervision and monitoring 
systems, while also using ICT to innovate new 
services or to improve the quality and efficiency of 
existing ones. In the context of the recent financial 
crisis in Asia, attempts have been made, with the 
assistance of multilateral financial institutions, to 
cope with this new environment. The measures 
undertaken include reforms in the regulatory and 
institutional framework of the banking and securities 
markets as well as improvements in accounting 
standards and transparency requirements. These

31 IMF, World Economic Outlook (Washington DC May
1997), p. 66.
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reforms should help to increase the effectiveness 
of monetary policy and management of financial 
institutions by reengineering inter- and intra-banking 
transactional networks either in electronic or in 
physical forms. They require the application of ICT 
to establish a smooth functioning of financial markets 
through an effective operational framework for the 
mobilization of resources from the private sector, 
decentralization of foreign exchange operations, 
improved customer service and effective manage- 
ment of liquidity.

Contagion effects can be reduced by assuring 
the markets that there will be a supply of capital 
coming forth in the form of either liquidity provided 
by the lender of last resort or deposit insurance. 
Such measures, nevertheless, can have the effect of 
blunting market discipline by inducing moral hazard. 
This, in effect, is a central issue in the architecture 
of the future international financial system.32 Any 
reforms in this direction will rely on using ICT to 
monitor international capital flows closely to identify 
potential trouble spots, particularly with respect to 
short-term debt flows and exposures, in order to 
provide both regulators and market participants with 
a clearer basis for making their decisions.33

Given the continuous trend towards a new 
advanced technology-based international financial 
system, the levels of complexity within the current 
financial system are likely to increase even further. 
In such circumstances, it has been postulated that, 
in order to avoid prohibitive costs or uninformed 
interference in the market, government financial 
regulation is likely to be focused on performing 
oversight or monitoring functions.34 In the twenty- 
first century, such regulators will probably need to 
rely increasingly on private counterparty surveillance 
to achieve safety and soundness. This highlights the

32 Lawrence H. Summers, “Building an international 
financial architecture for the twenty-first century”, keynote 
address to the CATO Institute's 16th Annual Monetary 
Conference, Washington DC, 22 October 1998.

33 Stanley Fischer, “Economic crises and the financial 
sector”, paper presented to the Conference on Deposit 
Insurance, Washington DC, 10 September 1998.

34 Remarks by Alan Greenspan on the structure of the 
international financial system at the Annual Meeting of the 
Securities Industry Association, Boca Raton, Florida, 5 
November 1998.

central role of information and ICT even further. 
Obviously, when well-informed investors are expected 
to bear the consequences of their own actions, they 
will seek accurate and reliable information and
tend to use it to make better decisions.35 Access to 
reliable, comprehensive and timely information is 

gniknab    yb    ylralucitrap   ,laitnesse sa deviecrep
,rotces    cilbup   eht   nihtiW .snoitutitsni laicnanif dna
osla    lliw   srekam ycilop lanoitanretni dna lanoitan

need access to better information to guide their 
lanoitidda   rof   elanoitar eht    sedivorp sihT     .snoitca
desaercni   na   dna selur ycnerapsnart dna erusolcsid

application of ICT.

For this purpose, within the current reform
efforts, IMF has established and maintained a 

eht    no    draob      nitellub    sdradnats        noitanimessid
Internet, which posts information on the statistical 
practices of subscribers to the      special data
dissemination standard36 and on the general data 
dissemination system, where the focus is more on 
improvement in data quality. In addition, IMF and its 
members are also planning to promote wider use of 
public information notices, the publication of more 
letters of intent and policy framework papers 
underpinning Fund-supported programmes, and more 
information on and public evaluation of the Fund’s 
operations and policies, with constant review of 
confidentiality.

Other proposals on measures to improve the 
architecture of the international financial system aim 
either to prevent crises before they occur or to 
reduce the scale of future crises.37 Several simulta- 
neous attempts are currently being made to identify 
and disseminate international principles, standards 
and codes of best practice on monetary and fiscal 
policies, and auditing and accounting standards as a

35 Remarks by Robert E. Rubin on strengthening the 
architecture of the international financial system, at the 
Brookings Institution, 14 April 1998.

36 Including both gross and net reserves, as well as
reserve-related liabilities and central bank derivative
transactions and positions, together with external debt and
data on banking and financial sector health. At mid-
October 1998, there were 47 subscribers (developed and 
developing countries), of which 15 are linked to country 
data sites on the Internet.

37 See chapter I of the present volume for more
details.
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means to curtail domestic moral hazard in capital 
markets. Schemes are also being designed to 
strengthen the incentives for developing countries to 
meet these international standards, reinforced by 
official assistance to help these countries to develop 
their economic and financial infrastructure. In 
addition, the Bank of International Settlements is to 
examine the question of appropriate transparency 
and disclosure standards for private sector financial 
institutions involved in international capital flows, 
such as investment banks, hedge funds and other 
institutional investors.38 All of these proposals are 
likely to involve intensive and extensive use of ICT, 
especially those on accounting and disclosure 
standards for the collection and dissemination of 
information. This will require further improvements in 
the ICT application structures, in particular in central 
banks and other financial sector regulatory agencies.

In order to strengthen surveillance, IMF is also 
stepping up its efforts to monitor the financial sector, 
capital flows and the risks of reversal. It is develop- 
ing a tiered response for countries that vary in the 
degrees by which their policies are off course so as

38 Declaration of G7 Finance Ministers and Central 
Bank Governors, 30 October 1998.

to provide appropriate degrees of warning.39 This 
initiative will need to rely on applications of ICT 
between IMF and its members.

The crisis in Asia was largely induced by 
private sector debt and recent policy proposals have 
therefore been directed towards increasing private 
sector involvement in crisis prevention and 
resolution. Proposals have also been put forward 
regarding the enhancement of good governance 
and the prevention of corruption. Many of these 
envisage a role for non-governmental organizations, 
citizen’s movements, transnational corporations, 
academia and the mass media.40 None of this will 
be feasible without intensive ICT use.

Thus, while in the financial area it is clear that 
increasing applications of ICT are a significant force 
behind recent problems, they are also a very 
important part of the solutions envisaged.

39 Michel Camdessus, ‘‘From the Asian crisis toward a 
new global architecture”, address to the Parliamentary 
Assembly of the Council of Europe, Strasbourg, France, 23 
June 1998.

40 Our Global Neighbourhood, report of the Commis- 
sion on Global Governance, 1997 <http://www.cg.ch> (30 
November 1998).
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Annex

THE APPLICATION OF ICT IN STOCK MARKETS

Amongst the significant factors causing rapid 
change at stock exchanges throughout the world is the 
pressure that large banks and institutions are putting on 
exchanges to become more streamlined and efficient. 
These financial institutions have invested heavily in com- 
puter systems to increase efficiency and lower costs and 
are pushing exchanges to do the same. The financial 
markets of the next century will probably be dominated 
by powerful computer systems and driven by the needs 
of demanding and cost-conscious global investors who 
want the capability to trade rapidly across time zones, 
currencies and types of securities. In addition, the 
dramatic increase in the use of the Internet is opening 
up new avenues of trading opportunity at a rapid pace 
and therefore increasing the pressure on stock 
exchanges.a

One of the most significant changes in the equities 
markets in recent years has been the growth of trading of 
stocks outside the exchange on which they are listed. In 
many Asian countries and elsewhere around the globe, 
floor-based trading has been replaced with screen-based, 
off-floor trading provided by the stock exchange. But 
technology is now allowing trading to occur away from 
both the floor-based and screen-based trading mecha- 
nisms of established exchanges through low-budget 
electronic communications networks. It is estimated that 
the new networks, fed by the recent flood of activity from 
investors actively trading over the Internet, are now 
involved in as much as 35 per cent of the trades on 
NASDAQ. Many market observers say the networks will 
capture much more volume as they offer lower costs for 
retail investors and institutional portfolio managers.

The growth of the global securities market and the 
corresponding demand for immediate and accurate 
information processing have driven the need for improve- 
ment of ICT at stock exchanges in Asia.b Almost every

a In a recent Financial Times information technology 
survey it was suggested that, as a result of the rapid 
pace of change in ICT, traditional financial markets were 
changing faster than expected but that there was still 
plenty of resistance to be overcome and fully online 
markets with no human intervention were still a few 
years away. See “Exchanges set for a global shake-out”, 
Financial Times, 13 January 1999.

b Information on developments in the technologies 
used by and trading regulations of stock markets around 
the world, including those in Asia, can be found on 
“Andrew’s Web Resources” <http://www.hougie.co.uk/ 
exchange.htm> (3 February 1999).

stock exchange in Asia has implemented new trading 
system technology in the past decade. As their trading 
activity grew, many of the exchanges decided to 
automate their activities. These have not been one-time 
changes. There is a continuing evaluation of business 
needs and emerging technologies, leading to frequent 
modifications in systems to address the rapidly changing 
and competitive requirements of financial communities. 
The following case studies highlight the experiences of 
selected countries with respect to the application and 
impact of ICT on their stock markets.

Republic of Korea

The Korea Stock Exchange (KSE)C opened for 
trading in March 1956. In January 1975, an automated 
continuous trading system replaced the manual, open- 
outcry system. The nerve centre of KSE is the Korea 
Securities Computer Corporation (KOSCOM), a 21-year 
old subsidiary of the Exchange which handles the 
automated stock trading system of KSE and processes 
all transactions. KOSCOM is responsible for the system 
which connects brokerage companies to KSE and allows 
for the processing and delivery of orders, order-match 
execution, execution confirmation and the dissemination 
of market information on behalf of KSE. KOSCOM 
supports linkages to thousands of terminals and compu- 
ter systems throughout the Republic of Korea through 
the KSE network system. When an investor places an 
order through a securities firm, the account management 
and order routing system (AMORS) checks the details for 
the investor’s account, confirms the order and directly 
forwards it to the automated trading system (ATS) for 
execution. AMORS became operational in February
1983 and the new ATS was launched in March 1988. 
Once execution is complete, the result is sent back to 
the securities firm and the investor’s account information 
is simultaneously updated. In addition, the system 
processes real-time cash deposits and withdrawals 
(clearing and settlement functions), dividend administra- 
tion and instalment savings account transactions. ATS 
was developed in-house and has reduced the time taken 
under the previous manual process on the stock 
exchange floor to execute a trade from up to several 
hours to well under a minute. ATS automatically 
matches orders received from AMORS without any

c For more information on KSE, see the Korea Stock 
Exchange Web site <http://www.kse.or.kr/> (2 February 
1999) and “KOSCOM, digital nerve centre of KSE”, 
Korea Herald, 23 December 1998.
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manual intervention on a first-in, first-out basis at the 
best available price in the market. With the establish- 
ment of a stock index futures market in May 1996 and a 
stock index option market in July 1997, the KOSCOM 
trading system also acts as an integrated system 
handling stocks, bonds, and futures and options 
contracts.

