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SUMMARY

Real GDP growth in East Asia has been moderating after a sharp rebound from the global crisis. The slowdown
in growth since mid-2010, even though smaller than earlier projected, has occurred despite a stronger-than-expected
recovery in high-income economies and only gradual withdrawal of the monetary and fiscal stimulus across the
region. We project real GDP growth will settle to about 8 percent in 2011 and 2012 from about 9.6 percent in 2010.

Inflation has become the key short-run challenge for the authorities in the region, complicated by a surge in
portfolio capital inflows and rapidly increasing food and commodity prices that hit low-income households
disproportionately. Price shocks are affecting core inflation that could trigger a wage-price spiral. Central banks
across developing East Asia have tightened monetary policy only cautiously because of earlier concerns about the
durability of the global expansion, expectations that the surge in food and fuel prices may turn out to be temporary,
and worries that higher interest rates may boost interest-sensitive inflows.

For many middle-income countries in East Asia, lowering inflation presents difficult policy choices. Most have
eschewed the use of capital controls, and allowing exchange rates to appreciate may protect against importing inflation
but jeopardizes international competitiveness. And the independence of monetary policy is partially constrained by
open capital accounts. This places the bulk of the adjustment burden on fiscal policy where the challenge lies in
lowering deficits more rapidly while creating the fiscal space to finance infrastructure to drive future growth and
assuring necessary social investments and cash transfers to the poor.

The sharp increase in commodity prices portends increased volatility for the foreseeable future. All
commodity prices are on an upswing, some either at all-time highs or at levels exceeding those reached only two
years ago. These latest price developments continue the trend that began earlier this decade of a steady climb in
real commodity prices, interrupting a decade-long downward trend in the 1990s. Policies to provide incentives and
ensure the investment needed to help develop new and greener energy sources, notably with low-carbon emissions
and much improved energy efficiency should be a priority for governments in the region.

Over the medium-term, East Asia has the potential to sustain rapid increases in living standards even as the
global economy enters a more challenging phase. Unlike the framework of stable exchange rates and closed
capital accounts that characterized the background for the rise of Western Europe, Japan, and the NIEs after World
War |l, the future will likely be dominated by sharply increased volatility in commodity prices, capital flows, and
exchange rates. If history is any guide, periods of sustained monetary expansion in high-income economies tend
to be followed by a surge in global inflation, high nominal interest rates, and economic instability. If such a scenario
unfolds, as is likely, it will test the resolve of governments in East Asia and circumscribe the policy options available
to maintain rapid but steady growth.

China, today the world’s second largest economy and its leading exporter and manufacturer, will remain
a powerful source of external demand for East Asian producers in the foreseeable future. The trend toward
increasing intra-regional trade, with China a larger final consumer of regional product, is likely to continue. And
favorable prospects for China augur well for the global and regional production networks into which countries of the
region are increasingly tightly integrated. Rising wages in coastal China are forcing companies located there to either
move up the value chain or relocate further inland or to neighboring low-income countries (and occasionally to lower-
cost regions in neighboring middle-income countries). And with China deploying its large foreign exchange reserves,
capital flows to the region could rise substantially. Tighter regional integration will ensure that these trends further
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boost the international competitiveness of Developing East Asia while also providing an engine of growth that is
relatively less dependent on the slow-growing high-income countries.

But even as developing East Asia continues to grow rapidly, rising inequality is a matter for concern and
could pose a challenge to future social stability. One factor underpinning rising inequality is rapid globalization
which raises skill premiums—a phenomenon observed worldwide. Another is rapid urbanization that contributes
to high growth rates but at the same time leaves behind lagging regions. Ensuring equal access to education,
improving connectivity between leading and lagging regions, and expanding targeted social services are some of the
policy responses necessary to ensure inequality does not rise to levels that breed social exclusion and cut growth
potential.

As much as one-third of per-capita growth in East Asia over the last half a century was due to the favorable
demographic dividend. In the future, however, a rapidly ageing population will slow growth rates in the economies of
East Asia unless its effects are offset by faster growth in productivity, larger fixed investment, increased participation
in the work force of women, longer work lives, and policy adjustments that encourage productivity and help contain
ageing-related fiscal costs.

No country has grown to middle income without industrializing and urbanizing. East Asia’s cities have helped
support economic growth, but their full potential as the source of innovation and productivity is yet to be realized.
Cities will need to become the true crucibles of innovation by exploiting the proximity of companies and workers,
acting as knowledge exchanges, and providing capital for innovative but risky projects.

The risks of climate change and natural disasters complicate East Asia’s quest for continuous rapid growth.
On the one hand, the carbon footprint of the region must be contained: this is the essence of the mitigation agenda.
On the other, countries need to learn to live with the consequences of a changing climate—the adaptation agenda.
And nowhere is the adoption and implementation of an adaptation agenda more important than in East Asia’s urban
centers, the concentration of increasingly larger share of output and population. These agglomerations are under
the grave threat of extreme weather events, rising sea levels and other natural hazards—some of which, such as
earthquakes, are not climate-related. However every natural hazard does not automatically lead to catastrophic loss
of life and property. The recent tragic earthquake in Japan with a magnitude 8.9—the most powerful in the country’s
recorded history—and the subsequent tsunami are a stark reminder of the dangers from natural hazards and the key
role of careful and thorough investments the authorities have made in seismic safety and emergency preparedness.
The extent to which countries in the region will be affected economically will vary and depend on factors that will
become clearer in the coming weeks.
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PART I. SECURING THE RECOVERY,
LOWERING INFLATION

Developing countries in East Asia

have recovered from the recent global
economic crisis faster than from earlier
global or regional shocks, including

the 1997-98 Asian financial crisis and
the 2001 U.S. equity market crash.
Much of this rebound has been due

to the decisive and large fiscal and
monetary stimulus measures that were
implemented by all countries in the
region, especially China. Withdrawing
the fiscal stimulus and returning
monetary policy to normal is now a

priority, as doing so will help contain
inflationary pressures and limit the
extent to which higher prices for food
and fuel permanently boost inflation
expectations. It will also help protect
fiscal space—a crucial asset before the
crisis—for use in case of future shocks.




|. RECOVERY FIRMLY ON TRACK

The region’s recovery is firmly on track, with real GDP, industrial production and exports above pre-crisis levels. But
employment in manufacturing—which typically pays higher wages than jobs in other sectors—has lagged, suggesting
employers are still cautious about the durability of global growth. Sluggish manufacturing growth, combined with the
negative impact of rising food and fuel prices, could slow progress reducing poverty across the region this year.

Growth surprises on the upside

Output growth throughout developing East Asia moderated in the second half of 2010 but was still surprisingly
strong. This positive outcome reflected sustained monetary and fiscal stimulus measures and stronger growth in
demand abroad, both of which partly offset the return of capacity utilization to pre-crisis levels. Real GDP growth in
developing East Asia and Pacific amounted to 9.6 percent for 2010 as a whole (Figure 1and Table 1), 0.7 percentage
points higher than our estimate in November 2010 (see our East Asia update from November 2010, Robust Recovery,
Rising Risks). Estimates for growth among the G-3 (the U.S., the EU, and Japan) were also revised up by a similar
amount, thanks largely to a markedly better outcomes in the eurozone and Japan.

Figure 1. Real GDP growth moderated... Table 1. .. .but for the full year 2010 was close to pre-crisis levels
and East Asia remains the fastest growing global region

percent change year-on-year

15 percent change
2008 2009 2010e
10 Developing East Asia 85 74 96
Excluding China 47 1.2 6.9
° Europe and Central Asia 39 -6.6 4.7
0 Latin America and Caribbean 40 -2.2 5.7
Middle East and North Africa 4.2 3.1 3.3
5 South Asia 4.8 7.0 8.7
Excluding India 3.7 4.3 5.1
-10 Sub-Saharan Africa 5.2 1.7 47
1981 1986 1991 1996 2001 2006 201 . .

= Developing East Asia excluding China = Developing East Asia High Income Countries 0.2 -34 2.8

Sources: CEIC and World Bank staff calculations. Source: World Bank Global Economic Prospects 2011.

Growth in 2010 was broad-based. Seven countries in developing East Asia grew by 7 percent or more last year,
including Thailand and Malaysia, the only middle-income countries in the region whose economies had contracted
in 2009. Real GDP grew 7.8 percent in both countries in 2010, driven equally by domestic and external demand and
accommodative policies. In the Philippines, a surge in consumer and business optimism in part due to the presidential
elections, and stronger and more robust remittance growth were additional factors that underpinned the country'’s
fastest growth in more than three decades.

The post-crisis rebound in 2010 was faster than the recovery from previous crisis episodes, including after

the 1997-98 Asian financial crisis. Much of this rebound reflected the solid macroeconomic foundations that
existed before the crisis, plentiful fiscal space, low external and government debt, and the strong balance sheets
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I. RECOVERY FIRMLY ON TRACK

Box 1. Then and now: the 1997-98 Asian financial crisis and the global economic crisis

What a difference a decade makes. The “noughties” began with the region emerging from one crisis
and ended with another. In 1999, output in developing East Asia excluding China rose by 3.4 percent, after
contractions in 1998 of 13 percent in Indonesia and 7 percent or more in Thailand, Malaysia, and Korea. In 2010,
output in seven countries in developing East Asia expanded by more than 7 percent, after contractions of about
2 percent in Malaysia and Thailand in 2009 and a modest slowdown in Indonesia. The greatest economic and
financial crisis in more than half a century had a temporary impact on the region which governments, companies,
and households took in their stride. And with large parts of the developed world still tackling the consequences
of excessive debts and with banks rebuilding their balance sheets, East Asia remains the fastest-growing region
in the world.

Growth moderated in China and most other middle-income countries Per capita GDP relative to the OECD has risen throughout East Asia but
after the 1997-98 Asian financial crisis, but picked up in Lao and markedly only in China...
Cambodia
percent change y-y, period average percent relative to OECD, current prices
Low-income Low-income ‘
|
East Asia excluding China
B A XN NN ey Crisis-affected [ —
Crisis-affected e — China
Latin America
. I
i — East Europe & Central Asia
0 5 10 20 0 10 15
I 2010 B 1999 I 2010 B 1999
Investment declined after the 1997-98 crisis in most middle-income Exports have risen as a share of GDP only in China...
countries but rose in China, Vietnam and the low-income countries
in percent of GDP in percent of GDP

I
Low-income East Asia excluding China

Crisis-affected
Crisis-affected

East Asia excluding China I _

China China
0 10 20 30 40 50 0 10 20 30 40 50
I 2009 B 1999 I 1996 I 2009 0 1999
... but exports to the high-income economies fell as a share of total Countries added to foreign exchange reserves, led by China
exports, as final demand within East Asia and in other developing
regions has surged
exports to high-income economies as percent of total foreign exchange reserves in percent of broad money

East Asia excluding China Crisis-affected

China China

o

20 40 60 80 100
I 2009 I 1999 I 2010 B 1999

o
o

20 30

Sources: CEIC, Haver, national authorities, and World Bank staff estimates.
Note: Crisis-affected: Indonesia, Korea, Malaysia, Philippines, and Thailand.
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I. RECOVERY FIRMLY ON TRACK

of companies and commercial banks. An increasingly diversified global customer base also helped (Box 1). The
emergence of China as a major source of final demand in the region and globally has been equally crucial, a topic to
which we will return in Chapter IV.

Thanks to continued strong growth, China became the second largest economy in the world measured at
market exchange rates.! Despite efforts by the authorities to cool the pace of expansion, growth has remained
firm since mid-2010 and amounted to 10.3 percent for the year as a whole, up from 9 percent in 2009. Net exports
made a small positive contribution to growth according to official estimates in contrast with the substantially negative
contribution of 4 percent in 2009. In the near term, China's rapid expansion and its rising inflation rate presents
a growing risk for the region, given the moderate expansion in activity in high-income economies and the much
increased final demand in China for goods produced in the region. Over the medium term, however, China will
continue to present a unique opportunity that the countries in the region must seize, a topic to which we will return
in later sections (Box 2).

Box 2. The rise of China
The most populous country in the world and the richest country until the early 19th century is now:

e The world’s second largest economy after the U.S. at market exchange rates since 2010. In per capita
terms, China’'s GDP is just one-tenth that of Japan. Adjusting for purchasing power parity, China’s GDP per
capita is one-fifth that of Japan and 14 percent of the level in the U.S..

e The largest exporter after overtaking Germany in 2009.
e The largest manufacturer followed by the U.S. in value added measured in current prices.

e The world’s largest steel producer since 2009, producing about 10 million tons more than each of the
OECD countries combined and the rest of the world.

¢ The largest consumer of refined metals (41 percent of the world), more than the OECD combined.

e Thelargest global energy user after surpassing the U.S.in 2010. Ten years ago, China’s energy consumption
was half that of the U.S. Per capita energy consumption in China is just one-fourth of that in the U.S., but U.S.
oil consumption is double that of China.

¢ The country with the largest installed wind energy capacity.
e The second largest recipient of FDI after the U.S. with about $100 billion in 2010.

¢ Sovereign risk rated on par with Japan after Standard and Poors downgraded Japan to BB- on January
27,2011,

Rapid expansion also returned to Cambodia and Mongolia, whose economies contracted in 2009. In Cambodia,
the recovery in garment exports and in tourist arrivals contributed to an estimated real growth rate of about 6.7 percent
in 2010 after the first contraction in almost three decades. In Mongolia, resurgent foreign investment in the extractive
industries supported by thus far prudent fiscal policy and renewed progress on structural reforms, led to an estimated
6 percent expansion despite severe weather-related losses in the livestock sector.

More generally, the rebound among the region’s resource-rich economies reflected the rapid increase in
global demand for commodities. This strong demand is transforming the economies of Lao, Mongolia, PNG,
Timor-Leste, and the commodity-producing regions in Indonesia, Malaysia, and Vietnam. For most of these countries,
resource riches have helped boost living standards this decade. But whether this abundance will ultimately elevate

1 In purchasing power parity (PPP) that adjusts for the different purchasing power of the dollar across countries, China became the world’s
second largest economy in 2002.
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countries to high-income status is yet to be seen in the region. Prudent fiscal management of windfalls and incentives
that create genuine alternative industries and sources of income will ultimately be crucial for ensuring that commodity
riches do not become a curse.

Last year’s growth outcome in developing East Asia Table 2. Growth in 2010 was broad-based

was surprisingly positive, but the outcome in 2011 percent change year-on-year

is likely to be more subdued. Throughout East Asia, e
o . . .. 2009 2010 2011 2012
the rise in inflation at varying speeds and the volatility of . _
. . o Developing East Asia 7.4 9.6 8.2 7.9
commodity prices, exchange rates, and capital inflows .
- . . . . . China 9.2 103 9.0 8.5
will likely require more determined policy actions this .
. . . . Indonesia 4.6 6.1 6.4 6.7
year, including more monetary tightening than most )
. . . . Malaysia -1.7 7.2 4.8 5.7
projections call for. In the high-income countries, the o
o . . Philippines 1.1 7.3 5.0 5.4
recovery is firming up but is more likely than not to )
. . . . Thailand -2.3 7.8 3.7 4.2
continue at a sluggish pace, albeit a bit faster than was )
. . . Vietnam 5.3 6.8 6.3 6.7
expected earlier due to the new fiscal stimulus package .
. Cambodia -2.0 6.7 6.5 6.5
in the U.S. and Japan.
Fiji -3.0 0.1 1.3 0.7
. L . Lao PDR 7.5 8.4 8.6 7.6
However, several key risks remain in the high- )
. . . . . Mongolia -1.3 6.1 10.3 7.6
income economies, including those resulting from .
. . . . Papua New Guinea 5.5 7.5 5.5 5.5
persistent banking and sovereign stress in the . _ _
. . . . Developing East Asia excl China 1.2 6.9 5.3 5.7
peripheral eurozone and still unresolved issues with
. . . . Memoranda
residential real estate in the U.S.. Developments in o _
High-income countries -3.4 2.8 2.4 2.7

the Middle East of late have contributed to substantially
higher oil prices and still have the potential of further
disruption on commodity price volatility than is currently appreciated. And given the links between energy and food
prices, these developments in the Middle East could have implications that extend well beyond energy.

Sources: CEIC and World Bank staff projections.

We project growth in China to slow to about 9 percent this year from 10.3 percentin 2010 and about 11 percent
on average during 2000-2007 as measures to cool the property market and contain inflation, combined with
efforts to rebalance the pattern of investment and growth, take firmer hold. In the rest of developing East Asia,
real GDP growth is likely to amount to about 5.3 percent, little changed from the pace during 2000-2007 but down
from 7 percent in 2010 and 7.5 percent in the decade before the 1997-98 Asian financial crisis. Returning to a more
buoyant growth path in the middle-income countries other than China remains a key priority for governments, one
that they must achieve to enable a transition to high-income status in the foreseeable future, rather than stagnation
in their current middle-income status.

Industrial employment and wages are picking up

Industrial employment has begun to pick up in most middle-income countries in the region, albeit unevenly
and at a slower pace than output. Since many manufacturers in Malaysia and Thailand are part of regional or global
production networks that are dependent on demand from the high-income economies, hiring has been tepid and has
yet to reach pre-crisis levels (Figure 2). In contrast, industrial employment in Indonesia and Philippines has recovered,
driven by domestic demand (and by remittances in the latter country). The uptick in industrial employment together
with increased hiring in services has helped to reduce open unemployment rates across the region (Figure 3).
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Figure 2. Industrial employment in Indonesia and Philippines Figure 3. Unemployment has declined across the middle-income
reached pre-crisis levels countries
index, 2007=100 in percent of the labor force
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Sources: CEIC and World Bank. Sources: CEIC and World Bank.

Real wages in industry have followed the same trend as real growth. The pace of increase has been the fastest
in China, because of strong demand for labor and robust growth in productivity (Figure 4).

Figure 4. Real wages have risen in most countries other than Figure 5. Poverty reduction has been impressive, but about 500
Indonesia million people in East Asia still live on less than $2/day
index, Q1-2007=100 population in millions
140 Malaysia 1.8 IDAs 13.4
130 Thailand 5.3 Pacific 3.8
Vietnam 33.8 )
China 300.2
120 Philippines 37.9
Indonesia 110.8
110
Middle
100 Income
Countries
90
85

Q1-07 Q307 Q1-08 Q308 Q1-09 Q309 Q1-10 Q3-10
«= (China == |ndonesia = Thailand Source: World Bank staff calculations.
Sources: CEIC and World Bank.

Progress in reducing poverty is complicated by higher food and fuel prices

The pace of poverty reduction in East Asia picked up in 2010 due to better-than-expected growth in many
countries. Nearly 51 million people were lifted out of poverty in developing East Asia and Pacific during 2010,
reducing the poverty headcount to 27 percent of the region’s population from 30 percent in 2009. The pace of
poverty reduction almost doubled from 2008-09, although it was still slower than during 2000-07. The marked
progress reducing poverty notwithstanding, the region remains home to about 500 million poor people (those living
on less than $2 per day), with the majority living in China and East Asia’s other large middle-income countries

The effects of higher global food and fuel prices continue to be significantly modified by domestic policies
and these have a bearing on both the prevalence and severity of poverty. Both Indonesia and the Philippines
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strictly control imports of rice and support domestic prices in order to promote domestic production. As a result, in
both countries, rice prices are significantly higher than international prices and result in subsidizing net sellers at the
expense of net buyers who are often the poorest. Although rice prices remained stable in the Philippines, domestic
wholesale prices were more than 50 percent higher than global prices. In Indonesia, the gap between domestic and
international prices increased further in 2010. And although many smallholders in Lao PDR and Cambodia produce
rice in self-sufficient quantities, they frequently sell at harvest time (when prices are lower) because of lack of
storage facilities or pressing needs, and buy rice later in the season when prices are higher. Though countries such
as Philippines and Indonesia have cash or food subsidy programs for the needy, they are not necessarily targeted to
the poorest. In the Philippines, for example, it is estimated that only a third of the total subsidized rice goes to the
poorest quintile and as much as 41 percent of that leaks to non-poor households. Fuel subsidy programs are often
characterized by similar if not higher leakage rates.

Exports are stabilizing at a faster pace than before the crisis

The rapid expansion of East Asia as the world’s export powerhouse was complemented by surging final
demand within the region, notably in China. East Asia's share of global trade today is twice as large as two
decades ago, and the crisis did little to halt that trend (Figure 6). Trade has also benefitted from stronger final demand
for East Asian products.

Figure 6. Exports and imports from East Asia have surged as a Figure 7. Export volumes shrank during the global crisis, but have
share of global trade climbed strongly subsequently
in percent of global exports or imports, respectively in percent change from crisis low
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Source: World Bank.
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The rebound in trade from the crisis lows was dramatic. The trade contraction in the region during the global
economic crisis was deeper and more protracted than during the 1997-98 Asian financial crisis or the “dot.com”
implosion of 2000-01. But the subsequent recovery was equally strong, with exports picking up sharply after three
quarters from the cyclical trough (Figure 7).

China’s strong growth in output and import demand during the recovery provided crucial support to regional
and global trade. While import volumes in the G-3 recovered only modestly and remain well-below pre-crisis levels,
China’s imports rose sharply during and after the global economic crisis (Figure 8). China accounts for 9 percent
of world imports, up from 7 percent in 2007 and 3 percent in 1999. The growth in Chinese imports benefitted the
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region significantly. Exports from the rest of developing East Asia to China grew faster than their exports to the rest
of the world. Compared to 2007, exports to China now comprise a larger share of total exports in every economy in
developing East Asia and the NIEs (Figure 9). But the story is not restricted to China. Import demand in the region
excluding China also grew faster during the crisis than import demand in the G-3.

Figure 8. China's imports surged during the recovery. .. Figure 9. .. .providing a strong impetus to regional trade
index, Jan 2009 = 100 exports to China in percent of total country exports
250
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Jan-09 May-09 Sep-09 Jan-10 May-10 Sep-10 0 20 40 60 80 100
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eee East Asia excluding China Source: CEIC.

Source: World Bank.

Final demand appears to have given a stronger lift to Chinese imports from the region than demand via
international production networks. China’s imports from emerging East Asia grew much faster than China’s own
exports to the high-income economies (Figure 10). Specifically, China’s imports for processing trade grew much
more slowly than “ordinary trade” imports (Figure 11). And, imports by foreign-invested enterprises in China—the
workhorses of the global networks—also rose more slowly than imports by state and other local enterprises.

Figure 10. China’s imports from East Asia are larger than its Figure 11. Imports related to processing trade networks are
exports to the United States lagging
in billions of U.S. dollars index of three-month moving average U.S. dollar values, Jan-09 = 100
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Source: CEIC. Source: CEIC.

The impact of this buoyancy in Chinese imports on the region’s economies was not uniform. Starting in mid-
2010, the region’s commodity exporters benefitted from increased demand for industrial raw materials and from
higher international prices. In the Philippines (where electrical and electronic exports account for two-thirds of total
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exports and 90 percent of the country’s shipments to China) the contraction in the global electronics trade has meant
that it did not benefit as much from the strength of Chinese imports as either Malaysia or Thailand.

Capital flows surge, volatility increases

After shrinking sharply in 2008, net capital inflows into developing East Asia surged to a record in 2010.
Inflows were highly concentrated in China, Indonesia, Malaysia and Thailand (Figure 12 and Figure 13). Globally, nine
countries received 95 percent of the portfolio equity, 50 percent of the portfolio debt and 74 percent of the short-term
debt flows to all developing countries. East Asia’s experience with capital flows during and after the global economic
crisis contrasts with the period after the 1997-98 Asian financial crisis when the crash was more severe (although
concentrated in three countries: Indonesia, Thailand and Korea) and the revival slower.

Figure 12. Net capital flows into developing East Asia surged to Figure 13. ...but are highly concentrated in a few countries,
arecord... notably China
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resident investment abroad. resident investment abroad.

Portfolio flows into the region’s equities and bonds have been particularly volatile recently. In Indonesia,
foreign investors purchased $2.2 billion worth of equities and $9.6 billion of government bonds in 2010, but sold
$0.7 billion of the former and almost a $1 billion of the latter in January 2011 alone (Figure 14). In the Philippines, the
range in net monthly foreign purchases of securities widened considerably. Both the largest monthly purchase and
sale have more than doubled from a year earlier in 2010 (Figure 15). The pattern of larger and more volatile flows is
also evident in Korea where purchases of government bonds by non-residents fell from $53 billion in April 2008 to
$28 billion in January 2009 before rebounding to $65 billion at present

Portfolio inflows have buoyed the region’s asset markets, but increased recent volatility is a useful reminder
how quickly such inflows can reverse. As a result of large non-resident purchases of East Asian equities through
most of 2010, the regional stock market index has outperformed the global index by 1.5 times and is currently at
a level twice as high as its lowest point during the global financial crisis (Figure 16). Stock market capitalization for
emerging East Asia also doubled to 110 percent of GDP in 2010 from 2003. As corporate fundamentals improved
and as corporate and government issuers have taken advantage of the historically low yields to ramp up bond debt
issuance, East Asia’s bond markets have responded with a bond return index that is now three times higher than its
level at the beginning of 2000 and a regional return index that is one and half times the global index (Figure 17).
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Figure 14. Weekly buying of Indonesian stocks and government
bonds by nonresidents has become more volatile. ..

in millions of U.S. dollars
1,000

500

-500

-1,000

-1,500

Jul-2010  Aug Sep Oct Nov Dec
I Foreign net purchases of Indonesian stocks, USD million
I Changes in foreign holdings of Indonesian govt. bonds, USD million

Jan-2011  Feb

Sources: Indonesia Stock Exchange and Indonesia Ministry of Finance.

Figure 16. Regional shares have surged ahead of the global
market. ..
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Figure 18. Inward FDI has recovered strongly in East Asia. ..
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Figure 15. ...and so have monthly nonresident purchases of
Philippine equities
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Figure 19. ...and so have inflows of bank credit
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Recent equity market highs for the region on average are still below pre-crisis peaks, underscoring the high
volatility of equity prices and capital inflows. The equity market has almost tripled since March 2009 though it is
still below the peak reached in late 2007. In four years, the regional equity index fell 72 percent before rebounding by
220 percent, a degree of exceptional volatility driven in large part by capital inflows.

Inflows of foreign direct investment and bank flows have also recovered. FDI inflows to East Asia held up well
during the crisis, declining in 2009 only to 2007 levels before recovering in 2010 (Figure 18). Cross-border credits
from foreign banks have also returned, in particular to China and the middle-income countries (Figure 19). Foreign
banks, which pulled back from the region at the onset of the global financial crisis and are still retrenching globally,
have steadily rebuilt their assets in the region.

Outward investment by East Asian residents has also strengthened substantially. China, Malaysia, and Thailand
have become significant sources of FDI in foreign markets. China ranked fifth among the world's top FDI investors
in 2008, with FDI outflows of $44 billion in 2009 and $20 billion in the first half of 2010 (compared with $75 billion
by Japan, which ranks third globally). Malaysia and Thailand each invested $4 billion a year abroad. As a result of
sustained outward flows, net capital inflows into emerging East Asia were less than half of gross inflows at about
2 percent of regional GDP in 2009.

Net capital inflows are still dwarfed by current account surpluses across East Asia. The current account surplus
accounts for the bulk of foreign currency liquidity into China (Figure 20). In the region’s other middle-income countries,
capital account deficits (including errors and omissions flows) in 2005-09 turned into a surplus in 2010 (Figure 21).

Figure 20. Capital inflows are an increasingly important source of Figure 21. .. .and in the other middle-income countries of the
exchange rate pressure in China... region
in billions of U.S. dollars in billions of U.S. dollars
600 100
500 80
400 60
300 40
200 20
100 0

0 -20
-100 -40

1995 1998 2001 2004 2007 2010 1995 1998 2001 2004 2007 2010

I Current account I Capital and financial account, including errors and omissions I Currentaccount I Capital and financial account, including errors and omissions
Sources: IMF and Haver Analytics. Sources: IMF and Haver Analytics.

SECURING THE PRESENT, SHAPING THE FUTURE

13



14

Il. FIGHTING INFLATION HAS BECOME A KEY SHORT-TERM PRIORITY

Despite buoyant growth last year and the resumption of strong private-sector-led expansion, governments in East
Asia have moved only gradually away from their emergency monetary and fiscal measures and back to their pre-crisis
policies. This has been complicated by the unprecedented high levels of capital inflows to the region, the rapid increase
in food and commodity prices, and an increase in consumer price inflation. Given concerns that higher policy interest
rates would encourage interest-sensitive inflows and, by helping to appreciate currencies, hurt competitiveness, the
monetary authorities in most countries in the region were willing to wait for more evidence that increases in food and
commodity prices were permanent. As a result, there was only modest monetary policy tightening in many countries,
which contributed to substantially higher inflation rates and inflation expectations. Evidence that price shocks are not
temporary is now plentiful. Tighter monetary policies, including higher policy rates, are needed across the region in
varying degrees to pre-empt the recent rise in food and other prices from exacerbating inflation expectations. At the
same time, governments need to allow their discretionary fiscal stimulus packages to lapse. Those countries whose
governments have underinvested in public infrastructure will need to reverse this by reallocating spending, often away
from untargeted subsidies for food and fuel, by improving revenue collection, or by encouraging the private sector to
develop public infrastructure.