KSE provides various means for investors to gain 
access to market information. Most pre- and post- 
market price information is electronically provided on a 
real-time basis. Investors can find market-related infor- 
mation such as scientific analyses of stock, bond and 
stock index futures contracts and public announcements 
through the computer terminals of the securities informa- 
tion system, which is integrated with ATS. The system 
also provides economic and financial news from both 
domestic and foreign information providers through a 
Windows-based graphic interface.

The implementation of ICT at KSE is a good 
example of response to the need for constant evaluation 
of business needs and emerging technologies, leading to 
frequent modifications of systems. In January 1995 a 
comprehensive surveillance and information system was 
launched to instil confidence in the market in domestic 
and international investors and institutions. The principal 
procedures utilized by KSE to maintain an orderly market 
include the following:

Daily price range limits. In order to avoid wide 
price fluctuations and foster an orderly market, KSE sets 
a daily price change limit. Under this scheme, the stock 
price of an issue is not allowed to fluctuate by more 
than 15 per cent from the previous day’s closing price.

Trading halt. When a share price and/or trading 
activity of an issue shows an abrupt movement in 
response to an unidentified rumour or news report, KSE 
can halt trading to protect the investing public. In such 
cases, KSE requests the company concerned to make a 
direct disclosure on the matter. Trading can be resumed 
at the next session after the company makes this disclo- 
sure. However, if the rumour which disturbs trading is 
not resolved by direct disclosure, resumption of trading 
may be delayed.

Sidecar. With the establishment of the stock 
index futures market, KSE introduced the so-called 
“sidecar”, to minimize the possible adverse effects that 
programme trading might cause and to ensure stable 
operation of both the futures and the underlying cash 
markets. Under this system, when any contract price 
hits 4 per cent of the previous day's closing price for 
one minute, the execution of programme trading orders is 
delayed for five minutes. The sidecar system operates 
only once a day and the order routing resumes immedi- 
ately after the five minutes.

Circuit breakers. If, at the opening of a session, 
the overall index of stock prices continues to fall from 
the previous close by more than 10 per cent for more 
than one minute, trading of all stocks will be halted for 
30 minutes. Twenty minutes after the circuit breaker is 
instituted, KSE will collect orders from its members for 
10 minutes. Then, stock trading will resume in the form 
of call trading.

In November 1996, KSE introduced an after-hour 
trading session and new forms of orders (market, limit- 
on-close and market-on-close orders). In September
1997, the trading system was fully computerized and the 
Exchange moved to a completely floor-less trading 
environment.

Thailand

A strong case can be made for associating the 
rapid growth of business on the Stock Exchange of 
Thailand (SET)d with the steady modernization of its 
operations and the use of ICT. Starting in May 1991, 
SET began trading with a fully computerized, screen- 
based trading system which eliminated the need for a 
trading floor. Until that time, a manual trading floor 
system with an open-outcry auction, similar to that of 
many other Asian markets, was used. However, this 
system was bursting at the seams; the SET staff 
estimated that, on busy days, up to a quarter of the 
orders were not being executed owing to its inability to 
cope with the excessive volume. In addition, brokerage 
companies wanted to expand outside Bangkok to offices 
throughout the country and to attract international 
investors. To do this, the Exchange needed to upgrade 
its system and provide timely and accurate market data. 
The technology requirements of the new system included 
a distributed client/server architecture and a design 
flexible enough to accommodate rapidly increasing 
volumes and modifications with ease. SET required a 
complete technology transfer from the vendor of the 
system to its newly hired ICT staff, including all source 
codes and training to operate, maintain and enhance the 
new system. SET was also determined to publish an 
open applications programmer interface to allow brokers 
to connect their own application systems to SET in a 
distributed configuration.

SET selected an order-driven, screen-based 
system provided by a subsidiary of the Chicago Stock 
Exchange. Then, new trading rules were written and 
submitted to the government for approval. A significant 
upgrade to the existing regulatory and surveillance

d For more information on this exchange, see the 
Stock Exchange of Thailand Web site, <http:// 
www.set.or.th> (2 February 1999).
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systems was also undertaken. Among the many features 
of the Automated System for the Stock Exchange of 
Thailand (ASSET) are a pre-open order-entry period and 
auction opening; continuous automated order-driven 
matching; a central order book management facility; daily 
price range limits; entry of negotiated deals completed 
outside the system; real-time market data display, 
including best bid and offer; market statistics and index 
calculations; proactive market surveillance and regulation 
tools, including alerts; news reporting and electronic 
messaging capability; and interfaces with clearing, settle- 
ment and depository. ASSET was implemented in May 
1991, and in June 1992 the SET Share Depository 
Centre adopted a scripless system for stocks. This 
system now also covers debentures and warrants.

The overall cost for conversion on SET was much 
higher than for many other exchanges in the region. 
This was largely due to the fact that, in lieu of providing 
direct access terminals, SET mandated that each 
member should acquire its own trading application 
software and hardware to connect to ASSET. The cost 
of conversion to SET was between $12 and $20 million. 
The cost of software and hardware was only part of this 
amount, which also included the cost of creating a 
communications infrastructure, adding staff and providing 
training. These costs were met mainly by the sale of 
new memberships to the Exchange in 1991. The funds 
raised were also used to build a new facility for SET and 
to enhance market surveillance functions.

There were many important challenges during the 
course of the implementation. As an example, owing to 
the SET requirement that each broker should be con- 
nected from his office and the government requirement 
that these offices should be geographically dispersed 
throughout Thailand, it was necessary to undertake a 
thorough analysis of the communications infrastructure 
and promote the use of satellite communications. The 
development of a strategic plan was used to plan for 
reliable access, quick response time and sufficient back- 
up capability to handle peak volumes, and a significant 
upgrade of the Exchange communications infrastructure 
was undertaken. Another important challenge was the 
writing of new rules and regulations for the new trading 
system. The Exchange established a board-level com- 
mittee made up of members, government officials, SET 
staff and representatives of the investor community to do 
this. The government had to approve the new rule 
changes prior to the implementation of the new trading 
system.

In response to the recent economic crisis, SET 
has announced a series of new regulations and initia- 
tives to improve the integrity of the market place, to 
ensure that the regulations are suited to the changing 
economic situation and to improve the quality of compa- 
nies listed. These initiatives included enhanced surveil- 
lance and monitoring systems and additional regulatory

controls, such as circuit breakers, as support measures 
for its previously existing floor and ceiling trading limits. 
Under the new rules, a market-wide halt is determined 
by the percentage movement of the SET index, instead 
of the actual number of points; trading is suspended for
30 minutes if the overall index of stock prices declines 
by 10 per cent over the previous close, and for one hour 
if the index falls by 20 per cent. SET plans to launch a 
new market for SMEs. This market will be separated 
from the main market to allow independence and 
flexibility. In addition, SET has recently announced plans 
for the introduction of trading in stock index options as a 
first step in establishing a complete derivatives market.

Philippines

The Philippine stock market is one of the oldest in 
Asia. There used to be two exchanges, the Manila 
Stock Exchange established in 1927 and the Makati 
Stock Exchange organized in 1963. Although the two 
exchanges remained as separate entities, they were 
basically trading the same listed issues. In the early 
1990s, the Securities and Exchange Commission was 
granted $13.5 million by USAID for the local securities 
industry, a portion of which was earmarked for the 
projected unification of the exchanges. In fact, the 
implementation of ICT at the two exchanges played a 
significant role in the creation of the merged Philippine 
Stock Exchange (PSE).e In 1992, the Manila Stock 
Exchange automated its trading operation with a system 
provided by a local software company. Faced with a 
loss of order flow as a result of the automation of the 
Manila Stock Exchange, the Makati Stock Exchange 
decided to automate its trading operation with a system 
based upon the system used by SET in Thailand, with 
minor customization, and was able to do so within four 
months of signing the contract. The system was utilized 
to provide screen-based, on-floor trading, with a fully 
automated high-capacity order-match, fast response time 
and the ability to handle more than 300 users. The cost 
for conversion was less than $4 million, including all 
hardware, software and infrastructure-associated costs. 
The initial implementation called for 150 direct access 
terminals on the trading floor with a small number (10- 
15) of remote connections. In addition, owing to 
constraints in the supply of electricity countrywide, it was 
necessary to install two power generators for the com- 
puter room and the trading floor. In the first quarter of 
1994, after PSE obtained its licence from the Securities 
and Exchange Commission, its two trading floors were 
functionally unified through the interface of their computer 
systems, creating a one-price, one-market exchange.

e For more information on this exchange, see the 
Philippine Stock Exchange Web site, <http:// 
www.pse.com.ph/> (7 January 1999).

(Continued overleaf)
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Another milestone for the unified exchange took place 
when the state-of-the-art principal trading floor at the 
Philippine Stock Exchange Centre opened in September 
1994. The ultra-modern trading floor, patterned after the 
Tokyo Stock Exchange, adopted an arena-type concept 
complemented by a huge four-sided electronic board. 
The floor was designed to accommodate as many as 
500 booths, in anticipation of future requirements.

PSE is making efforts to broaden and upgrade the 
stock market through an array of marketing programmes 
designed to educate the public on the stock market 
business and to attract a larger numbers of investors into 
the capital market. To dispel the notion that the securi- 
ties industry customarily caters only to big corporations 
and well-heeled investors, PSE is mounting a campaign 
to draw small investors into stock trading. The 
programme is specifically targeted to those investors 
situated in the countryside who can trade through the 
computer terminals that have been set up in different 
parts of the country. These remote terminals provide 
real-time market data and the ability to route orders 
directly to the automated trading system.

Malaysia

Public trading of shares in Malaysia began in May 
1960, when the Malayan Stock Exchange was formed. 
In 1961, the board system was introduced with two 
trading rooms, in Singapore and Kuala Lumpur, that were 
linked by direct telephone lines into a single market with 
the same stocks and shares listed in a single set of 
prices on both boards. The Kuala Lumpur Stock 
Exchange (KLSE), was established in 1973 and took 
over operations as the stock exchange in Malaysia. In
1990, Singapore-incorporated companies were de-listed 
from KLSE and vice versa. The development and 
importance of the ICT infrastructure at KLSEf are 
indicative of the plans of many exchanges in the region, 
with a vision of a fair and orderly market place that is 
both efficient and cost-effective. The objectives of KLSE 
in applying ICT are to enhance accessibility of the 
market to as many investors as possible, locally and 
abroad; to achieve an efficient trading and settlement 
system capable of handling one million trades or four 
billion shares a day; to create a fully-fledged central 
depository system; and to improve the efficiency of the 
information dissemination system. It has achieved a full 
disaster-recovery environment and has developed and 
installed an efficient office automation system and 
management information system for the entire KLSE

f For more information on this exchange, see the 
Kuala Lumpur Stock Exchange Web site <http:// 
www.klse.com.my/> (2 February 1999).

group. A number of ICT-related projects have been 
included in its developmental plan to improve the post- 
trade integration level between KLSE and its member 
companies; to connect KLSE with the outside world 
through the Internet; and to improve the monitoring and 
surveillance systems.

As part of its aggressive push to become an 
Asian-Pacific hub for ICT, the Government of Malaysia is 
creating the Malaysian Exchange of Securities Dealing 
and Automated Quotation (MESDAQ)9 as a third board of 
the Malaysian market. MESDAQ, which is modelled on 
NASDAQ, is intended as an avenue for SMEs in ICT- 
related areas to raise capital in order to establish a base 
in the multimedia super-corridor south of Kuala Lumpur.

Impact and lessons

While experts agree that the roots of the 
economic crisis in Asia are not related to the automation 
of trading, there has been considerable speculation over 
the extent to which the magnitude of the 1997 Asian 
stock market turmoil may have been exacerbated by the 
use of electronic trading systems. In response to this 
turmoil, all regulators in the region have focused on 
improving the regulation, monitoring and surveillance of 
their markets during these difficult times. It is safe to 
say, however, that in a floor-based open-outcry trading 
environment, the drastic drop in the value of share 
prices of listed companies would still have occurred.

Little systematic research has been undertaken on 
the impact of electronic trading on volatility. Several 
studies specifically addressing this impact have recently 
been commissioned. A futures market study does exist 
that may shed some light on this issue. In 1994, the 
Catalyst Institute, Chicago, undertook a research study,h 
the results of which challenged the widely held view that 
it was more efficient to trade futures contracts in a 
traditional open-outcry setting than on computers. The 
study made a careful comparison of the liquidity and 
depth of the German Bund futures contract on two 
futures markets, a traditional open-outcry market that 
had local traders and an electronic exchange with no 
locals. Using statistical tests applied to a very large set 
of trade-by-trade data from the two exchanges, the study 
showed that bid-ask spreads on the two contracts were 
virtually the same. Since the completion of this report, 
reality has validated the study’s primary conclusion, and

g See “MESDAQ expects to start trading in next six 
months", New Straits Times, 30 October 1998.

h S. Craig Pirrong, Derivatives Exchanges, Liquidity 
and Locals: A Look to the Future (Chicago, Catalyst 
Institute, 1994; reissued 1998).

228



the traditional market has recently announced plans to 
abandon open-outcry trading. The success of the 
electronic market highlights what proponents of electronic 
trading believe is a critical point: by levelling the playing 
field, electronic trading can attract small participants from 
the fringes of the market eager to compete with the 
large market players.

The recognition that the traditional role of 
exchanges is likely to change has spurred a spate of 
alliances, partnerships and cooperation agreements 
among markets seeking to harness the potential of ICT. 
Whether this trend, which is obvious in Europe and the 
United States, will spread to Asian markets is difficult to 
foretell. Most such initiatives are still in the early 
stages and there are few, if any, successful cross-
border stock exchange alliances. The exchanges in 
Singapore and Malaysia traded each other’s securities in 
a competitive rivalry for many years, but this was 
suspended in late 1998. Cross-border alliances among 
derivative exchanges have again been primarily in 
Europe, but there are scattered examples in Asia: for 
example, the initiatives of the derivatives exchanges in 
both Australia and Singapore to forge alliances with 
other such exchanges. There are also moves to 
consolidate stock and derivatives exchanges within
individual countries, such as in Australia and Singapore. 
The exchanges in the region need to consider whether 
they will be left out of the global securities markets of 
the future if they do not become part of the consolida- 
tion/alliance trend.

New applications of ICT no longer simply speed 
up the processes of trading securities and enhance 
market transparency, but have led to the birth of a 
previously unknown type of institution, the electronic 
communication network now being called the MONSTER 
(a market-oriented new system for terrifying exchange
regulators). It is no longer clear what an exchange
exactly is. Technology is blurring traditional boundaries 
and radically altering relationships, putting exchanges 
and other intermediaries under intense pressure. The 
Internet and private networks allow clients to do their 
own research, to look for and compare alternative 
intermediaries and even to trade for themselves. Fund 
managers now trade with the same tools as brokers, 
brokers hire fund managers and build trading systems to 
compete with exchanges, exchanges demutualize and 
compete with brokers for investment business. 
Exchanges that are using ICT solely to speed up the 
trading process are missing the point as global investors

are not only after speed. They want more control over 
their own trades and access to global markets, both at 
lower cost. There are no space constraints in 
cyberspace; the physical factors that originally forced 
investors to use intermediaries on trading floors no 
longer constrain access to the trading of securities.

Exchanges and exchange regulators need to move 
with the developments in ICT to ensure that they 
continue to provide efficient and secure market places for 
the trading of securities and that they are paid fairly for 
the services and technology that they offer. There is little 
question that markets in the region must automate to 
survive. What matters most is whether they can offer 
competitive high-quality, low-cost services. If exchanges 
evolve into increasingly sophisticated computer trading 
systems or virtual markets that exist only electronically 
and cross international boundaries with ease, how then 
will securities regulators establish their jurisdiction to 
guard against manipulation and other types of fraud? 
The Chairman of the Federal Reserve Board in the 
United Statesi has stated that:

“Endeavoring to thwart technological advance and 
new knowledge and innovation through the 
erection of barriers to the spread of knowledge 
would, as history amply demonstrates, have large, 
often adverse, unintended consequences. Sup- 
pressed markets in one location would be rapidly 
displaced by others outside the reach of govern- 
ment controls and taxes. Of greater importance, 
risk taking, so indispensable to the creation of 
wealth, would undoubtedly be curbed, to the 
detriment of rising living standards. We cannot 
turn back the clock on technology -  and we 
should not try to do so”.

Rather, it should be recognized that, if it is 
technology that has imparted the current stress to 
markets, technology can also be employed to contain it.

i Alan Greenspan, “The globalization of finance", 
Cato Journal, winter 1998, available at <http:// 
www.cato.org/pubs/journai/cj17n3-1.html> (5 February 
1999).

Source: The information for this annex was 
provided by Ron Dale, Managing Director, Catalyst 
Institute, Chicago.
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C o n c l u s io n : F r o m Pa s s iv e  Fo l l o w e r s  
t o  A c t iv e  Pa r t ic ip a n t s

From the discussion in chapters IV to VII, 
it is clear that, for most governments of develop- 

ing countries in the region, coping with an avalanche 
of ICT applications and developing an appropriate 
policy response present a new and complex 
challenge that they cannot afford to ignore. This 
challenge is multidimensional and multidisciplinary, 
involving several ministries at once. It is also 
dynamic in nature as the development or refinement 
of ICT applications gallops ahead of the interna- 
lization of their implications for economies and for 
policies. The growing convergence of computer and 
communication technologies has effectively modified 
the roles of various stakeholders in the development 
of the national ICT infrastructure, splitting the work 
between the public and the private sector and so 
has created important ramifications for public invest- 
ment decisions. Difficult policy options which affect 
the acquisition, adaptation and diffusion of ICT 
products and services need to be considered. 
These encompass not only ICT policies themselves, 
but also trade, investment and financial sector poli- 
cies; education, training and employment policies; 
national information access policies; public sector 
procurement policies; policies to standardize specifi- 
cations for ICT connectivity and interoperability; and 
laws and regulations concerning the validity of 
contracts. In this chapter, an attempt is made to 
draw the attention of policy makers to the main 
elements of these policies and regulatory frameworks 
at the national, regional and international levels. 
Details on specific policy areas can be found in the 
earlier chapters of this theme study.

IMPLICATIONS OF ICT FOR 
ECONOMIC SECURITY

As the world enters the next millennium, the 
development of new applications of ICT has become 
a principal driving force behind the increasing 
globalization of economic activity. As such, the

policies adopted to harness these new applications 
have far-reaching implications for the economic 
development of developing countries. As indicated 
in chapter IV, the widening scope of ICT applications 
has created three major complications directly affec- 
ting the perception that a government may have on 
the degree of security that its economy enjoys.

First, ICT is changing the basic development 
paradigm for all countries as more factors of produc- 
tion (financial capital, technology, skilled labour 
and ICT) become increasingly mobile and footloose, 
both within a country and across borders. This 
puts pressure on a government to recognize that 
immobile factors (land, infrastructure, the regulatory 
and legal system) need to be of a sufficient quality 
to attract and hold the mobile factors. In fact, ICT- 
intensive industries themselves are among the most 
mobile and, at the same time, the most modern and 
competitive. This emerging situation suggests that 
significant changes are needed in the policies of 
most governments affecting the promotion of com- 
petitiveness and economic governance. It also alters 
the very concept of economic security for a country 
which now has to define its role explicitly in a 
borderless world.