Inflation is on the rise

Consumer price inflation has risen faster than expected since late 2010 due to the surge in food and commodity
prices, robust domestic demand, and limited monetary tightening. Inflation is above targets or official projections
in China, Indonesia, and Korea and is above the government’s comfort level in several other countries. Overheating
contributed to a surge in inflation to double digits in Mongolia and Vietnam, as did a cumulative 18 percent devaluation
against the U.S. dollar in the latter country since November 2009. Twelve-month inflation surged also in Indonesia
to 7 percent, due to large increases in prices for rice amplified by only timid policy actions to withdraw monetary
accommodation. Inflation has risen in the rest of the region to almost mid-single digits, including in China and the
Philippines, but growth above potential makes further increases likely.

Food prices—a key driver of inflation throughout the region—have risen significantly because of higher
international prices for cereals and oil, booming domestic demand, and a range of local factors. The pace
of increases in food prices quickened in most countries during 2010, with the 12-month increase in food prices up
by 10 percentage points or more in Mongolia, Indonesia, Vietnam, and China. In Cambodia and the Philippines,
by contrast, food prices have been well-contained, thanks to a strong rice harvest in the former and much larger
than expected rice stocks in the latter. Meanwhile, global food prices have surged since mid-2010, leaving them
10 percent higher for the year on average than in 2009. Maize and wheat prices are up by 84 percent and 67 percent
respectively since the middle of 2010 and are near their 2008 peak. While rice prices fell by 12 percent on average
in 2010, recent increases have meant that prices are now more than double the level that prevailed in the first seven
years of the 2000s. Moreover, an increasing concern is that worsening prospects for wheat as a result of a drought
in key wheat-growing provinces in China will have a substantial ripple effect on rice prices. With over 50 percent
of global rice supplies coming from Thailand and Vietnam while Indonesia and the Philippines have a high risk of
contingent imports, the rice market remains highly exposed. Further increases in rice and other food prices could
have severe negative effects on vulnerable populations in several countries in East Asia.
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Figure 22. Inflation is trending up. ..

Figure 23. .. .with food inflation leading and core inflation picking
up since late 2010 ...
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Figure 24. .. but with substantial variation across countries Figure 25. International prices for cereals have surged
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The country-specific factors that have been driving food prices have varied. In Mongolia, the 15 percent surge in
food prices in December from a year earlier was largely due to the increase in meat prices after last year’s devastating
dzud (extreme winter weather) and an outbreak of foot and mouth disease. In Indonesia, ongoing weather problems
caused local rice prices to increase by about 30 percent during 2010. In China, grain prices have risen strongly. But,
vegetable prices were the main driver of food inflation in 2010 due to bad weather and supply bottlenecks before
giving way to faster increases in meat and other food prices so far in 2011. And in Vietnam, the devaluation of the
currency has increased the price of imported food (in other words, wheat, animal products, and sugar) and animal
feed, as the increased prices for Vietnam's rice (up by about 7 percent during 2010), coffee (prices more than doubled
during last year), and shrimp exports have also filtered through to the domestic market. Twelve-month food inflation
amounted to 16 percent in December, up from 6.6 percent a year earlier.

Incontrast, rice pricesinCambodiaremainedlargely unchangedduring 2010 because of high paddy production.
The Pacific Islands—especially those that rely heavily on food imports—are most at risk. Since movements in global
food prices affect Pacific retail prices with a three to six month lag, local prices have yet to move in any meaningful
way. Kiribati, Samoa, Tonga, and Tuvalu were hardest hit by the 2008 food crisis and remain relatively more vulnerable
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today. Within the Pacific region, Fiji, Samoa, and Kiribati are most sensitive to rising wheat prices as wheat is a more
important component of the diet in these countries than the rest of the Pacific.

The surge in international fuel prices has not fully translated into increases in domestic prices because of
various price controls across the region. Several countries, including Indonesia, Malaysia, and Vietnam, subsidize
domestic fuel prices. The government in Indonesia is considering whether to extend subsidies that are currently
scheduled to be lifted by May 2011. While such measures temporarily relieve the pressure that higher international
prices put on the poor, they ultimately create a persistent and much larger fiscal burden because these measures are
poorly targeted and misused. Reducing and eliminating these subsidies, for example, by replacing them with a much
smaller and targeted scheme of support, will be both less expensive and fairer.

These short-term developments and considerations need notdistract from tackling the longerterm challenges
of ensuring food security. Box 3 discusses this issue.

Monetary policy is tightened

Central banks have tightened their monetary policies gradually and at different speeds across the region,
but in most countries the pace needs to accelerate. Thus far, central banks have proceeded gradually due to
concerns that higher interest rates may stymie growth in credit and output while the outlook for the high-income
economies is still fragile. Strong exchange rate appreciation during 2010 also helped to limit inflation pressures, albeit
by hampering competitiveness. And with food and commodity prices having been well-contained through mid-2010
and overall inflation having been subdued in some countries, many policymakers considered this gradual approach
to be appropriate. This meant that output gaps were closing faster than had earlier been predicted and inflation rose
more quickly, leaving policy interest rates below current and projected inflation in the majority of countries.

There were signals during the summer of 2010 that inflation was picking up across the region and that
global commodity prices were poised for sharp increases, and these are now a reality. Monetary policy in
the G-3 has been loose for an extended period of time already and is adding to pressures on global prices. Turmoil
in the Middle East is boosting already high oil prices, metal prices are at record highs, and food prices are only
just below their 2008 highs. And commodity prices are
; ; - Figure 26. Credit growth increased in most countries at a faster
likely to remain elevateq this time around, even though pace than the average during 2000-2007
the global economy will not be able to absorb much

) ) percent change year-on-year
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Box 3. The rising challenge of food security

International food prices are higher and more volatile. Volatility of international grain price was twice as high
during 2005-2010 as during 1990-2005. Swings in prices affect producers, especially smallholders, for whom
the debt burden rises when prices go down. Consumers, especially the poor, see their safety nets eroded
during price peaks and find it increasingly difficult to prepare for future swings because of limited incomes
and saving instruments. And even temporary shortages of food, especially of critical nutrients, can lead to
permanent damages for children and young adults.

Since 2005, declining stocks and variable and lagging supply in the face of a steady increase of demand
have been the main drivers of food price volatility. Global grain consumption increased by 26 percent since
1998/99, driven by population and income growth. But production only increased by 20 percent and was volatile
due to erratic weather. Drawing down stocks compensated for production shortfalls at first, but the decline of

stocks to about 20 percent of consumption today

Higher consumption, variable supply, and reductions in stocks have provides an inadequate _CU_Sh'On-_ Other faqtqrs,
contributed to the grain price spikes such as dollar depreciation, biofuel policies,

export restrictions, and commodity speculation
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2,000 40 j

water shortages are the emerging factors that may

1.900 35 further reduce the resilience of the food system to
cope with short-term shocks and respond to the

1,800 30 increased incentives from higher food prices.
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remain the main long-term solution. Use of
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could increase rice yields in East Asia by 25 to
80 percent, including through improved nitrogen
and potassium management techniques, as well
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Source: World Bank, 2011, the composition of more spending on agriculture

will be as important as its level: moving funds away
from often inefficient price support towards investment in technology, land development, and irrigation will be
helpful. A more widespread diffusion of advanced technologies could be fostered through a regional outreach
initiative, the International Rice Research Institute (IRRI) and bilateral and international funding agencies. Other
measures to adapt to increased volatility include development of flood-, heat-, and drought-resistant crops, better
climate information, and weather-indexed insurance schemes. Targeted subsidies for insurance premiums may
be considered, especially when they are less costly than ex post assistance. For the poorest consumers, cash
transfers linked to prices could be cost-effective.

Increased supply must go hand in hand with strengthening trust in markets. WWhen markets panic,
excessive preemptive buying and hoarding exacerbates price swings and erodes trust in market-mediated global
food security systems. Long-term measures to mitigate this include: improved information exchange on grain
harvests and stocks, strengthened WTO regulations on export restrictions, and reliance on financial markets
to transfer price risks. An example of a promising ingoing initiative is the ASEAN Integrated Food Security
Framework and a Strategic Plan of Action on Food.

In the event of sustained price volatility, international organizations could support countries through
various instruments. A food-based line of credit (deferred drawdown option) may be one such instrument. It
could also be used by importing countries to finance hedging with option contracts to stabilize their food import
bill. For such options to work, food markets in many countries must be better integrated with established
commodity exchanges. The latter are also only poorly developed for rice. Overall, it will require a lot of learning
by governments, but useful lessons could be learned from Mexico's recent experience.

Source: Prepared by Luc Christiaensen.
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the Philippines has kept its policy rates unchanged since mid-2009, even while growth surged to a 30-year high, and
the bank revised up its inflation projections. The central bank in China has supplemented increases in policy rates
with seven increases in minimum required reserves to 19.5 percent of gross deposits, lifting the requirement to a
level similar to that in Brazil where inflation is running at twice China’s rate. The central bank in China also issued
instructions in January 2011 to several large state-owned banks to stop lending, supplementing it with other micro-
prudential regulations.

The modest extent of monetary tightening has done little to contain credit expansion so far. Credit growth has
quickened since the start of 2010 compared with the average pace during 2000-2007 in most countries (Figure 26).
At one extreme, in the Philippines, credit is rising at the fastest pace in a decade at about 10 percent a year. At the
other extreme, in a clear sign of overheating, credit rose by 30 percent or more during 2010 in Vietnam and Mongolia,
substantially faster than nominal GDP growth.

Exchange rate appreciation slows

The region’s policymakers have responded to the surge in capital inflows by a combination of exchange rate
appreciation, exchange market intervention, and measures to deter inflows and encourage outflows. The
region’s currencies rose strongly last year, but the pace of appreciation for most of the recipients of the largest capital
inflows has slowed since late 2010, as foreign long-term interest rates increased substantially and non-residents
became concerned about higher inflation in East Asia. The currencies of the low-income countries continued to
appreciate in real effective terms in part due to higher inflation, while there has been limited real depreciation in
middle-income countries since September 2010 (Figure 27). In contrast with the other countries in the region,
Vietnam'’s dong has weakened substantially in nominal terms because of four devaluations amounting to 18 percent
cumulatively since November 2009 through February 2011.

Increased exchange market intervention led to a surge in foreign exchange reserves. \While foreign exchange
reserves have increased the most in China, accumulation has also been rapid in other countries (Figure 28). In all
countries in the region, reserves are now much higher than their pre-crisis levels. For developing East Asia on

Figure 27. Real effective exchange rates have appreciated since Figure 28. Foreign exchange reserves have soared reflecting

the crisis low, but this trend is easing or reversing central bank interventions

appreciation, in percent annual change in foreign reserves minus gold, in billions of U.S. dollars
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average, foreign exchange reserves amounted to one-half of GDP in 2010 (up from one-third in 2005) and 110 percent
of gross external liabilities (up from 75 percent in 2005). But while China’s reserve increase was slightly less in 2010
than in 2009, the change in reserves in 2010 in Indonesia and the Philippines was more than double that in 2009.

Central banks sterilized a modest share of exchange market interventions. Sales of central bank bills and bonds
suggest the extent varied across the region (Figure 29). The use of forwards and swaps by central banks in sterilizing
exchange purchases indicates that the scale of sterilization is somewhat larger. For the middle-income countries on
average, given the surge in capital inflows, sterilization rose from 2.2 percent of GDP on average during 2000-2007
to 4.2 percent in 2009 before settling at 3.9 percent by the second quarter of 2010 (Figure 30). Since central banks
started tightening monetary policy, interest rates have risen and so has the cost of sterilization.

Figure 29. Sales of central banks’ bills and bonds suggest a large Figure 30. ...and the scale of sterilization operations has
part of interventions are sterilized. .. increased
in billions of U.S. dollars, Jan 2009-Dec 2010 or as noted in percent of GDP
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percent of GDP.

The measures introduced by countries in developing East Asia to limit capital inflows have been few and
modest. This outcome probably reflects policymakers’ growing realization of the limits of such measures given the
considerable integration of East Asian countries in the global economy and the great sensitivity of portfolio flows to
policy announcements that markets may perceive as signs of weakness. In October, Thailand revoked a 15 percent
withholding tax exemption previously granted to foreign investors, thus equalizing the tax treatment of resident
and non-resident individual investors. Indonesia increased the holding period for Bank Indonesia Certificates (SBls)
and is planning to increase the required reserve ratio (RRR) on foreign exchange deposits held by all investors from
1 percent to 8 percent by June 2011, following the increase in the RRR on all deposits in September 2010. Korea
adopted measures to strengthen the funding of the banking sector in November 2009, followed by the introduction
of a ceiling on foreign currency derivative positions, tighter controls on domestic foreign currency lending, and a bank
levy on the non-deposit foreign currency liabilities of financial institutions.

Measures to encourage outflows have continued in some countries but remain tentative. Thailand has relaxed
regulations constraining outflows and has increased dollar limits on residents’ transactions abroad and on the use of
foreign currency deposits. The Philippines has increased the ceilings for residents’ foreign exchange purchases and
outward investments and has cut regulations that constrained or required government approval prior to the purchase
of foreign currency, making an outward investments, or paying debt.
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The efficacy of the measures continues to be mixed. Non-residents’ share of Indonesian SBls fell sharply by
13 percentage points when the one-month holding period on the SBls was introduced in May 2010. Since then,
foreign ownership of the bills has climbed by more than 10 percentage points. Meanwhile, the external debt of
domestic and foreign banks in Korea remained under $120 billion in 2010 compared with a high of $160 billion before
the global economic and financial crisis, but it is hard to attribute the outcome to the measures taken.