Second, the widespread application of ICT in 
the context of participation in the globalization 
process by a country implies that its production 
enterprises, investors and individuals are significantly 
exposed to risks of change in many areas, particu- 
larly prices, over which they have little control. Most 
developing countries are, in fact, very small actors in 
terms of the share of their GDP in the global 
economy or in comparison with the financial size of 
a major TNC or the value of daily global financial 
flows. Thus, any one country’s degrees of freedom 
in terms of macroeconomic policy independence are 
limited and the country is increasingly exposed to 
buffeting from changes in the policies and perfor- 
mance of others. The reactions to increased risk 
exposure can be either to retreat behind protective
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barriers or to develop appropriate risk management 
instruments and gain sufficient experience to use 
them efficiently and effectively. For example, the use 
of ICT-based applications has increased the vulner- 
ability of domestic financial markets to large swings 
in financial flows. This indicates that governments 
have to take a new, ICT-based, approach to monitor- 
ing these flows and supervising the related institu- 
tions and markets, but not necessarily to interfere in 
their day-to-day functioning. Direct interference can 
be interpreted that a government is speculating that 
it knows better than the market, and so it can be 
subjected to increased pressure from market 
participants. Such an interpretation of ICT-related 
globalization calls for the enhancement of the 
economic security of countries through the universal 
adoption and enforcement of codes of business 
conduct and of financial market regulation so that 
companies do not flee to the least-regulated haven 
to escape discipline.

Third, as economies which do not adjust to the 
ICT-intensive global structure will be increasingly 
marginalized and left behind, it is incumbent on
governments and the international community to set
the ground rules through a proper and equitable
framework for economic and financial activities. 
Such a framework will need to rely on the use of 
ICT as a basic tool for information dissemination and 
monitoring. The hesitancy of governments to move 
ahead with liberalization in the aftermath of the
recent financial crisis provides a good opportunity for 
stocktaking and new thinking. It is well recognized 
that the clock cannot be turned back and that 
policies which seek to limit or delay the spread of 
ICT, and the ensuing effects through globalization, 
will also limit opportunities to reap benefits. Never- 
theless, liberalization efforts also need to be supple- 
mented by ICT strategies and structural measures at 
national, regional and international levels aimed at 
safeguarding economic actors against the undesir- 
able consequences that arise.

It was suggested in earlier chapters that the 
increased application of ICT can make an important 
contribution to stimulating economic growth, that it 
can be applied across a very broad range of 
economic activities and income groups and that it is 
not restricted by geography. A holistic strategy 
towards ICT is therefore desirable to maximize its 
potential. As the widespread use of ICT is possible 
only with a permanent upward shift in the acquisition

of skills, human capital has to be enhanced in a way 
that allows for greater flexibility and mobility of the 
workforce. This, in turn, suggests government 
support for the training of human resources in ICT 
skills, as well as for improvements in the quality of 
basic education to include this dimension.

ICT APPLICATIONS FOR SOCIAL  
DEVELOPMENT

It has been convincingly argued that increased 
applications of ICT can provide a major opportunity 
for tackling problems of endemic poverty and 
inequality in income among persons and nations. 
This is because ICT has the potential to provide 
solutions for the seemingly intractable problems of 
unequal access to economic opportunity, education 
and employment. In developing countries, a strong 
case can be made for public promotion of the use of 
ICT in these areas. In fact, ICT is already being 
actively used to address problems of poverty, as the 
example of the Grameen Bank village phones 
programme in Bangladesh presented in the annex to 
chapter V demonstrates. There are many other such 
initiatives in the region where mobile phones, fax 
machines, computers and Internet links have been 
used to assist local communities with marketing 
information and market access, price information for 
their products on a timely if not real-time basis, 
access to banking facilities, etc. ICT can also be 
used to alter the geographic location of production in 
a country, including through componentization, sub- 
contracting and outsourcing, and a more dispersed 
distribution of enterprises and factories. This can 
ameliorate urban congestion and provide employ- 
ment and income in more remote areas. ICT is 
assisting services sectors such as banking and 
finance, tourism and transport to be more dynamic, 
accessible and tradeable. In addition, ICT can be 
used to provide better supervision and regulation of 
sectors of the economy, especially the financial and 
commercial sectors, by facilitating reporting and 
monitoring, and by alerting authorities to potential 
problems in a timely fashion.

It is recognized that, in order to cope with the 
social conflicts that can arise and are arising from 
globalization, countries need to pay closer attention 
to the credibility of their economic policies, regulatory 
and legal systems, investment climate and related
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institutions. As transparency and accountability tend 
to improve with the application of ICT, its active use 
can facilitate this process. For example, the number 
of Web sites linked to government departments and 
programmes is spiralling in many countries, as 
illustrated by the ICT policy statements on the Web 
listed in the annex to this chapter. Public service 
delivery and the implementation of social develop- 
ment programmes, including those undertaken in 
response to the recent economic crisis, are 
becoming increasingly dependent on information 
about potential target groups, networking among 
public agencies and NGOs, close monitoring and 
evaluation, and improved experimentation and social 
learning. These are all ICT-intensive activities. 
Thus, the usefulness of ICT applications to an 
economy is much wider than those applications 
relevant to trade, investment and finance which are 
the focus of this study.

POLICIES AT THE NATIONAL 
LEVEL

The policy requirements at the national level 
are multifaceted and interrelated. The annex to this 
chapter outlines some of the essential considerations 
for the development of basic national ICT policies. 
However, an ICT policy in itself is not sufficient; it 
needs to be supplemented by supportive policies 
spanning a wide range of sectors. It appears from 
the experiences of countries to date that several 
obstacles are encountered in the application of ICT, 
such as problems in learning processes, social and 
cultural barriers, policy-related or institutional limita- 
tions, including the legal and regulatory environment, 
and market imperfections. The following four 
sections outline the broad contours of national 
policies in respect of ICT itself, trade, investment and 
finance.

ICT policies

The development of a national ICT policy has 
reached an advanced stage in very few countries of 
the region. Without repeating the discussion in the 
annex to this chapter, which presents the objectives 
of such a policy and the common problems which 
create a gap between the desired goal and reality,

and outlines a number of major constraints facing 
developing country governments, it needs to be 
emphasized that it is important for a government to 
set its priorities clearly, to promote the related 
technical skills, to improve the conditions of access 
for all segments of the population, to develop the 
infrastructure and to construct an appropriate legal 
framework. In implementing such a policy, it is 
almost inevitable that local ICT markets will need 
support to encourage competition and to reduce the 
costs of connectivity for the whole population. 
These costs are known to be relatively high in most 
developing countries and so inhibit the more 
extensive use of ICT by individuals and firms. 
Encouraging the use of ICT by SMEs, for example, 
will not be successful unless costs of access are 
sufficiently low.

It is important that the introduction of applica- 
tions of ICT should be driven by needs and national 
priorities, not by technologies, no matter how 
dazzling these technologies may be. A supply- 
driven approach could imply that the adoption of ICT 
in an economy is fragmentary, with limited appli- 
cation in more disadvantaged sectors or population 
groups, mainly because of lower purchasing power 
and perceived lower returns to investment. Policies 
therefore need to pay attention to facilitating the use 
of ICT within and across sectors, organizations, and 
production and marketing units of varying sizes. 
One approach in addressing this problem is to 
facilitate the active participation by users of all sorts 
in policy dialogues, to obtain an expression of their 
needs and to incorporate these into national 
priorities, and then to undertake efforts to absorb 
their specific requirements and circumstances into 
the national ICT network.

The experiences of several countries, including 
the NIEs, point to the fact that, when countries 
become major exporters of mass-produced ICT 
products, they tend to acquire technological capabili- 
ties that support the requirements of local user 
industries. Countries which are not producers of ICT 
products still need to develop such capabilities. In 
this regard, governments can provide incentives (tax 
breaks, subsidies) for collaboration between ICT 
firms, research institutes (including national labora- 
tories) and training institutions to provide for skills 
development and to foster the adaptation of ICT 
applications to local circumstances.
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Governments should take the lead and 
promote the application of ICT in a systematic 
manner for their own operations and administration. 
Beyond having a clear demonstration effect for the 
entire economy, such a policy can cut costs, 
improve efficiency and enhance moves towards 
transparency and accountability. ICT applications 
used by government include those in the production, 
trade and finance areas outlined in chapters V to 
VII, as well as those needed to meet national 
requirements for defence, weather monitoring or air 
traffic control.

Electronic commerce policies

National governments are beginning to appreci- 
ate the importance of an effective policy to facilitate 
the use of electronic commerce by their enterprises 
for both domestic and international markets, comple- 
mented by an appropriate regulatory and legal foun- 
dation. They also recognize the need to increase 
the awareness of the business community of the 
opportunities, benefits and risks arising from the use 
of electronic commerce. In undertaking these trade 
policy tasks, governments usually encourage the 
participation of the private sector, including repre- 
sentatives of SMEs, in the process of policy design 
and in the implementation of any pilot projects to 
ensure that their needs and constraints are 
considered.

Governments have an important role to play in 
continuing to simplify and speed up trade procedures 
through trade facilitation measures, including expand- 
ing and modernizing the use of EDI by their customs 
authorities for both exports and imports. Measures 
to reduce clearance times include the introduction of 
automated customs clearance, green channel rapid 
clearance procedures and one-stop clearance. Other 
ideas include the concept of authorized traders who 
meet criteria linked to compliance and efficiency; the 
filing of customs and other documentation in loca- 
tions different from the point of export or arrival of 
goods; and the creation of a unified comprehensive 
trade procedure database accessible through the 
Internet. All of these are preconditions for instituting 
seamless integrated transactions which would 
increase efficiency and reduce the costs of interna- 
tional trade.

Many countries in the region have shown an 
interest in using Internet commerce. This is most 
often approached through pilot projects to provide 
the scope for learning and the sorting out of techni- 
cal, organizational and legal problems, as well as to 
provide experience in the associated rule making. 
This is accompanied by a review and redesign of 
national laws and legislation when these are not 
conducive to the use of electronic commerce or are 
missing key aspects to protect the security of 
domestic users, including rules concerning the 
validity of electronic signatures or the validity of 
contracts established over the Internet.