Currency appreciation—especially with the pause since late 2010—has not hampered the recovery, although
exporters’ margins have been affected. Exchange market intervention has limited the extent to which nominal
exchange rates across the region have strengthened, but that has been largely offset by higher inflation. The result has
been still substantial real appreciation compared with the level during the trough of the crisis. These developments
are further affected by the different degrees to which countries have allowed nominal exchange rates to be flexible
and the extent to which capital accounts are open. These issues need to be discussed in the context of ASEAN
and ASEAN+6, in which member countries could fashion a common approach to these regional challenges. At
home, countries might find it useful to adopt further prudential requirements to ensure that capital inflows do not
unduly burden domestic banks. Smaller loan-to-value and loan-to-income ratios, increased reserve requirements,
pro-cyclical capital adequacy ratios, enhanced rules for valuing real estate collateral, and other measures will help to
sustain domestic financial and macroeconomic stability.

Fiscal deficits are declining

Fiscal deficits narrowed by nearly 1 percent on average in 2010 throughout developing East Asia, thanks to
buoyant revenues and some spending restraint. Concerns about the strength of the global recovery, however, and
adherence to earlier spending commitments have meant that policymakers have been withdrawing fiscal stimulus
measures only very gradually. The median deficit in developing East Asia narrowed to 3.3 percent in 2010 as a result
of these policies but was still double the level in 2007 (Figure 31). Compared with other countries, the 2010 deficit
is similar to that in developing Latin America but is substantially lower than the deficit of 4.4 percent in the other
developing regions and the 10 percent deficit in the U.S.

In most countries, the bulk of the adjustment in 2010 was due to more buoyant revenues helped by broad-
based economic growth. In Malaysia, by contrast, revenues declined in line with oil-related receipts based, as is
customary, on the average oil price during the previous year.2 In the Philippines, structural weaknesses in the tax
administration dampened revenue gains despite one of the fastest growth rates on record, resulting in only modest
fiscal consolidation (Figure 32). Although all countries have begun reversing the fiscal stimulus measures introduced
in 2008-2009, additional outlays have meant that spending in nominal terms has fallen only in Malaysia due to
reductions in subsidies and in Korea.

Government debt is estimated to have declined in 2010 in most countries relative to output. Debt levels
turned out to be lower than earlier expected as a result of favorable fiscal outcomes and strong growth (Figure
33). Fiscal sustainability risks are limited in most countries, but some countries have more challenges. Vietnam, for
example, was downgraded by all ratings agencies in 2010 because of concerns about macroeconomic policies and
developments. Debt in Malaysia jumped by 12 percentage points of GDP in 2009 but did not decline in 2010 despite

2 In Malaysia, oil revenues (including Petronas dividends) account for 40 percent of government revenues. Oil-related payments to the
budget are based on the average oil price during the preceding year. Qil prices in 2009 were lower than in 2008 and in 2010 on average.
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Figure 32. Revenues grew faster than output in most countries

other than the Philippines and Fiji, 2010
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Figure 31. Fiscal balances improved throughout East Asia in
2010, largely due to stronger revenues
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buoyant GDP growth. This underlines the need for Malaysia to promote fiscal adjustment not only through revenue
growth as in the past but also through expenditure cuts in line with the government’s plan to phase out several
subsidies in 2011 and 2012.

National budgets for 2011 show that there is a continued cautious movement away from fiscal stimulus
measures because of concerns about the pace of the global recovery and a renewed determination to
increase government spending on infrastructure. At the time when the 2011 budgets were being prepared,
policymakers were expecting weak import demand from the high-income economies. Meanwhile, thanks to their
strong balance sheets and reinforced by better-than-expected revenues, the government in most countries opted to
err on the side of caution. In some countries, moreover, governments have identified lagging investment in public
infrastructure—in many cases below the levels that prevailed prior to the 1997-98 Asian financial crisis—as a critical
constraint to growth. As a result, the governments of China, Indonesia, and Thailand have budgeted for larger fiscal
deficits in 2011 (Figure 34).

Figure 33. Government debt burdens declined in most middle-
income countries due to strong growth

Figure 34. Fiscal deficits in 2011 are likely to be smaller or little
changed in most countries, in contrast to budget plans that call
for an increase
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Past experience suggests some of the planned capital spending by governments is unlikely to materialize.
Moreover, revenue projections in the 2011 budgets have also tended to be cautious. Fiscal deficits in 2011 are more
likely to decline across most countries in the region, even in some of those that budget plans call for an increase.
Thailand is an exception, where the favorable fiscal outcomes in 2010 and a possible election in the first half of
2011 have prompted the government to recently propose a supplementary budget to take advantage of higher-than-
budgeted revenues. Nevertheless, the authorities remain committed to a primary surplus by 2016.

The increased use of subsidies to counter rising food and fuel prices presents an important risk to the fiscal
outlook. Many East Asian governments have responded to higher food and energy prices by using fiscal policy as a
buffer to protect consumers and firms. Thailand extended diesel subsidies and will continue to cap prices on liquefied
petroleum gas for household and transport use (55 percent of total usage). China responded to the recent drought in
major wheat-producing provinces with direct subsidies to farmers. The Korean government froze electricity and gas
prices during the first half of 2011 among other measures. Indonesian policymakers do not intend to raise electricity
tariffs in 2011 and there are talks to delay a plan approved last year to reduce the use of subsidized fuel starting in
April. There is a risk that Malaysia may not raise domestic fuel prices further. Additional increases in food or fuel prices
will not only exacerbate the cost of these policies but may also prompt governments to adopt new measures.
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PART II. SHAPING THE FUTURE:
SUSTAINING INCLUSIVE GROWTH

East Asia’s stellar performance in
recent decades has elevated its

global economic weight and markedly
increased its influence in global
institutions. Further rapid and sustained
growth and global recognition will
depend on how countries in the region
harness emerging opportunities and
tackle multiple challenges. The most
critical ones include the need to pursue
further regional integration to take
advantage of a rapidly growing China
and to deal with rising inequality and
social exclusion. Countries in the
region also need to build innovative
and disaster-resilient cities, ensure
environmental sustainability, and

adapt to the effects of climate change.
At the same time, given East Asia’s
Increased stakes in an efficient and
stable global system, it will need to
contribute its fair share toward global
public goods, including by helping
maintain open trading systems, tackling
global imbalances, building a stable
yet efficient international financial
architecture, and mitigating the effects
of climate change.
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East Asia faces a different global environment than the high-income economies did during their rise after World War
Il. In contrast to the closed capital accounts, limited flows of portfolio capital, and fixed exchange rates of the post-
World War Il era, increased volatility in all of these variables is probably one of the most important global challenges
today. Moreover, commodity prices are on the rise after a century-long decline.

Yet, developing countries account for a growing share of global output and growth and “South-South” trade is the
fastest growing component of global trade. East Asia is at the leading edge of this transformation change. Its companies
are becoming increasingly global, and its workforce more innovative. But with increased economic weight come new
responsibilities. East Asia’s successful export-oriented growth strategy was based in no small part on a relatively open
international trading environment and significant levels of foreign investment -- all made possible by a framework of
global rules and supporting institutions. Going forward, it will be in East Asia’s interest not just to benefit from such
global public goods, but to actively support and improve them. In addition to the international trading environment,
this would also include efforts to improve the international financial architecture and global economic governance and
help address the risks of climate change.

The rise of developing countries: opportunities and challenge

Until the early 19th century, China’s economy Table 3. The share of developing countries in global GDP is rising
was the largest in the world and the economies steadily
of developing East Asia together were larger in percent of GDP

2010 2030 2030 (current prices)

than today’s high-income economies combined

A ) . (2010 prices) low high
measured in purchasing power parity terms.? Over —
. High income 66.4 52.4 491 40
the following century, the share of global output of both
. . . . . u.s. 236 205 19.2 15.7
China and developing East Asia declined dramatically
. . . . . Other 428 319 299 244
amid extraordinary disruptions. Starting in the 1960s, . .
. . . Low & middle income 33.6 47.6 50.9 60
however, developing economies led by East Asia began ,
. o . China 9.5 17.1 18.8  23.6
growing faster than the high-income economies, and )
. . . India 2.3 4.6 5.1 6.7
today their share of global output is one-third at market
Other 21.9 25.9 27 29.7

prices and One_half in PPP terms (Table 3' Figure Sources: World Bank, IMF, Consensus Economics, and World Bank staff estimates.
35, Figure 36, and Box 4). What is more, the margin Note: Low appreciation: 0.8 percent a year vs. the U.S. dollar high sppreciation s 1.5
between the growth rates of developed countries and

those of developing countries has widened in recent years, even as business cycles have become more synchronized.
Developing countries are decoupling in trend terms but are becoming more tightly integrated, and therefore more
coupled, in cyclical terms.

If developing countries continue to grow at their current rate, their share of the global economy will climb to
one-half in current prices in the 2020s, and at about the same time China will become the largest economy
in the world. Developing countries will account for as large a share of global fixed investment, trade and investment
flows as high-income economies. The role of China will be key: in fact, the rise of China will offer exceptional

3 Maddison, Angus, http://www.theworldeconomy.org/MaddisonTables/MaddisontableB-18.pdf.
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Figure 35. The share of developing countries in global GDP began
rising anew in the late 1950s. ..

Figure 36. ...as growth in developing economies surpassed that
in high-income economies
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Figure 37. Per capita GDP in constant dollars has risen in all
regions on average. ..

Figure 38. .. but relative to high-income economies, has
increased steadily only in developing East Asia

per capita GDP in constant 2000 dollars

per capita GDP in constant 2000 dollars, in percent of high-income economies

6,000 25
5,000 20
4,000

15
3,000

10
2,000

1,000 5 /
197019721974 1976 1978 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 2004 2006 2008

== Middle East & North Africa
Sources: Datastream and World Bank staff calculations.

0

1960 1963 1966 1969 1972 1975 1978 1981 1984 1987 1990 1993 1996 1999 2002 2005 2008
= Fast Asia == Middle East & North Africa
== Sub-Saharan Africa

@== | atin America = | atin America e= East Asia

== South Asia

Sources: Datastream and World Bank staff calculations.

opportunities to other countries in East Asia to upgrade their patterns of growth and move up the value chain. There
are also likely to be large spillovers to the rest of the world in terms of growth, capital flows and commodity prices.

The rise of developing countries and the shift in relative global economic power is likely to result in a world
without a dominant economic pole. Whether this is a “multi-polar” world, or a “no-polar” world will have profound
implications for the global economy. Although a multi-polar world does not automatically mean more stability, such a
world may be more likely to sustain a cooperative spirit and adherence to the values that have made recent progress
possible is likely to continue. Moreover, the global risks of a substantial growth slowdown in one growth pole will be
smaller if there are other powerful sources of global economic expansion. A “no-polar” world, by contrast, will likely
be dominated by less cooperative large countries and economic blocks, with a risk of a lapse into regionalism that
may turn around some or much of the progress accomplished by globalization over the last half a century.

Nevertheless, the U.S., the EU, and Japan will remain the wealthiest large economies in terms of per capita income,
but their economic size will have diminished relative to some developing countries. For the first time in modern
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history there will be a large disparity among countries based on income per capita on one side and overall economic
size on the other. And these imbalances will have substantial implications for global economic relations and global
institutions. New governance arrangements will be needed—and the G-20 will be part of these.

While GDP per capita has risen in all developing regions over the last half-century, only in East Asia have
average incomes converged steadily toward high-income country levels (Figure 37 and Figure 38). The weight
of the developing economies in the global economy is rising, but it appears to be driven almost exclusively by East
Asia, notably China. And it is East Asia’s demand for changing global economic relations and global governance that
are more likely to actively shape the global environment in the decades to come.

At an even more disaggregated level, per capita incomes in the large majority of developing countries have
made little progress towards middle-income status, and even fewer have moved to high-income status. Of
the countries that were middle-income in 1960, almost three-fourths remained middle-income or regressed to low-
income by 2009 (Figure 39).# Even though many countries have succeeded in achieving strong growth rates over an
extended period of time, not all have avoided the “middle-income trap” where wages are too high to compete with
low cost producers, yet skills and the innovative culture are not sufficiently developed to propel countries to high-
income (Figure 40).%

Figure 39. Fewer than half of the middle-income countries in
1960 became high-income by 2009...
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Growing economic weight, rising voice

Figure 40. .. .as they became “trapped” in middle-income status
in contrast to Korea
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East Asia is becoming more assertive in claiming its rightful seat at the global table. Thus far, its role in
the governance of international economic institutions has trailed its rapidly growing economic weight. But this is
beginning to change, thanks to both China and ASEAN, which are helping bring the countries of the region and the
rest of the world together in a variety of global forums and organizations (Box 5).

4 This analysis looks at 1960-2010. The official World Bank classification which started in 1989.
5 Indermitt Gill and Homi Kharas first defined the middle-income trap in East Asia Renaissance (World Bank, 2007).
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Box 4. Korea: From low-income to high-income in two generations

The Korean economy stands out in its development journey. One of the poorest countries in the world
in the early 1950s, Korea is now a member of the OECD. The heavily aid-dependent country became a donor
country for the first time. Agriculture as a share of GDP has plummeted, while industry has more than doubled
as the export sector has grown rapidly. Korea’s industrial strengths include plenty of world-class brand names
in, for example, automobiles, electronics, LCD, semi-conductors, and shipbuilding. While this transformation
has not been without its share of failures and problems, such as the 1997-98 Asian financial crisis, Korea has
demonstrated remarkable resiliency.

Figure 41. Korea's GDP per capita has converged fast to the levels of Figure 42. .. .reflecting to a large extent a dedication to education and

high-income economies. .. innovation
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Korea’simpressive economic performance is attributable to a combination of openness, macroeconomic
stability, market-based resource allocation, and capable government. More specifically:

¢ Building on relatively favorable initial conditions in terms of human resources and institutions, Korea
adopted an export-oriented industrialization strategy. This strategy played a key role in the country's
economic development not just by increasing exports but by continuously moving up the value chain through
competition and innovation in international markets.

¢ This transformation was the result of a government-business partnership. The government initiated the
multi-year development plans and adopted an array of measures that supported business groups, including the
sharing of investment risks. In turn, business groups, the chaebols, actively engaged in industrial upgrading
and technological development. The export performance of private firms was used as a selection criterion
for further government support.

e Korea’s outlays on R&D were significantly enhanced initially through government-established
research institutes and subsequently through private sector activities. Korea also expanded access to
education, thus helping to train a skilled and creative workforce.

¢ Finally, Korea has been ready and flexible enough to change course when it encountered new realities
and challenges. Responding to the increasing complexity of the economy, the government’s role shifted
from direct to indirect planning. More importantly, Korea used economic shocks and crises to rebalance
its strategies to cope with evolving development challenges. The wide range of market-oriented reforms
implemented after the 1997-98 Asian financial crisis is one example.