Government activities to promote trade and 
investment for their economy can be enhanced 
through the increased application of ICT, such as 
using the Internet to match trade and investment 
opportunities (this may be particularly relevant 
for SMEs); developing electronic catalogues and 
advertising products, especially those from SMEs 
and micro-enterprises, through the Internet; and 
eventually establishing virtual exhibition centres.

Given the need for international agreements on 
many technical and legal aspects concerning 
electronic commerce, governments must be prepared 
to take an active role in the ongoing discussions and 
decisions in international forums and to represent 
substantively the interests of their business com- 
munities. Without this, developing countries will be 
on the receiving end of decisions made elsewhere.
In this regard and in relation to other issues
enumerated above and made more explicit in 
chapter V, governments should be vigorous in 
seeking advice and technical assistance from 
regional and international agencies, and in learning 
from each other’s experience.

Investment-related policies

Investment policies in developing countries 
need to take into account the influence of applica- 
tions of ICT on the location of production. This
influence comes primarily through the increased 
ease of dispersion of the production and marketing 
units of a TNC or of a domestic enterprise to any or 
many locations. As a consequence, governments
are being obliged to put increased emphasis on 
creating an investment climate which will be 
attractive to those establishing units for production or 
delivery of services, in terms of laws and 
regulations, infrastructure and transparency.
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In addition, governments have a responsibility 
to encourage their enterprises to modernize in terms 
of their use of ICT in areas such as production and 
marketing systems, financial management and 
administration, and to create information networks 
within and between enterprises to enhance efficiency 
and reduce costs. These developments may be 
easier and cheaper in countries such as the NIEs, 
members of ASEAN, China or India, where there are 
ICT industries producing for the local and/or the 
export market. Thus, consideration should be given 
to modalities for supporting a modern telecommuni- 
cations equipment sector and the domestic provision 
of ICT services. A crucial element must be the 
provision of support for appropriate training for ICT 
skills.

Financial sector policies

It is quite clear that the modernization of 
banking services through the increased application of 
ICT to decrease costs, increase efficiency, improve 
customer services and so augment the opportunities 
for raising much-needed capital must be vigorously 
pursued alongside better regulation and supervision 
of the financial sector so that both domestic and 
foreign customers have confidence in and the desire 
to use these services. ATMs and other ICT-based 
forms of deposit and payment can be used through- 
out a country, including remote rural areas, only 
when the ICT infrastructure is in place and there is 
assurance of security in their use. Also, regulations 
governing the types of charges that banks can levy 
for ATM cards, interbank automatic teller facilities, 
and so on, as well as those requiring a geographic 
spread of bank facilities within a country, need to be 
reviewed to encourage innovation and competition.

ICT-intensive modernization of basic back-office 
operations of banks is lagging in practically all the 
countries in the Asian and Pacific region. Yet, this is 
a necessary step in improving the efficiency of their 
lending operations, minimizing corruption in lending 
decisions, and assisting central banks in supervising 
the sector efficiently and quickly. All of these would 
enhance confidence in banking systems, which has 
been considerably eroded in many countries as a 
result of the financial crisis. Governments, through 
their central banks, can make the use of ICT-based 
reporting systems an obligation for banks and other

financial firms, and encourage this by means of 
licensing procedures, rating systems, regulatory 
reform and tax incentives.

Central banks themselves need to apply ICT to 
their monitoring mechanisms, reporting systems with 
IMF and development of financial instruments and 
markets. This would help them to have current 
information for the conduct of monetary and 
exchange rate policies and to be able to conduct 
open market operations, an essential ingredient in an 
open economy, in an efficient and effective manner.

The recent turmoil on financial markets (stock, 
bond and futures exchanges) around the world, as 
well as the apparent contagion transmitting volatility 
from one economy to another, raises the question of 
the role of the enormous and rapid increase of the 
use of ICT by the financial markets, traders and 
investors in the transmission process. While 
financial markets are, in general, already quite ICT- 
intensive, some of the shortcomings, especially those 
connected with programme trading by institutional 
investors and hedge funds, were partly attributed to 
ICT-related problems. These have already been 
addressed by the enhanced use of circuit breakers, 
on-line clearing and settlement, open lines of 
communication and improved networking. Further 
modernization of these exchanges, their rules and 
regulations, and monitoring and supervision can 
be accomplished through ICT-based solutions. In 
addition, making the stock markets more electronic 
can allow for screen-based trading by players in all 
parts of a country and outside, and can enhance the 
links among the markets of countries within the 
region and overseas, thus increasing their depth and 
breadth and so their viability. It would also allow 
these markets to deal with problems associated with 
electronic off-exchange trading of stocks through the 
Internet.

Governments have a responsibility to be an 
active partner in the intensified use of ICT in the 
financial sector as the health of this sector is crucial 
to the country’s economic development. It can exer- 
cise this responsibility through several modalities, 
including establishing licensing procedures which 
require a demonstration of a certain level of compu- 
terization of operations, providing specialized training, 
enforcing supervisory reporting requirements which 
involve the use of ICT to meet them, and investing 
in the development of electronic capital markets for, 
inter alia, the conduct of open market operations.
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POLICIES AT INTERNATIONAL  
AND REGIONAL LEVELS

Partially because the extensive use of ICT is 
very recent, the development of international policies 
related to it has been undertaken to date in a rather 
piecemeal fashion, dominated by the more advanced 
countries and market-leading firms. However, 
because of the close relationship between ICT and 
globalization, there is a need, in parallel to its 
increased application, for internationally accepted 
codes of conduct and assurance for developing 
countries that the content and enforcement of these 
codes will be supportive of their development efforts. 
This is an area where there is a need for competi- 
tion and for coordination simultaneously. An interna- 
tional framework must therefore cover both aspects 
and include the broad issues of acceptable business 
practices, trans-border data flows, international trade 
in information services, standards of both a technical 
and a regulatory nature, access to information 
technology know-how and markets, intellectual 
property rights, and donor coordination in informatics 
assistance. The codes should aim to make the best 
and most practical uses of ICT available (locally or 
otherwise) and be flexible enough to absorb the 
rapid pace of innovation and complexity.

Many developing countries are concerned 
about the possible effects of ICT on the degree of 
control that they can exert over their own social and 
economic development, but, at the same time, 
developing countries are dependent on a free flow of 
information to provide them with access to research 
findings and technological information, access to FDI 
and international capital flows and access to world 
markets for their imports and exports. Much regional 
and international discussion and cooperation are 
needed with developing countries as full participating 
partners in order to address their security concerns 
and yet preserve the advantages that ICT brings to 
development.

One of the most important areas of international 
cooperation is coordination of standards and regula-
tions on the use of the Internet. Without agreements 
in these areas, connectivity between countries and 
interoperability among systems cannot be assured. 
Breaks in the system may negate the advantages of 
diffusion of information and of rapid communication. 
Cooperation is also important in the area of trans- 
parency and trans-border data flows so that access to 
information is not blocked at national borders. This is

vital if trade and financial markets are actually to be 
global in nature. Information on regulations of all 
sorts, market requirements and product information, 
and so on, must be accessible to all parties, as 
must price information and stock/bond values. Since 
Internet commerce relies to a large extent on trust 
among the parties, international agreement on 
modalities for the recognition of the legal validity of 
electronic signatures and contracts is essential. As 
doing business over the Internet is a new and still 
extremely limited exercise, it might be preferable to 
start with some regional agreements to facilitate such 
trade deals and gain experience and confidence. 
This might help to overcome some of the technical 
problems in a substantive and iterative manner.

International cooperation on financial markets 
and the global financial architecture is under discus- 
sion in several forums (see chapter I). Most of the 
proposals would have to rely heavily on the use of 
ICT as a monitoring and regulatory tool. One item 
that should be on the agenda is more cooperation 
between supervisory authorities on the implications 
of Internet-based, off-exchange trading, use of net- 
works, the new alliances among stock and derivative 
exchanges across countries, and the blurring of dis- 
tinctions between financial markets and instruments 
of various types. There is an urgent need to 
develop international modalities for the regulation of 
these new global cyberspace markets as they may 
easily fall between jurisdictions.

One proposal to address the volatility and 
uncertainty in country-level financial markets, given 
their lack of breath and depth, is to develop a 
regional integrated electronic financial market that 
can provide a sufficient volume of business and 
number of listings to counterbalance at least 
partially the power of institutional investors. A first 
step towards this, which would also help to alleviate 
speculative attacks and enhance market efficiency, 
would be to develop ICT-based standards for the 
region for rules and regulations on stock markets 
and for supervisory authorities.

Regional cooperation holds promise in several 
areas such as common training facilities, standards 
for interoperability, infrastructure, legal approaches, 
and regional software development for common 
problems or languages. Scope exists for regional 
efforts in developing cooperation in technology capa- 
bility, transfer and innovation. In addition, efforts to 
implement ICT-related trade and finance practices 
could start from regional or subregional exercises 
and exchange of experience.
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Of particular importance to developing coun- 
tries is the issue of access to ICT as technology- 
exporting countries may attempt to restrict the flow 
of advanced technologies to the developing countries 
on security or competitive grounds. Developing 
countries must therefore take an active role in WTO 
negotiations on trade in information services and be 
well briefed on the possible implications of the 
decisions taken for their own development efforts.

International and regional agencies have an 
important role to play as adviser, referee or super- 
visor in assisting developing countries. As advisers, 
they can help in articulating interests and concerns in 
various international forums and in shaping their 
national responses to these issues. By assuming 
this role, they can also accelerate the learning 
process within and among countries and help to 
diffuse the lessons of experience and best practices 
in the acquisition and use of ICT. In fact, regional 
exchange of experience and coordination could play 
a crucial role in facilitating more informed and more 
active participation in international negotiations. As 
referees, they can provide information and influence 
to strengthen the negotiating capabilities of develop- 
ing countries in technology acquisition in a supplier- 
dominated market. In addition, international agencies 
can be assigned the role of international supervisors 
and enforcers of agreed codes of conduct.