The Korean experience highlights the importance of establishing a well-functioning performance-based
reward mechanism in resource allocation. For Korea, export performance in the competitive global market
was a prerequisite for government support. Investment in human resources and technological capacity were an
integral part of the country’s development strategy. Finally, to sustain high growth, Korea was able to adopt new
paths and strategies when new challenges emerged.

Source: Prepared by Chul Ju Kim.
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Box 5. Taking a seat at the table: The emerging role of East Asia in global economic governance

The East Asia and the Pacific region has not only emerged as a strong economic power but also has
initiated shifts in global economic governance. Countries from the East Asia and Pacific region are emerging
as strong powers in international financial organizations, such as the Bretton \Woods institutions, and in multilateral
settings such as the G20. In the aftermath of the global economic crisis, the worldwide recognition of the
sheer size of China’s economy and its role in the global recovery have led to a wider acknowledgement that
the policies adopted in large emerging markets matter for global economic stability. This has made it essential
that China be brought more fully into discussions of international economic policy coordination, previously the
domain largely of G7 finance ministers.

But while China has been an important force behind the emergence of East Asia in global economic
governance, it has not been the only country in the region whose political weight and influence has
been enhanced. To some extent, this reflects the ability of other developing countries to play a significant part
in the crisis response, both financially and in policy terms. Their contribution took a variety of forms, including
coordinated fiscal stimuli, a commitment to avoid imposing trade restrictions that could have derailed the
recovery, and direct financial contributions to the crisis response. For example, in response to the G20's call to
triple IMF resources, Korea, China, and Singapore were among the group of countries that put in place bilateral
lending arrangements with the IMF. China and the Philippines have joined the newly expanded and reformed
New Arrangement to Borrow (NAB), which already included Korea, Malaysia, Singapore, Thailand, and the Hong
Kong Monetary Authority.

However, emerging markets were not prepared to assume a greater share of the financial burden without
a greater voice in formulating the crisis response. The emergence of the G20 as the pre-eminent forum for
discussions of global economic policy coordination was one part of the answer. Reflecting the fact that most
leading emerging markets (and the largest East Asian economies) were represented in the G20, it became the
preferred forum for managing the response to the crisis. The presidency of the G20 passed to Korea in the
midst of the crisis, providing the country with a high profile and strategic platform for contributing to the setting
of global priorities. The Korean government chose to focus its presidency of the G20 on shared growth built on
nine key pillars—infrastructure, human resource development, trade, private investment and job creation, food
security, growth with resilience, financial inclusion, the mobilization of domestic resources, and knowledge
sharing. Their status as an “emerged” economy added valuable credibility to its efforts to balance the concerns
and interests of both high-income and developing countries. At the same time, China has played a major role in
launching a debate on fundamental reform of the international monetary system, which is continuing to be at
the center of G20 attention under the presidency of France.

Reforms of the voting system at the Bretton Woods institutions are reflecting a broad acceptance of
the need for a more fundamental realignment of voting power. Important reforms of voting power at the
World Bank and the International Monetary Fund were adopted in 2010. At the World Bank, as a result of the
two phases of reforms to increase the voice of developing regions (2008 and 2010), the voting power of the
countries in the East Asia and Pacific region has increased substantially. Increased voice has come with higher
financial responsibility to the World Bank. And as the global economic clout of East Asia continues to rise,
prospects are good that the political weight of the region is likely to increase. What this means in practice will
be determined by the extent to which countries in the region are able to articulate shared policy interests. In
this regard, the policy agendas of APEC and ASEAN are likely to be indicators of the broader international policy
agenda for which the region will advocate in the future.

Source: Prepared by Jeff Chelsky.
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A more populous, more urban, and older world

The world’s population is set to rise by another 1.4 billion by 2030, with most of the increase due to occur in
the developing world. The population of high-income economies has broadly stabilized, and East Asia’s will plateau
by 2030 (Figure 43). It is the least developed countries, in particular those in Sub-Saharan Africa, that will account for
the bulk of the global population increase in the long term. The implications of this shift will be profound.

Figure 43. Global population continues to increase, thanks to Figure 44. The demographic dividend is coming to an end, except
developing countries outside East Asia 1950—2050 in Sub-Saharan Africa: 1950—2050
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The large and growing size of the working age population in developing countries is continuing for now
but is projected to level off by 2030 in all developing regions other than in Sub-Saharan Africa. The rise
of the working age population (16—64 years old) relative to the total population—an increase that leads to the so-
called "demographic dividend"—results from the well understood and documented sharp decline in mortality before
fertility rates decline. This decade will mark the end of the demographic dividend in the high-income economies,
with the working age population peaking at about 65 percent of the total population of these countries. The end of
the demographic dividend is likely to come in East Asia by 2030 or even earlier (Figure 44).6 As will be explored in
Chapter VI, this is likely to result in slower per capita growth rates. But countervailing policies to encourage saving,
extend working lives, and improve human capital are likely to help offset most of the potential decline.

The experience of Korea and Japan suggest that ageing is unlikely to slow growth because of lower savings
rates. Population ageing in both countries does not appear to have resulted in meaningful declines in the national
saving rates—even as household saving rates fell (Figure 45 and Figure 46).” And the employment rates in Korea—
defined as those of working age who are in the labor force—surged by 3.5 percentage points between 1999 and
2009, largely due to the increased participation of women. The employment of older workers also rose by about
1.5 percentage points.

6 Birdsall, Nancy, Allen C. Kelley and Steven W. Sinding, eds., 2001.

7 Kim, Cul Ju, Eye on East Asia No. 4, “Demographic Change and Household Savings in Japan and Korea: Implications for China,” www.
worldbank.org/eapeye.
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Figure 45. In Japan, rising corporate saving partly offset falling
household saving to limit the decline in overall saving. ..
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Sources: Cabinet Office of Japan, as in Eye on East Asia No.4, Chul Ju Kim, www.
worldbank.org/eapeye.

Commodity prices are on the rise

Figure 46. ...as was also the case in Korea
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The recent surge in prices for food and commodities, coming two years after the food and fuel crisis of 2008,
serves as a reminder that higher prices are unlikely to be a temporary phenomenon. In real terms, deflated
by prices for manufactures, energy prices have risen inexorably since 2000, followed at a much more modest pace
by food prices (Figure 47). Whether the start of the new millennium marks the end of a century-long decline in real
commodity prices has yet to be seen, but chances are better than even that an upward correction is inevitable given
the rapid industrialization and urbanization taking place in developing countries.® Since 2000, food prices are up
almost three-fold in real terms, oil prices up almost two-fold, and metals have surged by more than half. In nominal
terms, price increases have also reflected a decade of loose monetary policy, growing demand for maize and sugar

for biofuels, and, at times, speculative buying.

Figure 47. Commodity prices have been on an upward and
volatile trend since the turn of the century
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8 World Bank, 1994, Global Economic Prospects, p. 14.

Figure 48. Per capita use of copper, aluminum, and other non-
ferrous metals appears to peak at about $25,000 per capita GDP
PPP
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The surgein China’s demand for commodities has been unprecedented. Driven by investment, including in metal-
intensive infrastructure and housing, China accounted for almost all of the increase in global copper and aluminum
demand during 1999-2009 and more than 40 percent of global oil demand. As a share of global consumption, China
now accounts for nearly 40 percent of global copper demand, four times as large as a decade ago. China’s aluminum
consumption is up 10 times from 1992.

China’s infrastructure and housing needs are likely to support continued strong demand for metals and
other raw materials. China’s demand is likely to be even more front-loaded than international experience thus far
suggests. Historically, metal consumption has risen with per capita income and tended to peak at about $25,000 PPP
when the service sector dominated value added (Figure 48). If historical patterns are followed, China (with GDP per
capita in PPP terms lower than $10,000) is likely to dominate global commodity demand for decades. Indeed, China's
demand for commodities could be steeper than precedent might indicate, suggesting at least a decade during which
global demand will severely strain production capacity. China’s urban population is about 53 percent of the country’s
total, well below the 78 percent level in Mexico. At current rural-urban migration rates, it will take China probably until
about 2025 to increase its urban population to 75 percent, which will mean another several hundred million people
living in cities with concomitant increases in demand for infrastructure, housing, and durable consumer goods.

Projections for global energy demand show developing countries playing an equally large role, again led by
China. Recent projections suggest that China will account for more than one-third of the increase in global energy
demand through 2035 and India for another 18 percent, with other non-OECD countries accounting for almost all of
the remaining increase.® Even though these projections assume a doubling of the demand for renewable energy to
14 percent, fossil fuels will still account for half of overall demand. How to ensure that there is sufficient energy for
development while creating more livable cities that are crucial for sustained growth is a topic that will be discussed
in Chapter VIII.

The role of East Asia

East Asia’s rapidly rising economic heft comes with new opportunities and responsibilities. Sustaining solid
macroeconomic foundations at home and ensuring the conditions for strong and inclusive growth remain a core
part of these responsibilities. At the same time, whether global economic expansion remains robust over the long
term will depend increasingly on East Asia’s active role in ensuring that the rules governing global commerce and
international economic relations contribute to prosperity for all.

9 International Energy Agency, 2010, World Energy Outlook.
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China’s rapid and sustained economic expansion over the last three decades has been without precedent, lifting
hundreds of millions from poverty at home and providing an increasingly stronger engine of growth globally. The
country's rise has provided a strong boost to the process of regional integration, with a rapid increase in intraregional
trade—including for commodities and final products—and capital flows. As China’s wages are rising, there may in
time be room for relocation of production toward other East Asian countries, although this process will take quite
some time. Chinese investment in the region and beyond is rising steadily, and China’s prominence in global affairs
suggests regional issues will receive a global audience. There are substantial risks, however, stemming from China’s
exceptionally diversified output and export mix—much like the U.S.—that is in direct competition with countries in
East Asia in foreign markets.

Regional integration is becoming a key driver of regional growth

Deeper regional integration will provide a further impetus to growth in East Asia and the Pacific. This
boost will be especially timely given the likelihood that growth in high-income economies will be subdued after
the global economic crisis. As barriers to the movement of goods, services, capital, and labor within the region are
reduced further, countries that have integrated spectacularly with the world will integrate further among themselves,
facilitating specialization and economies of scale and scope. The regional market for goods and services will provide
opportunities that so far have been less than fully realized.

And regional integration will allow East Asia to benefit from China’s dynamism. Fewer barriers between
countries within the region will allow for stronger links with China. Over the last decade, trade in goods—both for
final consumption and for further processing—with China has been growing faster for most countries in the region
than with the rest of the world. Deeper regional integration should facilitate stronger trade in services, thus adding
a powerful impetus to the development of the countries’ higher-value-added service sector that has thus far lagged
behind manufacturers at home—and the service sectors in other large emerging markets, including India. Allowing
for a larger role for the service sectors will lead to gains in others sectors domestically and abroad and help support
rebalancing efforts in some East Asian economies, most importantly in China.

Market-driven integration will support efforts to strengthen institutions and arrangements for more
comprehensive regional economic cooperation. ASEAN (including its manifestations as ASEAN+3, ASEAN+6,
and the East Asia Summit) has taken the lead in Southeast Asia, starting with the ASEAN Free Trade Area (AFTA)
established in 1993. This was followed by ASEAN’s commitment to create a single ASEAN Economic Community by
2015 and the free trade agreement between ASEAN on the one hand and China and India on the other. A dialogue
under the Asia-Pacific Economic Cooperation (APEC) is also well-advanced.

Further impetus to financial integration—a part of the integration of services—and the strengthening of the
region’s financial safety net has been provided by the Chiang Mai Initiative Multilateralization (CMIM). This
is an arrangement among the ASEAN+3 that came into effect in March 2010. The CMIM converted the system
of bilateral swap arrangements between the individual ASEAN countries on one side and China, Korea, and Japan
on the other and the $2 billion swap arrangements between the ASEAN countries (ASA) into a single $120 billion
multilateral swap arrangement for balance of payments support. The maximum amount available for each country
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to draw on is a multiple of its original contribution, ranging from $11.2 billion for Indonesia, Malaysia, Singapore, and
Thailand to $0.2 billion for Lao PDR.

China’s global and regional role surged since 1978

Over the last three decades, China’s sustained rapid growth and outward-oriented economic policy have
helped to transform the country, the region, and the world. Real GDP growth in China averaged 10 percent a
year during 1978-2010. In 2010, China became the world's second largest economy, representing about 9.5 percent
of global GDP at market exchange rates. Regional production networks in East Asia grew substantially in the last few
decades and are largely centered on China. As a result, China is now the world's largest exporter, second largest
importer, and the focus for manufacturing activity in many sectors.

China’s strong growth and export orientation are the result of many external and domestic factors. A
supportive global environment for much of this period including the structural shift to more globalized forms of
industrial production has been critically important.
China’'s accession to the WTO in 2001, and associated

Figure 49. China's rise has depended more than elsewhere on
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This pattern of growth has served the economy well in many respects but has also contributed to some
imbalances. The emphasis on capital deepening and industry in China has accentuated the gap that existed for
a long time between productivity and wage growth. Thus, the share of wage income in GDP declined and along
with it fell the share of consumption. This pattern of growth has limited the absorption of surplus agricultural labor
and contributed to rising rural-urban income inequality. It has also been particularly intensive in energy and natural
resources and has been tough on the environment.

While successful in several regards, government policies have accentuated these imbalances. Policies have
encouraged saving and investment, with government spending for a long time geared towards investment in physical

10 The liberalization brought about by WTO accession was substantial. The average tariff rate was reduced from 43.2 percent in 1992 to
around 9.8 percent in 2009.

11 For more discussion of factors behind China’s past performance, see Vincelette et al. (2011).
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infrastructure more than in health and education, and were initially tilted towards richer, coastal areas. Industrialization
and exports were promoted via easy access to cheap credit for large industrial firms, the under-pricing of key
inputs—notably energy, natural resources, land, and the environment—and exchange rate policy. Meanwhile, service
development received less attention.

This growth model, and the resulting imbalances, also strongly influenced how China’s economy interacted
and affected the rest of the world. This interaction occurred in three main dimensions that involved China as a large
and growing producer and exporter of manufactures, a diversified importer of commodities, intermediate inputs, and
final goods, and, during the last decade, as a large net saver.”? We look at each of these dimensions in turn.

China’s exports have grown dramatically, turning the country into the world’s largest exporter. Since 1978,
exports have increased 163 times in nominal U.S. dollar terms, or 17.2 percent a year on average. Since 2000,
exports have risen 5.3 times in real terms (Figure 50).

Figure 50. China's trade has risen dramatically Figure 51. Exports are dominated by manufactures
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As China has become a dominant global production center in many industries, manufactures comprise
around 95 percent of its exports (Figure 51). In 2010, China's exports of manufactures were equally split between
“processing” and “non-processing” activities, with electronics and light manufactures together accounting for over
60 percent of all exports.” These are the products of which China is a significant net exporter. The important role
of processing trade reflects China’s emergence as a central player in many global and regional production chains,
including in textiles and apparel, automobiles, and electronics.™ The productivity gains allowed by this dynamic and
flexible form of production have helped to keep Chinese producers competitive despite headwinds from the post-
2005 currency appreciation, large increases in real wages, and the global economic crisis.

12 In contrast, China has so far had much less impact on the world as a service exporter and as a source of outward FDI. This is gradually
changing but from a low base.

13 “Processing” trade refers to exports that are processed/assembled, often along the coast and under a specific customs regime, using a
large share of imports.

14 For more on the growth of the processing trade in China, see Zeng (2011).
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China’s imports have also grown rapidly but they are much more diverse. Since 1978, China’'s imports have
increased 128 times in nominal U.S. dollar terms, or by 16.4 percent a year. Since 2000, China's import volumes grew
4.4 times. In 2009 and 2010, driven by stimulus, China’s continued import growth was an important contributor to
global growth at a critical time.

Finally, China has increasingly affected the world as a net saver. Investment rose from an already high 35.1 percent
of GDP in 2000 to 48.6 percent in 2010, but gross national savings rose even more—from 36.8 percent of GDP to
about 54.2 percent over the same period. As a result, China’s current account surplus jumped from $20.5 billion in
2000 to about $330 billion in 2010 (Figure 52). Given capital controls, most of the surplus savings were intermediated
abroad by the public sector, largely in developed country securities. Thus, China’s foreign reserves rose rapidly,
reaching $2.85 trillion, about 24 months of imports and 50 percent of GDP at end-2010 (Figure 53).

Figure 52. China’s large current account surplus is a recent Figure 53. .. .as is the surge in foreign exchange reserves
phenomenon. ..
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China’s economy through 2030: sustained albeit moderating growth

Assuming significant reform progress continues, China’s economy is likely to sustain robust but slowing
growth through 2030. The structure of the economy will change in line with plans for a more balanced pattern of
investment and economic activity, but investment will remain a powerful source of growth. China’s global weight
will rise, becoming the largest economy in the world before the end of the 2030s, albeit with per capita income still
lagging the high-income economies.

The shift in the growth and investment patterns towards services and consumption was a key objective of
China’s 11* five-year plan and continues to feature prominently in the 12" five-year plan. Achieving the goals
of this rebalancing requires putting more emphasis on channeling resources to sectors that should grow in the new
setting and more permanent urbanization, with migrants taking their families along with them and living like urban
citizens.’ A successful transformation would mean more labor-intensive growth, with a larger role played by services.
A higher share of wages and household income in GDP would increase the role played by consumption in the

15 For a more detailed elaboration of the reform agenda for meeting these two objectives, see the World Bank China Quarterly Updates of
June 2009, March 2010, and November 2010.
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economy in an economically sustainable
way and ameliorate the pressures for
current account surpluses. Such growth
would also reduce urban-rural inequality
and make growth less intensive in energy,
raw materials, and resources and thus
less detrimental to the environment.

The scenariothrough 2030that we have
developed in this chapter assumes
substantial rebalancing along the lines
presented above. Under the scenario,
potential output growth is estimated to
moderate to 6.8 percent in 2016-20 and
to 5.1 percent in 2026-30, half the pace
seen during 1978-2009 period (Table 4).

Despite substantial rebalancing, the
contribution of capital accumulation
to growth will remain sizeable in the
medium term. The investment to GDP
ratio is likely to decline only gradually as
many investment plans and projections
are still in the pipeline and China actually
still needs a lot of capital—the capital
stock per worker amounts to 14 percent
of the U.S. level.

Table 4. Slowing but still strong growth through 2030

percent change unless indicated otherwise

1978- 1995- 2010- 2010- 2021- 2026-

1994 2009 2015 2020 2025 2030

Potential GDP 99 99 87 6.8 57 51

Employment 33 10 02 -05 -05 -05

Labor productivity 64 88 85 73 63 56

From TFP growth 28 30 26 24 22 20

From higher H/L 05 06 05 05 05 05

From higher K/L ratio */ 30 b1 54 44 40 3.2
Memoranda

Investment (% of GDP, average) 30.0 374 442 412 385 370

K/L (as a share of U.S., 2005 USD) 40 83 167 231 291 35.0

GDP pc (2000 prices), share of U.S. 44 89 128 170 218

Sources: NBS and World Bank staff estimates.

Note: Methodology as in Kuijs and Wang (2006), but with human capital. */ This is influenced by the dramatic

increase in investment in 2009.

Table 5. China's evolving economic structure under the baseline scenario

in percent of GDP unless indicated otherwise

1990 2000 2010 2020 2030
Investment 259 341 453 40.0 370
Consumption 64.8 62.0 486 57.0 61.0
Industry 41.3 459 46.9 43.0 38.0
Tertiary sector 31.6 39.0 43.0 50.0 57.0
Employment in agriculture (%) 60.1 50.0 38.1 26.0 15.0
Employment in services (%) 1856 275 341 440 550
Urbanization rate (%) 26.4 36.2 47.0 61.0 71.0

Sources: CEIC and World Bank estimates.

Other factors are likely to affect potential growth gradually. Demographic projections suggest overall employment
will start to shrink in 2015. Human capital per worker will continue to rise gradually. TFP growth will moderate to a still
relatively high rate. Other salient features of the projections include:

® arise in the share of consumption in GDP, with more urbanization and urban job creation and higher wage

pressure boosting the share of wages and household income in GDP
e adecline in the relative importance of industry and a rise in that of services
e adecrease in the overall saving rate by enterprises, the government, and households
* alower external surplus, despite lower investment
e higher rural productivity and incomes, and less urban-rural inequality.
e growth less intensive in energy and primary commodities, with lower pollution.

China’s economy and its living standards in international perspective in 2030

China’s weight in the global economy is likely to double to 17 percent from 2010 to 2030 in constant prices.
China will probably contribute around one-fourth of overall real global GDP growth through 2030.
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China’s future share of global output in current prices depends on exchange rate projections. Given the
uncertainty over the pace of appreciation of the real exchange rate (RER) in the coming decade, consider two long-
term paths. The lower bound assumes a real appreciation of 0.8 percent a year vis-a-vis the U.S. dollar, the average
observed in a broad sample of countries during 1970-1996. The upper bound assumes 3 percent appreciation a
year, broadly in line with Japan during 1965-1990 and South Korea during 1970-1996. Depending on the extent of
RER appreciation, China’s share in global GDP in 2030 will be in the range of 19-24 percent and that of the other
developing countries in the range of 51-60 percent at current market prices.

China’s future living standards can be compared with other countries’ current living standards. Under the
scenario outlined above, China’s per capita GDP will reach $5,000 in constant 2000 dollars by 2020 (similar to Turkey
and Malaysia in 2009) and $8,240 by 2030. To compare at current prices and market exchange rates, China’s per
capita GDP will rise from 9.4 percent of the U.S. level in 2010 to 25-39 percent in 2030.

China’s rising regional and global role

The implications of the developments described in the previous section will be profound for the region and
the world. Consider the following broad implications.

The favorable prospects for China augur well for further expansion of total and intra-regional trade. Globally,
China’s trade volumes are likely to grow more slowly than during the pre-crisis period, partly because of more
subdued growth prospects in traditional markets and partly due to saturation effects. Intra-regional trade is likely to
increase.

While rebalancing might shift the composition of China’s imports, these shifts would be at the margin and
dominated by the expansion of overall volumes. Relative to a “business as usual” scenario, China would import
fewer commodities and intermediate inputs and more consumer goods. However, the structure of China’'s economy
contains significant inertia and is likely to change only gradually even with strong reforms. Even after such shifts,
a growing China would continue to expand industrial output as well as its capital stock and to increase its overall
demand for commodities.

China looks well placed to retain or enhance its position in many global or regional production chains that
are likely set for further consolidation. This reflects China’s increasingly diversified manufacturing base and the
likely emergence of large domestic firms with a skilled labor force and R&D capability.

Any shift in industrial production away from its current coastal locations is likely to be gradual. As China
moves up the value chain and rebalances its economy and as its real wages continue to rise, some of its export-
oriented enterprises are considering moving to new locations. This will create opportunities for low-cost countries in
the region and for China’s inland areas. With effective distances having been drastically narrowed due to improved
rail and road links, inland provinces such as Sichuan, Anhui, and Henan have already emerged as meaningful export
production centers. Going forward, this process is likely to be gradual, including due to the resilience of the existing
production areas. The specific pattern of wage increases across countries and within China will affect the degree to
which such industrial transfer occurs within China vis-a-vis moving to other countries.
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Substantial gains for China and the region could be achieved from stronger service exports. While China’s
service trade is growing rapidly, it still only constitutes 11 percent of China’s total external trade, only half the figure
for global trade on average. Expanded services trade would allow China to diversify its export base and provide its
producers with necessary services, especially backbone services. Within East Asia, it would expand choices for
users of such services while enhancing competition for their producers.

There is immense scope for further increase in China’s outward FDI. China’s non-financial outward FDI rose
from $2.7 billion in 2002 to $47.8 billion in 2009, but this still amounts to less than 1 percent of GDP. So far, this
expansion has been led by state-owned enterprises, often in resource sectors, with a negligible role played by private
firms. This is likely to change, spurring increased investment in the region and boosting regional integration.

China’s financial integration with the rest of the world so far has been limited by capital controls, barriers
to entering the financial sector, and the modest expansion abroad of Chinese banks. A phased opening is
underway in several of these dimensions. Deeper financial integration will allow households to earn more on their
savings, increase the efficiency of domestic financial institutions through competitive pressures, and give firms access
to more financial resources and instruments. Such changes could also have macroeconomic effects by expanding
options for portfolio allocation. At present, most of China’s excess savings are being intermediated abroad as official
reserves held in securities of developed economies. Easing controls could allow a larger part of China’s savings to
finance development in East Asia and the Pacific, and possibly affect specific exchange rates. However, opening up
to the global financial system will also increase risks as China’s financial system would become more exposed and
opportunities for risk taking by financial institutions and firms would increase. Thus, it will be imperative to strengthen
regulatory and supervisory institutions. The dangers inherent in uncontrolled capital movements indicate that the
removal of constraints on capital account transactions should be gradual.
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East Asia’s rapid growth benefitted substantially from its young population. The demographic dividend that the region
enjoyed accounted for as much as one-third of economic growth over the last several decades in some countries.
The decline in fertility rates and the ageing population in some of the large economies now however have brought
an end to this demographic dividend. But the effects on economic growth are likely to be asymmetrical and much
smaller than during the previous decades. It will adversely affect growth, but only modestly due to offsetting factors,
including increased labor force participation of those in working age and longer working lives than in the past. While
ageing will increase fiscal and health costs, the impact will vary based on the size and role of government and will also
be mitigated by behavioral changes and corrective policies.

Rapidly shifting demographics will become increasingly important in shaping economic developments in
East Asia and the Pacific. Under current projections, dependency ratios across East Asia are likely to increase
sharply over the next thirty-forty years.'® These shifts are likely to completely reverse the favorable demographics
over the last half a century, when dependency ratios in East Asia fell by one-third to as much as half while the share
of the working age population grew (Figure 54 through Figure 57). While behavioral changes, policies and increased
saving will likely offset pat of the negative demographics, it appears that growth rates for the larger economies in the
region will be affected negatively over the long term.

Ageing impacts growth

The end of declining dependency ratios is likely to have a negative impact on growth. Favorable demographics
are estimated to have contributed about 15—44 percent to the rise in per capita incomes over the last decades in East
Asia, with the average for developing East Asia close to 25 percent.”” And working-age population and per capita
incomes were strongly correlated throughout East Asia over the last several decades.

Over the next 30-40 years, the share of working age population to total population in East Asia will fall by
10 to 20 percentage points or more. Capital per worker will rise substantially, however, helping—together with
changing personal attitudes and policies—Ilimit the declines in per capita incomes. In the absence of such offsetting
factors per-capita incomes would fall by nearly one-third."®

Ageing is not all: countervailing factors, behavioral changes, and policies

Several factors at least partly offset the impact of ageing on growth and make the impact of demographic
changes asymmetrical. While favorable demographics of a young population fifty years ago had a significant positive
impact on growth, unfavorable demographics of an ageing population will have a much less important negative
impact. Among the most important countervailing factors, are behavioral changes in the population in response to
ageing. These can partly offset the rise in dependency ratios by increasing labor force participation rates for working

16 The dependency ratio is the ratio of those ages 15 and below and those older than 64 relative to the rest of the population.
17 Bloom and Williamson (1998), Kelley and Schmidt (2005).

18 The analysis uses the following equation: (GDP/Population)=(GDP/Labor) x( Labor/Working-age-population)x (Working-age-population)/
(Population).
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Figure 54. Dependency ratios are on the rise after half a century Figure 55. .. reflecting a reduction in the working age
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age and older ages, the latter extending working lives, increasing productivity through education and urbanization and
capital deepening if households increase their savings rates in anticipation of longer life expectancy. In fact, some
empirical estimates of the impact of ageing on growth in high-income economies suggest that ageing has a negative
but statistically insignificant effect on growth."®

In the NIEs, for example, employment rates averaged 75 percent of the working age population over the last
decade. Countries in developing East Asia have lower employment rates, and thus have scope for further increases.
Another offsetting factor will be the continuation or even the increase of the high rates of labor productivity growth
seen in the past decade. Assuming the offsetting factors of employment rates of 75 percent throughout East Asia,
and productivity growth on par with that observed in the past decades (9 percent in China and 4 percent in Thailand,
Malaysia, and for the region as a whole), ageing will reduce per capita income growth rates by at most 0.5 percentage
points a year on average in these countries. Relative to a scenario of no demographic change, incomes will be

19 Bloom, et al. (2008).
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10 percent lower on average in 2030 and about 17 percent lower than in 2050. In the event, that productivity growth
rates and employment rates are lower than envisaged; the slowdown in per capita growth rates will be greater.