CLOSING REMARKS

The broad challenge for governments in the 
twenty-first century is to find a new balance between 
an ICT-dominated highly competitive and quite 
ruthless global market and the preservation of local 
societies, one that will continue to unleash the 
creative energies of private entrepreneurship without 
eroding the social basis of cooperation. The 
tensions between globalization and social cohesion 
are real, and they are unlikely to disappear of their 
own accord. As ICT is a crucial parameter in this 
new balance, it is important to recognize that coun- 
tries, economies, enterprises and individuals will, in 
fact, be more threatened and marginalized by not 
joining in the diffusion of ICT than by participating 
actively in its development and its varied applica- 
tions. ICT is a tool; it is not a threat in itself. 
Rather, its application determines whether it is an 
advantage or a problem. ICT may be currently 
viewed as part of the problem, but its imaginative 
use is also a large part of the solution. Enlightened 
policy initiatives can enhance the economic impact 
of ICT to reduce the marginalization of developing 
countries in the Asian and Pacific region, regardless 
of their size, and to minimize disruptions to 
economic security. This may sound like an overly 
optimistic scenario. The tasks ahead are not easy, 
but there is very little alternative.
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Annex 

CONSIDERATIONS FOR ICT POLICY FORMULATION IN DEVELOPING COUNTRIES

Even when promulgated as distinct policy pro- 
nouncements, ICT policies of necessity have to take into 
account other policy areas, such as education policies, 
information policies, trade and investment policies, and 
cultural and linguistic policies. However, the mere 
establishment of a written national ICT policy has value 
in itself. At a minimum, it conveys the message that the 
government is forward-looking and intends to pursue the 
utilization of ICT in society. Governments should, of 
course, aspire to more by putting the policy content into 
actual practice and becoming a role model in applying 
ICT in their own administration and services.

Common objectives of ICT policies

The ICT evolution will take place with or without a 
systematic, comprehensive and articulated policy. How- 
ever, the lack of a coherent policy is likely to contribute 
to the development (or prolonged existence) of ineffective 
infrastructure and a waste of resources. Listed below 
are some aspirations that ICT policies often try to meet:

• Increasing the benefits from information technology

• Helping people and organizations to adapt to new 
circumstances and providing tools and models to 
respond rationally to challenges posed by ICT

• Providing information and communication facilities, 
services and management at a reasonable or 
reduced cost

• Improving the quality of services and products

• Encouraging innovations in technology develop- 
ment, use of technology and general work flows

• Promoting information sharing, transparency and 
accountability and reducing bureaucracy within and 
between organizations, and towards the public at 
large

• Identifying priority areas for ICT development 
(areas that will have the greatest positive impact 
on programmes, services and customers)

• Providing citizens with a chance to access infor- 
mation; they may further specify the quality of that 
access in terms of media, retrieval performance, 
and so on

• Attaining a specified minimum level of information 
technology resources for educational institutions 
and government agencies

• Supporting the concept of lifelong learning

• Providing individuals and organizations with a 
minimum level of ICT knowledge, and the ability to 
keep it up to date

• Helping to understand information technology, its 
development and its cross-disciplinary impact

Common ICT policy elements

National ICT policies usually address all or many 
of the areas listed below. They may also address 
specific technology problems, such as the year 2000 
problem in computers and embedded systems. Organi-
zational (department- or enterprise-level) policies cover 
more or less the same areas, but are usually more 
specific and business-oriented. While international 
cooperation and exchange of experiences is useful in 
almost any ICT area, certain policies depend on it. For 
instance, standardization of telecommunication protocols 
or setting rules for the administration of Internet domain 
names cannot be accomplished without international 
cooperation.

• Development of ICT infrastructure
Infrastructure development 
Interoperation of information systems 
Enhancement of public services 
Cost savings in service delivery, purchasing, 
communication, etc.
Electronic commerce and secure transactions 
Development of technological standards

•              Development of skills
Research and development 
ICT education and training

• Development of legislation and policies to cor-
respond to the requirements of new ICT

Diffusion of information technology 
Development of ICT industries 
Trade policies for ICT-related goods and 
services
Pricing and taxation of electronic services
Protection of intellectual property
Privacy of personal data
Protection of cultural and linguistic diversity
Protection against illegal and harmful content
Adoption of standards

• Institutional development and coordination
Institutional and regulatory structures 
National ICT development coordination 
International interface and cooperation
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• Access to ICT
Access to infrastructure 
Access to information

• Monitoring ICT
Monitoring the use of ICT 
Measurement of the impact of ICT

Idealistic and realistic ICT application 
development compared

If national and global ICT infrastructures were 
designed today from the beginning, they would look quite

different from the ones that actually exist. The reality is, 
however, that the technologies and applications currently 
being used have been developed over a long period of 
time. The gap between an ideal ICT infrastructure and 
the everyday reality is likely to remain wide for many 
reasons. A major reason is, of course, the continuous 
and rapid pace of ICT innovation, which makes today’s 
technology obsolete tomorrow. Another major reason is 
the lack of experience in managing ICT development at 
the organizational level in general, and ICT application 
development in particular. The information in chart 1 
compares textbook application development with real-life 
circumstances.

Chart 1. Comparison of idealistic and realistic ICT application development

Feature Ideal design Reality

Development System goals are based on well-defined programme
objectives or business needs.

All participants in the project agree about how the 
system will serve the needs of users.

The system objectives are reasonable given the 
resources available.

The system objectives have the support of 
elected officials and top management.

The objectives include performance measures and 
a post-implementation evaluation.

Most initiated applications are never used because 
their development is not completed or because they 
are not suitable for their intended purposes or are 
too difficult to put into operation.

Management and staff are ill-informed and poorly 
trained in how to use ICT effectively. They do not 
have mechanisms to keep themselves up to date 
with the evolution of technology.

Staff are unable to articulate their needs. ICT 
personnel have no time to relate to organizational 
goals and study how business is being conducted.

Management has no practical measurement indica- 
tors to optimize ICT spending and personnel. Con- 
sequently, it is difficult to set meaningful and realis- 
tic objectives for ICT development. Overambitious 
goals are set compared with available resources. 
Application development is started before the avail- 
ability of requisite support resources is confirmed.

In inter-agency projects, the substantive goals of 
participating organizations can overlap or conflict, 
even when the organizations are engaged in a joint 
project.

ICT project All participants are treated as equals and have a
management substantial stake in the project’s success.

All participants understand the project manage- 
ment process and the roles and responsibilities of 
all the players.

Available financial resources are invested where 
they are most needed.

Information about project status is shared fre- 
quently.

The participants engage in joint problem identifi- 
cation and problem-solving.

Collectively, the project team has the skills 
needed to carry out a successful system project.

Individuals and organizations resist changes.

Project goals are often comprehensive, but budgets 
to achieve them are usually underestimated.

New projects are started with too little advance 
information, weak leadership support, inadequate 
user participation, too little funding, and less-than- 
comprehensive training and orientation.

Many projects take considerably longer than origi- 
nally planned.
Especially in government projects, the roles of col- 
laborating parties in project planning and manage- 
ment can conflict with their (simultaneous) oversight 
and regulatory roles, and become a source of 
difficulty in working relationships.
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(Continued from preceding page) 

Chart 1 (continued)

Feature Ideal design Reality

Design of 
systems

 -mocca eb tsum erutcurtsarfni gnitsixe eht ,yllausU
modated in a new design, making it second best 
from the beginning.

Project priorities and desired system features are 
not static; they change during the project implemen- 
tation, and so does the best choice technology.

Programme codes are written with varying degrees 
of compliance with industry standards and adopted 
application standards. The code is more often than 
not poorly documented, with design documents be- 
ing cryptic, inconsistent and incomplete.

The development of applications for information- 
sharing is often blocked by non-technological rea- 
sons which were not adequately analysed before 
development was begun.

New applications are felt to increase the workload 
as they are often run parallel with the old ones, and 
require more time for training and for learning than 
anticipated.

Complete user documentation (e.g., manuals, 
troubleshooting guide) is available.

Continuing, up-to-date and accessible user train- 
ing is offered.

Ongoing, adequate technical support services are 
available for system maintenance and enhance- 
ment.

An ongoing, adequate “help desk” supports users.

There are built-in data management and analysis 
capabilities for users, including access to local, 
regional and statewide databases for planning and 
evaluation purposes.

Some provision is made for local modification 
based on local needs, including low-tech and no- 
tech options where local conditions do not 
support high-tech solutions.

The problems in using ICT applications occur in real 
work situations and must usually be resolved at 
once. Most organizations cannot afford to maintain 
user support that is able to provide instantaneous 
support.

Organizations are not able to figure out how to use 
the full potential of existing software and computers. 
Personnel responsible for ICT development are 
satisfied after applications are installed and are 
running with reasonable stability, while non-ICT staff 
are unwilling to commit time to learn crucial 
features of new applications.

Organizations fail to change their working proce- 
dures and organizations in ways that the new 
technology would require.

Users are not sufficiently trained, particularly in 
using applications’ built-in help features. Only a 
small percentage of staff are capable and willing to 
keep themselves up to date through self-learning.

Source: Derived from Tying a Sensible Knot: A Practical Guide to State-Local Information Systems” Center for 
Technology in Government, State University of New York at Albany, <http://www.ctg.albany.edu/resources/pdfrpwp/iis1.pdf> 
(8 February 1999) and the secretariat’s experiences in ICT application development.
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The system is designed to integrate with the 
related systems and business processes of the 
affected organizations.

Standard definitions of key data are used by all 
participants.

The system is designed to support information- 
sharing across organizations and programmes.

Built-in safeguards assure system security and 
the confidentiality of sensitive or personal informa- 
tion.

The design adheres to commonly accepted indus- 
try standards and does not rely on proprietary 
technologies.

There is no need for parallel or supplemental 
systems or procedures to support the service or 
business functions that the system is designed to 
meet.

Built-in features reduce human effort and mini- 
mize duplication.

The design takes into account the current techni- 
cal capabilities of the participating organizations.

User support
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ICT policies need to recognize the above caveats 
and offer ways to overcome the constraints. Application 
development should be based on a sound development 
methodology, good practices found to work elsewhere, 
past experiences, realistic objectives and user needs. 
However, perfect planning is neither feasible nor possi- 
ble, and eventually the success or failure of a develop-

ment venture is judged on the realized use of the 
application.