Negative growth impact from rising fiscal and health costs of aging

There is however another set of factors that will increase the impact of ageing on growth. These arise from
ageing-related fiscal and health costs that can crowd out productive investments. Their actual impact will depend on
the level of development and the pension and health care systems prevalent in the country.

At present, countries in developing East Asia have relatively moderate pension penetration and replacement
ratios. However many have already begun the process of increasing access to social insurance systems and can be
expected to experience a rapidly increasing share of the population eligible to receive a pension compared to current
levels over the next two-three decades. Increases of as much as five times for the middle-income countries and
more than ten times for the lower-income ones are possible.

As societies age, health care costs are Table 6. Health Spending is projected to rise sharply
likely to rise substantially due to several
factors. Firstly, per capita expenditures in percent of GDP
for healthcare are strongly correlated 2009/2010 2030 2050 2070
with age. Secondly, access to services Ageing only
and coverage through social insurance Middle income maturing®/ 5.0 7.4 10.3 12.7
financing tends torise withincome growth. Middle and low income, developing*/ 4.0 5.7 7.2 8.4
Thirdly, the rapid development of medical Ageing and access
technology creates an autonomous cost- Middle income maturing 5.0 8.0 11.6 14.5
push factor as health providers aim to Middle and low income, developing 4.0 6.2 9.3 12.9
provide improved diagnostics and cures. Ageing, access, and cost growth

Middle income maturing 5.0 10.1 19.7 33.6
Simulations of the impact of ageing Middle and low income, developing 4.0 7.8 15.4 28.9
on health costs suggest a sustained seuces U Verd Poniaion Prospects snd ot Bepk sof colouletons s doteon

China and Malaysia, middle- and low-income developing includes Thailand, Indonesia, Vietnam, and PNG.

escalation. If observed patterns of
access to health care and the levels of relative spending by age are assumed health outlays are projected to rise from
the current level of 3 to 7 percent of GDP to more than 10 percent over the next decades (Table 6). Unlike pensions,
however, experience with health care has shown health care consumption grows disproportionately faster than
income growth. This creates the potential for expenditures to increase far beyond the impact of ageing and access. If
the experience of OECD countries is taken into account (where health care spending is estimated to have increased
by 1.28 percent for each 1 percent of per capita GDP growth), expenditure estimates can potentially reach extremely
high levels ranging from 17 to 33 percent of GDP.

The role of government policies
Government policies will have an important bearing on the impact of ageing on growth. Policies that could

help mitigate the negative effect include measures to encourage a longer working life through delays in retirement,
flexible old-age pension schemes, and adjustments in the premiums and benefits in pension systems. The
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organization of health care delivery and the financing mechanisms can have very significant effects on overall costs.
An active approach to old-age and increased access to preventive health care will ameliorate the effects of ageing
by compressing the years of morbidity. Other policies that encourage more labor force participation through flexible
working arrangement and improvements in child care systems will also help in this regard.

Another vital policy that will help is migration. A well-managed labor migration strategy will help ameliorate the
impending labor shortages in some countries arising from these demographic changes, while providing opportunities
for countries with excess labor to provide migrant workers and benefit from greater remittance flows (Box 6).

Box 6. Advancing labor mobility in East Asia: One scheme at a time

East Asia and the Pacific is one of the most integrated regions in the world in terms of goods and capital
flows. The integration of labor markets within the region is lagging, as the legal flows of both skilled and unskilled
people remain relatively small. The ASEAN declaration on migration has sought to give this issue priority by
focusing the agenda on enhancing the mobility of skilled workers through a framework of regional accreditation
of skills and supporting the mobility of unskilled workers by encouraging labor-sending and receiving countries
to work together. The latter is considered particularly important because of its potential to reduce joblessness
and poverty. Rising pressures to attract labor provide the opportunity to explore labor mobility for East Asia’s
poor. Labor mobility is also one of the most contentious issues, with the popular perception often one of ill-
managed illegal flows of labor accompanied by the social ills of wage depression, overstayers and anecdotes of
worker abuse. If more progress is to be made in opening up labor markets to the poor, then mechanisms need
to be found to address the concerns of labor-sending and receiving countries.

One such mechanism is the bilateral agreement (BLA) between countries to institute a temporary
movement of persons (TMP) scheme. Such schemes have been instituted globally before but many of them
failed. The failures teach valuable lessons, however, on how to design and implement such schemes. Indeed,
a few best practice schemes now exist within East Asia with Singapore, Philippines and the Pacific islands
demonstrating how sound policy and good institutional support can deliver results for all. Some of these lessons
are:

1. Get the scheme design right by paying attention to the four Cs: cost, circularity, choice of workers
and commercial viability. Attention to the fixed costs of moving for the poor is paramount - the higher the
costs, the longer it will take to recoup them. A circular scheme which allows multiple access opportunities
to employment is likely to discourage overstaying and encourage workers to invest in skills. The appropriate
choice of qualifications for the type of work selected is important. And linking access to foreign labor markets
to commercial considerations rather than to inflexible quotas can reduce the social tide from turning against
foreign workers.

2. Sending and receiving countries need to work together. This entails attention on the sending country side
to maintaining sound recruitment regulations, procedures and oversight, timely information dissemination
to the workforce about foreign labor markets, their rights and obligations, pre-departure training, portability
of benefits (if available) and repatriation procedures if they become necessary. Similarly, on the receiving
country side, employers and support institutions need to be aware of their respective roles in recruitment,
the contractual obligations of the work agreement, wages and any allowable deductions that have been
negotiated in the BLAs such as airfare or other levies.

3. Measure the development impact of TMP schemes to gain wide support from the stakeholders
involved. This can be done through a systematic collection of data from a sample of migrants. Such efforts
can be expensive and are of a long term nature, but can be justified since they generate evidence on the
benefits and offer insights on which programs are working well and which ones need modifications.

Source: Manijula Luthria.
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Inequality is on the rise in several countries in East Asia, most notably in China. The good news is that poverty
declined rapidly at the same time. The bad news is that rising inequality is contributing to social tensions and those
left behind represent a significant waste of human potential. An important driver of inequality in East Asia has been
the change in the sectoral composition of growth away from agriculture and toward industry and services, driven in
part by increased global integration. Policies that broaden access to higher levels of education, facilitate labor mobility,
and connect leading and lagging regions will serve to simultaneously stem rising inequality and accelerate the pace
of economic development and poverty reduction.

Inequality is rising

The unprecedented decline in poverty in East Asia and the Pacific during the past three decades has been
accompanied by anincrease inincome inequality in several countries. Inequality has increased most dramatically
in China but has also risen in countries as varied as Indonesia, Mongolia, Vietnam, and Cambodia even while inequality
has tended to decline in many Latin American countries (Figure 58 and Figure 59). The Gini coefficient, which
measures inequality, amounts to 48.2 percent in China, 45 percent in the Philippines, and 40 percent in Thailand, all
higher rates than those that prevail in most countries in Eastern Europe and South Asia.?®

Figure 58. Inequality is high and rising in some countries. .. Figure 59. ...and exceeds levels in Eastern Europe and South
Asia. . ..
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2009), Lao PDR (1997-2008), Mongolia (2002-07), Timor-Leste (2001-07).

As a result, the region’s policymakers are increasingly concerned about inequality and social mobility in
their countries. While the region has less rigid social stratification than South Asia and while there is less inequality
than in Latin America and Africa, policymakers fear that large and growing inequality, if left unaddressed, will polarize
society, lead to social tensions, and eventually undermine the growth process itself. In the Philippines, the richest

20 Cross-country comparisons are fraught with difficulties as some use income based measures while others use consumption based
measures. Definitions of consumption across space and time can also be different. Hence the figures above provides a rough
approximation of economic inequality across countries.
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20 percent of the population outspend the poorest 20 percent by about nine times, in Cambodia by about eight
times, and in Thailand by about seven times (Figure 60). Asset inequalities are probably larger. Such large disparities,
especially when perceived to be generated in ways lacking legitimacy, have the potential to weaken social cohesion
and fuel social strife. Further, if increasing inequality dampens the pace of poverty reduction, as it has already started
doing in China, it can exacerbate the already stark differences between the poor and the non-poor. Rapidly rising
inequality is particularly unsettling in transition countries with recent, more egalitarian pasts, as the unfolding of these
disparities is likely to be much more apparent than in other countries.

Figure 60. Disparities in expenditures between the richest and Figure 61. Under-five mortality rates are higher for poorer groups
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Of special concern are inequalities in access to basic human services that affect current wellbeing and have
the potential to cause long-term harm. Access to proper health care in the early stages of childhood, for example,
can have lasting effects on both physical and mental development. These effects can, in turn, affect children’s
future productivity, earnings, and economic well-being. Poorer households in Cambodia, Vietnam, Indonesia, and
the Philippines have significantly less access to primary care and experience higher under-five mortality rates than
better-off households (Figure 61).

Concern about inequality has led several governments in the region to take action. Countries such as China
are now deliberately pursuing policies to promote more “harmonious” social outcomes, and even historically unequal
countries such as the Philippines have recently launched social transfer programs aimed at reducing disparities in
access to basic education and health.

While markets lead to inequality based on effort, skills, and innovation, international experience suggests
that there is considerable diversity in growth and inequality paths across countries. Public policies can play
an important role in shaping those pathways. China's experience offers little support for the view that there is an
aggregate trade-off between inequality and growth. While it is true that inequality has tended to rise over time,
the periods of more rapid growth were not accompanied by more rapid increases in inequality: periods of falling
inequality (1981-85 and 1995-98) were those with the highest growth in average household income.?! Similarly,

21 Ravallion (2010).
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Brazil, a country with historically high levels of income inequality, experienced declines since the mid-1990s alongside
modest growth.??

Changing economies, changing wage premia, and rising inequality

One factor driving changes in income distribution in East Asia is the realignment of activity away from
agriculture and towards industry and services. During the last decade, growth in industry and services far
outpaced growth in agriculture in all of the countries in the region. In China, growth in the industry and services
sectors has generally outpaced agricultural growth rates for the last 25 years.?

Skill premiums are rising across the region and are now contributing to increased inequality. The skill premium
is still rising because the growing demand for skills is not being matched by increasing supply (Figure 62 and Figure
63). This is particularly true for China, Cambodia, Mongolia and Vietnam. In Mongolia, skills shortages have been
amplified by emigration of skilled labor. In Indonesia, the Philippines, and Thailand, demand for skills is also on the
rise but only moderately more than the availability of skilled workers.

Figure 62. The proportion of worker with skills have mostly Figure 63. ...as has the wage premium due to secondary
increased. .. education
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Rising skills premiums mean that completing primary school is no longer enough to enable a worker to
get a job. Inequalities in educational attainment in secondary and tertiary schooling have become an increasingly
important source of eventual unequal incomes. Jobs are increasingly going to higher-skilled workers throughout the
region, effectively leaving behind those with no advanced training. In China, a junior high school education and, in
some instances, a senior high school education has become a de facto prerequisite for accessing any non-farm work,
particularly in urban areas.?* While the region has made immense progress in making primary education accessible to
all, access to post-secondary education is still uneven. In Thailand, for example, there is near equality in primary and
secondary education, but post-secondary enrollment is even less equal than household consumption expenditures

22 Ferreira et al. (2008).
23 Ravallion and Chen (2007).
24 Ravallion (2010).
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(Figure 64). In the rest of the region, there are important differences in secondary school enrollment between urban
and rural areas, particularly in Cambodia, Indonesia, and Lao (Figure 65).

Figure 64. Access to post secondary education in Thailand is Figure 65. Enrollment in secondary schools is uniformly lower in
even more unequal than income rural areas
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In China, the concentration of growth in urban areas is beginning to create a rural-urban divide in employment
and earning possibilities. This development was exacerbated until recently by the much more rapid development
that occurred in coastal areas than in inland areas (Figure 66 and Figure 67).2° As a result, most of income inequality in
China (40 percent) is now accounted by rural-urban differences in income levels (Figure 68). However, in many of the
other countries in the region including Timor-Leste, Lao PDR, Cambodia, Thailand, and Vietnam, intra-rural inequality
predominates. Exceptions include Indonesia, the Philippines, and Mongolia where intra-urban inequality accounts for
a major portion of total inequality. Nonetheless, it remains a fact that the poorest households in the region continue
to rely on agriculture for their livelihoods while the wealthiest are more likely to be employed in the service sector
(Figure 69). If productivity growth in agriculture lags and if the poor are less able than others to take advantage of new
employment opportunities in growing sectors, then rural-urban inequality is also likely to increase in other countries
in the region as well.

A lack of infrastructure linking urban areas with rural areas and other barriers to labor mobility have further
accentuated inequality in some countries. For example, the hukou system of household registration in China
means that people living in rural areas are not able to take advantage of the economic opportunities in urban areas. A
lack of infrastructure linking the rural hinterland with production networks in coastal and other geographically favored
areas means that firms and businesses located in rural areas face cost disadvantages when competing in both national
and global markets.?® Public investments in infrastructure that increase geographical accessibility therefore have
the potential to reduce inter-regional inequality. In fact, a slight reduction in inland-coastal disparity was detectable
after 2000 in China when the government significantly increased infrastructure investments to connect the remoter
western regions to the eastern coast

25 Fan S., R. Kanbur, and X. Zhang, 2010.
26 Zhang and Zhang (2003).
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Figure 66. Inland-coastal disparity in China has increased with Figure 67. .. .but regional inequality appears to be declining
global integration. ..
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Figure 68. Rural-urban inequality contributes most to total Figure 69. The poorest generally depend on agriculture
inequality in China
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Is rising inequality in East Asia inevitable?

Rapid technological progress and the continuing export orientation of East Asian countries means that the
composition of growth of East Asian economies will continually change. The extent to which people are able
to move between regions and sectors to take advantage of new and emerging sources of growth will determine
how income and wealth are shared across the population. This will largely depend on how smoothly labor and other
factor markets function to provide necessary information, signals, and incentives to all segments of the population.
As segmentation and roadblocks in labor markets will increasingly exacerbate inequality, the quality of labor market
policies pursued by governments in the region will matter even more.

Further technological progress will mean that all economic activities are likely to be skill-intensive in the

future. Hence access to higher post-secondary education will have an important bearing on how inequality unfolds in
the region. Public investments that increase access to quality secondary and post-secondary education will therefore
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be critical to ensuring that poor who face credit and other constraints to financing higher education are able to acquire
the necessary skills to compete in the market place.