The objectives and content of ICT policies have 
similarities and differences in international, national, local 
and organizational contexts. A comparison of some 
basic features and linkages between various ICT policy 
levels is given in chart 2.

Chart 2. Links between organizational, national and international policies

Feature Organizational policies National-level policies International policies

Intergovernmental bodies organi- 
zations, international business al- 
liances, large hardware and soft- 
ware manufacturers, multinational 
corporations.

Working groups, international 
meetings, research and develop- 
ment by large hardware and 
software manufacturers, standards 
development by international or- 
ganizations.

Creator

Method
of
creation

Chief executives and chief informa- 
tion officers.

Various methods in use, some 
leading to explicit articulated poli- 
cies, others to ad hoc sets of 
instructions or to related insertions 
in sectoral policies.

Compre-
hensive-
ness

Highly variable, from non-existent 
to very comprehensive.

Main
objectives

To support organizational business 
goals by improving operational 
efficiency and exchange of infor- 
mation.

To maintain and improve competi- 
tiveness.

Main 
problems 
in creating 
such 
policies

Resistance to change, especially 
when technology threatens con- 
ventional structures.

Difficulty in deciding who is re- 
sponsible for policy development.

Links to
global
policies

Indirect link. Mainly through adop- 
tion of international ICT standards 
and observance of trading agree- 
ments.

Government, government agen- 
cies, government agency coordi- 
nating national and/or government- 
wide ICT development.

Typically initiated by governments, 
triggered by models of other coun- 
tries. A drafting agency is se- 
lected and a draft is circulated for 
comments among the rest of the 
government agencies.

Some developed countries are 
starting to have comprehensive 
national ICT policies, including 
national information infrastructure 
policies and government-wide poli- 
cies. However, many developing 
countries have no articulated 
national ICT policies.

To provide all citizens with equit- 
able access to information and 
information technologies.

To ensure that ICT is part of 
national education programmes.

To improve efficiency and trans- 
parency of civil service.

To address national ICT issues, 
such as those arising from 
national languages.

Difficulty in making them pragmatic 
and meaningful.

Setting of the balance between 
national policy and sectoral poli- 
cies in which ICT plays a role.

Direct observance of international 
agreements and standards as 
applicable to country commit- 
ments. Global policies and stan- 
dards provide material for setting 
components of national policies. (Continued overleaf)

Enormous variation in country con- 
ditions.

To ensure that all countries can 
benefit from information and com- 
munication technologies.

To develop and promote interna- 
tional technology standards.

Concentrate on policies that are 
required in international transac- 
tions. Do not effectively address 
several areas, including impact on 
social development, access to 
information and effectiveness of 
technology transfer.
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Chart 2 (continued)

Factors affecting the formulation of national 
ICT policies in developing countries

The importance of ICT policies is understood at 
the highest political level in many developing countries, 
and some countries have already adopted their own 
policies. Selected references to these policies are listed 
at the end of this annex. The effectiveness of an ICT 
policy in one country does not guarantee that the same 
recipe would work in another and many developing 
countries face similar constraints that need to be taken 
into account when ICT policies are formulated.

ICT infrastructure is weak. Information presented 
elsewhere in this study illustrates that the lack of 
computer and telecommunications infrastructure is a key 
problem in many developing countries. National ICT 
policies therefore need to be very strong in this area. A 
master infrastructure development plan can be supported 
by detailed policies for administrative sectors, geographic 
areas, types of service, types of educational institute, etc.

Government involvement remains essential in the 
construction of the infrastructure in the foreseeable future 
in rural areas and remote locations. At the present time, 
only large cities are sufficiently attractive for most private 
developers, such as mobile phone and Internet service 
providers.

ICT-related goods and services are made available 
on suppliers' terms and low per capita purchasing power 
does not allow markets to mature. While the processing 
cost per unit calculated or stored has dropped dramati- 
cally, the unit price of the average personal computer 
sold has not fallen very much. The fact that low-cost 
computers (although technologically feasible) are not 
available is largely because the development and trade 
of ICT components are almost entirely supply-driven, 
taking into account the needs of only the minority of 
potential users. It would be easier to learn how to use 
“poor man's PC" than those currently available; the 
hardware would be relatively simple, and the operating 
system and software applications would be reliable and
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Feature Organizational policies National-level policies International policies

International standards are pro- 
moted at national level.

National policies may address 
international issues and identify 
participating agencies in interna- 
tional cooperation.

Adoption of international standards 
at enterprise level.

Lack of international mechanisms 
that could effectively help in the 
diffusion of ICT in developing 
countries.

Lack of international laws and 
mechanisms to control undesirable 
aspects of ICT use.

A central role in international 
standard setting, in coordinating 
rules and regulations.

Being independent from ICT 
vendors, an advisory role in ICT 
development in central govern- 
ment, in various government sec- 
tors and agencies.

International support for good 
governance usually includes ICT 
components.

Lack of systematic approaches to 
ICT development in developing 
countries.

Lack of understanding of the 
impact of ICT on society.

Adoption of national standards at 
enterprise level.

Models and experiences of other 
countries are useful in creating 
national policies.

Enterprises may be restricted by 
national laws and regulations, or 
may benefit from national deve- 
lopment incentives, education pro- 
grammes, and so on.

Models and experiences of others, 
especially business associates, are 
useful in the creation of policies.

Inadequate enterprise level adjust- 
ments necessitated by ICT deve- 
lopment.

Links to 
national 
policies

Links to
enterprise
policies

Main 
deficien- 
cies in 
current 
policies

Role of 
inter- 
govern- 
mental 
organiza- 
tions in 
improve- 
ment

Mostly indirect, through effects on 
national and global-level policies.

Direct advisory role in respect of 
counterpart government agency 
policies.



small. Such a personal computer would still be able to 
perform the most common tasks in the workplace, at 
school and at home.

Basic information technology, such as personal 
computers, their peripherals and software are available in 
major cities of developing countries. However, low 
purchasing power keeps the number of vendors down. 
Government ICT policies can help the development of 
ICT markets by reducing red tape, reducing import taxes 
and creating a favourable entrepreneurial environment.

Telecommunications monopolies still exist. Deve- 
loping countries in the Asian and Pacific region are 
mulling over the possibilities for reforming their telecom- 
munications sectors, which are mainly in the hands of 
government monopolies. A fair degree of liberalization 
has been achieved in several domestic telecommuni- 
cations markets, and private Internet service providers 
have become commonplace. Consequently, more 
countries are succeeding in eradicating waiting lists for 
telephone services.

The liberalization of international telecommunica- 
tions is, however, taking place painstakingly slowly, and 
retail prices have practically nothing to do with transmis- 
sion costs. Governments are protecting their rights to 
collect tax-like revenue through monopolies, and attempts 
to change the international accounting rate settlement 
systema (which is an additional reason for the high price 
of international telephone calls) have not succeeded. 
National ICT policies cannot afford to ignore the fact that 
the need for low-cost telecommunications services in 
developing countries is higher than ever. The policies 
also need adjustments because the existing market 
mechanism is being taken over by new modes of 
operation.b

ICT readiness varies significantly between govern- 
ment departments. Departments and agencies operating 
in a naturally ICT-intensive field are likely to be more 
advanced than others. A government can help by 
identifying a coordinator agency to maintain information 
about government ICT development ventures. Another 
way to benefit from the heterogeneity is to develop and

a For a detailed description of the existing system, 
see the Chairman’s report for the Seventh ITU Regula- 
tory Colloquium: Transforming Economic Relationships in 
International Telecommunications, 3-5 December 1997, 
Geneva, available at <http://www.itu.int/wtpf/trade/reg_coll/ 
7TH/> (8 February 1999).

b New modes of operation include resale; refile, 
hubbing or re-origination; international alliances of 
telecommunications operators; the extension of foreign 
operators’ networks into the destination countries to points 
of presence that they establish there; and Internet 
telephony.

test pilot applications in the more advanced departments 
before these are released for wider use within the 
government.

Public sector is a significant employer. The com- 
puterization of routine functions allows governments to 
reduce staff and simultaneously to improve the quality of 
their services. The effectiveness of such moves is 
often moderated by inflexibilities in employment contracts 
that limit the scope for staff retrenchments.

Management structures and styles are not condu- 
cive. Most failures in ICT application development are 
caused by poor planning and management, and not by 
the lack of resources or wrong technology choices. 
Management of ICT projects is often made more difficult 
by overly hierarchical organizational structures that are 
not conducive to innovative ideas. This can create a 
problem if the management is unaware, or resists 
becoming aware, of the benefits that could be achieved 
through the application of ICT. National policies should 
emphasize the importance of involving senior executives 
in ICT development and making them accountable for 
their organization's ICT-related performance.

Governments are struggling to find money for 
basic public services. Government budgets tend to be 
tight, especially in developing countries, and this can 
create problems for rational ICT development and ham- 
per the ability to react quickly to new requirements or to 
buy the latest technology. In order to get value for 
money, ICT policies should require that the specifications 
of systems developed or purchased are reconfirmed by 
third-party experts before the order is placed.

The penetration and influence of the Internet are 
still minimal. The Internet is changing the way in which 
data and information are collected and disseminated and 
how services are provided to clients. Thus, most new 
systems should be developed with either immediate or 
future Internet connectivity in mind.

Governments find it difficult to recruit and retain 
qualified ICT staff. A key constraint for the effective 
application of ICT in developing countries is the shortage 
of human resources.c Apart from a lack of qualified ICT- 
system personnel, there is often high turnover of such 
personnel which can seriously hamper systems develop- 
ment or daily operations. In addition, the ICT skills of 
other related personnel are not very developed. These 
problems can lead to delayed and uncoordinated ICT 
development and contribute to inadequate data security. 
ICT policies need to address human resource develop- 
ment needs in a broad educational context.

c See, for instance, the report on the Seminar on 
the Application of Information Technology in National 
Statistical Offices (STAT/ITNSO/Rep.), held at Taejon 
from 15 to 18 December 1998.
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Selected ICT policy references in 
the Asian and Pacific region

Some key ICT policy documents for selected 
countries are listed below. The list was compiled in 
January 1999, based on Web searches, and does not 
represent a full picture of the ESCAP region. Each 
entry shows the title, the originating institution and the 
Web site address.

Australia

Towards an Australian Strategy for the Information 
Economy: A Preliminary Statement of the Government’s 
Policy Approach and a Basis for Business and Commu- 
nity Consultation, Ministerial Council for the Information 
Economy, 29 July 1998
<http://www.noie.gov.au/strategy.html> (8 February 1999)

Clients first: The Challenge for Government Infor- 
mation Technology, report of the Minister of Finance’s 
Information Technology Review Group, 1 March 1995 
<http://www.finance.gov.au/pubs/itrg/itrg-tc.html> (8 Febru- 
ary 1999)

Framework and Strategies for Information Techno- 
logy in the Commonwealth of Australia, exposure draft, 
Government Information Services Policy Board, Decem- 
ber 1995
<http://www.ogit.gov.au/publications/framework/framewrk. 
html> (8 February 1999)

China

Information Technology in China, overview pre- 
pared by the Ministry of Electronics Industry 
<http://www.ita.doc.gov/industry/omni/prc.htm> (15 Febru- 
ary 1999)

China IT News, weekly newsletter 
<http://www.china-research.com/crc_ciw.htm> (15 Febru- 
ary 1999)

Hong Kong, China

Digital 21: Hong Kong Special Administrative
Region Information Technology Strategy, prepared by 
the-lnformation Technology and Broadcasting Bureau 
<http://www.info.gov.hk/itbb/new/digital21. pdf> (November
1998)

Development of Information Infrastructure in Hong 
Kong, Legislative Council Information Policy Panel, 23 
January 1997
<http://www.ofta.gov.hk/mis/rp97a231.html> (15 January
1999)

India

Information Technology Action Plan, prepared by 
the National Task Force on Information Technology and 
Software Development, July 1998:

Part I: Software 
<http://it-taskforce.nic.in/it-taskforce/infplan.htm> (9 Febru- 
ary 1999)

Part II: Hardware (development, manufacture and 
export of information technology hardware) 
<http://it-taskforce.nic.in/it-taskforce/actplan/actplan2.htm> 
(8 February 1999)

Report of the Panel on Development, Manufacture 
and Export of Information Technology Hardware, 
September 1998
<http://it-taskforce.nic.in/it-taskforce/hardrep/> (9 February 
1999)

Basic Background Reports National Task Force on 
Information Technology and Software Development 
<http://it-taskforce.nic.in/it-taskforce/bgnew.htm> (8 Febru- 
ary 1999)

Japan

Towards the Age of the Digital Economy, Ministry 
of International Trade and Industry, May 1997 
<http://www.miti.go.jp/intro-e/a228101e.html> (21 January
1999)

Vision 21 for Info-communications, Ministry of 
Posts and Telecommunications
<http://www.m pt.go.jp/policyreports/english/telecouncil/ 
v21-9706/v21-9706-e.html> (21 January 1999)

Flow of Information on the Internet, Report of the 
Study Group for the Advancement of the Condition for 
the Use of Telecommunications, Telecommunications 
Bureau, Ministry of Posts and Telecommunications, 
December 1996
<http://www.mpt.go.jp/policyreports/english/group/lnternet/ 
contents.html> (8 February 1999)

For Achieving Globalization of an “Intellectually 
Creative Society’’, interim report, Telecommunications 
Council, Ministry of Posts and Telecommunications, 23 
January 1995
<http://www.m pt.go.jp/policyreports/english/telecouncil/ 
lnterim_Report/index.html> (8 February 1999)

Malaysia

Malaysia homepage 
<http://www.jaring.my/> (15 February 1999)
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National Information Technology Council, Malaysia 
<http://www.jaring.my/nitc/index1.html> (15 February 1999)

Multimedia Super Corridor 
<http://www.mdc.com.my/> (15 February 1999)

Malaysia E-Commerce Hub, APEC Electronic 
Commerce Task Force 
<http://www.ec.com.my/> (15 February 1999)

New Zealand

Information Technology Advisory Group Communi- 
cations Framework: Key Objectives, 4 May 1998 
<http://www.moc.govt.nz/itag/objectives.html> (21 January 
1999)

The Impact of Information Technology on People 
with Disabilities, Ministry of Commerce, July 1997 
<http://www.moc.govt.nz/ran/itpg/disability.html> (8 Febru- 
ary 1999)

Impact 2001, Information Technology Advisory
Group:

How Information Technology will Change New 
Zealand, 1 March 1996
<http://www.moc.govt.nz/itag/impact/impact.html> (21 Jan- 
uary 1999)

Strategies for Learning with Information Technology 
in Schools, 4 May 1998
<http://www.moc.govt.nz/itag/impact/strategies.html> (21 
January 1999)

Learning with IT, December 1997 
<http://www.moc.govt.nz/itag/impact/imped.html> (21 Jan- 
uary 1999)

Pakistan

Draft IT Policy of Pakistan, Ministry of Information 
and Communication
<http://itcomm.gov.pk/it_policy.html> (9 February 1999)

Better Pakistan 2010 
<http://www.pak2010.gov.pk/page_1.htm> (15 February 
1999)

Philippines

IT Action Agenda for the 21st Century, National 
Information Technology Council, Manila, October 1997 
<http://www.neda.gov.ph/IT21/IT21txt.htm> (15 January 
1999)

National Information Technology Plan 2000 
(NITP2000): Executive Summary 
<http://www.dlsu.edu.ph/pinas/st/nitp.html> (9 February 
1999)

Republic o f Korea

Korea’s Vision for the Information Society, Ministry 
of Information and Communication
<http://sp05a.etri. re. kr:8080/e_home/topics/1217-01. html> 
(15 January 1999)

Information and Communications Policy Statement 
for the Realization of an Information Society, MIC Official 
Gazette
<http://sp05a.etri. re.kr:8080/e_home/policy_frm.html> (15 
January 1999)

Information and Communications in the Republic 
of Korea, 1998 White Paper, Ministry of Information and 
Communication, May 1998
<http://sp05a.etri.re.kr:8080/e_home/white.html> (15 Janu- 
ary 1999)

Singapore

IT2000 Masterplan, National Computer Board:
A Vision of an Intelligent Island 
Transforming Singapore into an Intelligent Island 
National IT Committee 

<http://www.ncb.gov.sg/ncb/it2000.asp> (8 February 1999)

Singapore ONE (One Network for Everyone) 
<http://www.s-one.gov.sg> (8 February 1999)

Electronic Commerce Hotbed 
<http://www.ech.ncb.gov.sg> (8 February 1999)

Thailand

Social Equity and Prosperity: Thailand IT Policy
into the 21st century (IT2000), National Information 
Technology Committee, 1995
<http://www.nitc.go.th/it-2000/full.en.html> (8 February 
1999)

Thailand: The Big Picture, National Electronics and 
Computer Technology Centre 
<http://www.nectec.or.th> (15 February 1999)
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Since the 1957 issue, the Economic and Social Survey of Asia and the Pacific has, in addition to a review of 
the current situation of the region, contained a study or studies of some major aspect or problem of the economies of 
the Asian and Pacific region, as specified below:

1957:
1958:
1959:
1960:
1961:
1962:
1963:
1964:
1965:
1966:
1967:
1968:
1969:
1970:

1971:

1972:

1973:
1974:

1975:
1976:

1977:
1978:

1979:
1980:
1981:
1982:
1983:
1984:
1985:
1986:
1987:
1988:
1989:

1990:
1991:
1992:

1993:

1995:
1996:

1997:
1998:

Postwar problems of economic development
Review of postwar industrialization
Foreign trade of ECAFE primary exporting countries
Public finance in the postwar period
Economic growth of ECAFE countries
Asia’s trade with western Europe
Imports substitution and export diversification
Economic development and the role of the agricultural sector
Economic development and human resources
Aspects of the finance of development
Policies and planning for export
Economic problems of export-dependent countries. Implications of economic controls and liberalization 
Strategies for agricultural development. Intraregional trade as a growth strategy
The role of foreign private investment in economic development and cooperation in the ECAFE region. 
Problems and prospects of the ECAFE region in the Second Development Decade
Economic growth and social justice. Economic growth and employment. Economic growth and income 
distribution
First biennial review of social and economic developments in ECAFE developing countries during the Second 
United Nations Development Decade 
Education and employment
Mid-term review and appraisal of the International Development Strategy for the Second United Nations
Development Decade in the ESCAP region, 1974
Rural development, the small farmer and institutional reform
Biennial review and appraisal of the International Development Strategy at the regional level for the Second 
United Nations Development Decade in the ESCAP region, 1976 
The international economic crises and developing Asia and the Pacific
Biennial review and appraisal at the regional level of the International Development Strategy for the Second 
United Nations Development Decade 
Regional development strategy for the 1980s
Short-term economic policy aspects of the energy situation in the ESCAP region 
Recent economic developments in major subregions of the ESCAP region 
Fiscal policy for development in the ESCAP region
Implementing the International Development Strategy: major issues facing the developing ESCAP region
Financing development
Trade, trade policies and development
Human resources development in Asia and the Pacific: problems, policies and perspectives 
International trade in primary commodities 
Recent economic and social developments
Patterns of economic growth and structural transformation in the least developed and Pacific island countries 
of the ESCAP region: implications for development policy and planning for the 1990s 
Infrastructure development in the developing ESCAP region: needs, issues and policy options 
Challenges of macroeconomic management in the developing ESCAP region
Expansion of investment and intraregional trade as a vehicle for enhancing regional economic cooperation 
and development in Asia and the Pacific
Fiscal reform. Economic transformation and social development. Population dynamics: implications for 
development
Reform and liberalization of the financial sector. Social security
Enhancing the role of the private sector in development. The role of public expenditure in the provision of 
social services
External financial and investment flows. Transport and communications 
Managing the external sector. Growth and equity
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The Development Research and Policy Analysis Division of ESCAP is undertaking an evaluation 
of this publication: E conom ic and  Socia l Survey o f  Asia  and  the Pacific  1999, with a view to making 
future issues more useful for our readers. We would appreciate it if you could complete this 
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Director
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