Internal migration will continue to be an important equalizing force in most countries. Industrial and service
sectors will continue to expand as East Asian economies mature. This will mean that future growth centers will
more likely be in bigger cities and in regions with favorable geography. Ability to migrate to these locations to either
work or start a business will be critical for raising the income levels of those that live in less advantageous locations.
Impediments to migration, whether ethnic, social, economic, regulatory, or geographic, will only accentuate
inequality.

However, reducing regional disparities cannot be accomplished just through migration. First, level playing
fields in accessing basic opportunities in health and education will be needed to ensure that inequality does not reflect
deeper social or geographic exclusion. Provision of basic public services will therefore have to be spatially blind in this
respect. There will also be many cases when infrastructural investments to connect towns, provinces and regions
will provide lagging regions the cost advantage to compete. Fresh approaches will therefore be needed to identify the
resource endowments and comparative advantage of each region. Fresh approaches will also be needed to assess
which infrastructure investments will yield the highest payoffs in terms of increasing access to and integration with
key markets, both domestic and international. Innovative ways must also be found to create institutions that promote
and facilitate sustainable economic activities in less favorable locations.

Finally, social protection policies will be needed to assist the poorest and the most vulnerable. In some cases,

short-term social transfers may be needed to help the poor to acquire the skills that they need to compete in new
and emerging markets.
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VII. INNOVATION FOR STRONGER PRODUCTIVITY GROWTH

Faster growth in productivity is the key driver of economic growth in East Asia, especially as demographics become
less favorable and countries move through middle-income status. Innovation, that is the transmission, absorption
and commercialization of new ideas, will be crucial for this productivity growth. To innovate, firms need adequately
educated and skilled workers, who can absorb and use innovative knowledge and processes. And both workers and
companies need to be together for ideas to be transmitted and implemented. Cities therefore will need to become the
true crucibles of innovation by exploiting the proximity of companies and workers, acting as knowledge exchanges,
and providing capital for innovative but risky projects.

Productivity growth is lagging in most countries in the region

The middle-income countries of East Asia other than China have recorded slower productivity growth than
countries with similar incomes in other regions. This slowdown appears to have accelerated since the 1997-98
Asian financial crisis (Figure 70). Boosting the pace of productivity growth will be crucial for the middle-income
countries to move to high-income status.

Figure 70. Output per worker in East Asia’s middle-income Figure 71. Innovation and education have the biggest impact on
countries other than China grew more slowly than in other regions productivity in East Asia
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Behind the aggregate slowdown, there is a substantial diversity in productivity across countries. This diversity
reflects a variety of factors. Of those that are firm-specific, the level of innovation efforts a firm undertakes is the most
important determinant of total factor productivity. Empirical evidence confirms that firms that spend on research and
development have approximately 18 percent higher TFP than firms that do not, and product innovation is associated
with 6 percent higher TFP. Indicators of access to more advanced technology—such as having internationally-
recognized quality certifications or using foreign-licensed technology—similarly show higher TFP for more advanced
firms.

Without educated workers, ideas would not emerge, get transmitted, adopted or implemented. One of the

two most important determinants of firm-level innovation in East Asia is the education of workers. Other factors,
such as the general investment climate, the regulatory system, crime rates, and restrictiveness of labor laws are also
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important but are less significant (Figure 73). Availability and accessibility of financing also plays a role, especially for
smaller firms. These are followed by regulations creating a competitive environment, and availability of innovation
financing. This chapter turns to these components of innovation framework in more detail, after discussing the role

of cities in facilitating innovation.

Figure 72. Competition with South Asia has intensified in all
goods categories, except automotive
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Figure 74. Firms in East Asia innovate less on some measures
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Figure 73. Firm-level innovation is heavily dependent on
knowledge spillovers and education. ..
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Figure 75. Number of patents per capita in Thailand and
Malaysia is lower than in Korea during its take-off
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The middle-income countries other than China in the region are falling behind their peers on frontier
innovation. Thailand and Malaysia, for example, have patens per capita that are below the average for their income
group, and certainly are far below Korea during its take off. China, by contrast, is building up its technological capacity,
as reflected in the fast growing number of patents issued by U.S. Patent Office (USPTO), and is now above its peers

based on per-capita income (Figure 75).
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Innovation happens in cities

Innovation cannot happen in isolation. Without knowledge spillovers, firm-level innovation by large firms would
have been 40 percent lower, and in the absence of knowledge transfers through trade, it would have been 10
percent lower. Larger firms are better able to benefit from access to global knowledge, while smaller firms needed
to locate close to large firms to catch up. For example, for small firms the use of information and telecommunications
technology in their vicinity is more important than their own efforts.

Strong economic growth in East Asia has been accompanied by rapid urbanization. Cities in East Asia absorb
2 million new residents every month and are projected to triple their built-up areas in the coming two decades. The
pace of urbanization between 1980 and 2009 is comparable to that in today's advanced economies during their rise in
the nineteenth century, when they were at similar levels of per-capita income, but that pace is four times that of the
high-income countries right now (Figure 76). By 2050, the total urban population of developing East Asia is expected
to more than triple to about 70 percent from 1980, with urban dwellers set to increase by 640 million from 2009.

Figure 76. In some countries, urbanization rates doubled since
1980

Figure 77. In the middle-income countries, foreign firms innovate
more than domestic firms
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Industrial development that drove growth in East Asia during the last decades has been an exclusively
urban phenomenon. In 1980, the urban population in China was 29 percent of the total living in 189 cities. This
rose to 50 percent (counting migrants) in 2008 with 651 cities. Most of these cities are home to large manufacturers.
For example, Tianjin (China) derives more than half of its growth from industry, facilitated by determined efforts to
improve education at all levels. Enrollment rates in tertiary education, for example, grew from 9.9 percent in 2001 to
22.9 percent in 2007.%7

In Chinese cities, the employment share in manufacturing, urban clustering, and access to international
market are highly correlated with urban productivity. Proximity to Beijing, Shanghai or Hong Kong, China is as
important to a city’s success in terms of urban productivity (Figure 78). It is links to markets that explain success, not
city size.?® Indeed, 76 percent of urban exports of China are generated in cities with 2.5 million people or more.

27 Yusuf and Nabeshima 2010b, page 51.

28 Similar evidence is found in Brazil during 1970-2000 where city growth was primarily driven by market potential for goods, inter-city
transport costs, and the population concentration in nearly towns and villages (Da Mata, et al., 2007).
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Figure 78. In Chinese cities, urban productivity strongly correlates with presence of manufacturing, clustering, and connectedness to

markets
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A study of Chinese cities confirms that innovation and financial services tend to concentrate in the largest
cities. International experience highlights that manufacturing initially concentrates in large cities of countries at
early stages of economic development (India), then disperses evenly across the urban system, and finally becomes
specialized in small cities and rural areas of mature countries. In China, large “coastal” cities have a disproportionate
concentration of manufacturing employment, but not financial services. It suggests that Chinese economic structure
is still in the early stage of industrialization and will undergo significant structural changes in the near future.?® In
addition, large cities either coastal or inland have strong concentration of scientific research activities—similar to the
u.S.

Cities will adapt to the needs of their economies
East Asia combines megacities that produce more than half of the region’s GDP with the some of the least

urbanized economies in the world. The level of urbanization in the region is now at almost that of the industrialized
countries in the 1950s, but with only one-fifth of their income per capita.

29 See also the monograph by Bruce Katz suggesting that manufacturing remains concentrated in the larger U.S. metro areas and the bulk of
U.S. exports are manufactures.
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Inthe next 20 years, continuing urbanization will raise several additional challenges in East Asia. Well-integrated
economies have cities that spur growth in the rest of the economy through product and factor market connections.
As urbanization continues, livability in the large cities tends to come under stress, and the trade-off between growth
and congestion becomes more prominent. For smaller cities, integration with the world economy and with production
networks becomes more important, especially through links already established by large clusters.

Livability and other factors make it likely that more than 60 percent of the projected increase in urban
population in East Asia will settle in smaller cities with fewer than one million inhabitants. Some of the
cities and clusters in the middle-income countries, such as Bangkok, Kuala-Lumpur, Zhangzhou and other interior
cities of China, will also need to take advantage of the agglomeration economies and move up the value chain while
competing with the large cities for educated workers and industrial locations. Connectivity to large cities will become
a priority, given that growth is defined by linkages to international markets. Such improved connectivity will also
reduce congestion in large cities and may mitigate inequality (see Chapter VI).

For all countries, but especially for the low-income ones, it is time to make irreversible decisions. Cities such
as Manila, Hanoi, and HCMC will need to provide basic services and bring livability to a minimum level to set the
trend for the century. Once each of these cities decides on a development path, whether it is low-carbon, high or
low density, it will be hard to reverse. This reinforces the need for urban planning and investments in infrastructure
for these cities.

In the future, two different trends might still emerge that depend on the developments of the East Asia’s
production networks. The emergence of these networks was driven by reductions in transportation and
communication costs, as well as large inflows of FDI and the substantial presence of multinational corporations in
the region.

Developing East Asia can continue to catch up with the region’s advanced economies in terms of
industrialization. However, even during the recent boom, no new clusters have emerged in South East Asia. Apart
from deepening industrial agglomerations in China, Hanoi and Haiphong, HCMC and Danang clusters in Vietnam,
most of the developments in manufacturing happened though the deepening of the exiting linkages, subsectors, and
markets.

Education ensures absorption capacity

The importance of education for innovation lies in the ability of skilled workers to better absorb and retain
knowledge and ideas.?® As the technology becomes more skill biased and competitive pressures intensify,
entrepreneurs and managers need more than secondary level education and they must employ larger numbers of
skilled workers, some with higher degrees.®' Indeed, more technologically advanced and innovating firms hire on

30 This section is based on World Bank (forthcoming) Flagship on Tertiary Education in East Asia and Pacific, and Yusuf and Nabeshima
(2010c¢).

31 This has been noted by Glaeser (2007) and Berry and Glaeser (2005). More highly educated entrepreneurs hire workers with a higher level
of skills because of the nature of the businesses they start.
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Figure 79. No country transited to high income without higher Figure 80. Innovators hire more tertiary educated workers
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average more skilled workers (Figure 79 and Figure 80). As economies move up the ladder of technology and the gap
between them and the front runners’ narrows, the need for education and skills at all levels grows.3?

Demand for tertiary education graduates has been generally on the rise in the region. The steep increase
in tertiary education premiums in Cambodia, Vietnam, and China, together with gradually rising tertiary education
workers, indicates growing demand (Figure 82, Figure 83, and Figure 84).33

Figure 81. Science scores in the middle-income countries are Figure 82. Dynamics of wage premiums for tertiary educated
lower than world average workers show strong demand, especially in the low income
countries
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Enrollment in tertiary education in the middle-income countries in the region is low compared to the OECD
countries, but it is at par with the world average for similar income levels. More than enroliment rates, it is the
quality of education and the level of practical skills that matter for the capacity to innovate (Figure 84). The importance

32 Vandenbussche, Aghion and Meghir (2006) draw attention to the greater returns from investment in skills and research as a country
approaches the technological frontier.

33 World Bank (forthcoming).
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Figure 83. It is increasingly harder to hire educated graduates Figure 84. Even with high enrollment and substantial
that fit the job, except in Malaysia unemployment, it is hard to fill skilled vacancies
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of this is reconfirmed by the performance of East Asian students in mathematics: in the middle-income countries
scores are lower than the international average (Figure 81). For example, Thailand does not innovate as its enrollment
rates or income per capita suggest based on international evidence, indicating issues with the quality of education
or its transfer to productive skills base.?* And even with high enrollment in tertiary schools in Thailand and in the
presence of unemployment, it still takes up to 7.5 weeks to fill a skilled vacancy.

Links to universities, entrepreneurship and competition are also transmission channels

The technology nexus supported by strong linkages between industry and universities is an essential part
of a modern innovation framework. While large firms depend mostly on their own research and development for
innovative activities, small- and medium-size firms exploit knowledge created in the industry and in universities.3%

Improving university quality can increase the absorptive capacity of entrepreneurs and strengthen innovation
framework, especially in middle-income countries. Only 9 out of the 50 best universities in the world are in East
Asia.3¢ Only Korea, Singapore and Japan have numbers of scientific articles per capita that are comparable to those of
industrialized countries. The middle-income countries in the region, except China have substantially fewer published
scientific articles per capita than comparable countries in other regions, such as Mexico, Brazil, or South Africa.

The geographic proximity of universities and corporate research is important, but once it is established
the curricula need to also be tailored to the industry needs. There are several ways by which universities can
influence innovative capacity of firms in addition to educating and encouraging entrepreneurship (Table 7).

Firms that face strong competition are much more likely to innovate than those reporting no such pressure.
The innovative activity of small- and medium-sized firms tends to be greater where there is a strong presence of
knowledge spillovers. Clusters are formed by entrepreneurs, and so positive economic returns must be linked to

34 See Thailand Economic Monitor, November 2010.
35 Audretsch and Feldman (1994).
36 According to the Times Higher Education Supplement.
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Table 7. Channels to enhance knowledge spillovers

Licensing Spin-offs

Technology brokers Science parks

Support for graduate entrepreneurship Research contracts and consultancy
External training Mobility programs for research staff
Technology centers Technology networks

Cluster initiatives

Technology transfer offices
Incubators

Collaborative research

Student placement in enterprises
Venture capital funds

Source: Porter (2008), cited from Yusuf and Nabeshima (2010c).

entrepreneurial activity. Entrepreneurial activity is determined by the number of startup rates (especially for SMEs),
population density, population growth, skill and human capital levels of the labor force (high share of skilled workers),
low unemployment, and the average establishment size has negative impact on startup rates. Start-up rates and
exit rates have been shown to contribute positively to productivity growth, controlling for imperfect competition and
extent of scale economies. Reflected in the number of procedures required to start a business, firms in East Asian

countries are facing better competition now than in 2004.
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The East Asia and Pacific region is facing fundamental challenges related to environmental sustainability, energy
security, and climate change. Carbon dioxide emissions per capita have more than tripled in the region over the past
20 years, making East Asia’s cities among the world’s most polluted. Some of the largest emitters of greenhouse
gases on the planet are in the region and will need to embrace policies to mitigate the impact of the pace and pattern
of their growth on climate change. At the same time, the region will need more energy than in the past. Most of this
energy will come from coal even as the region’s dependence on oil and gas imports increases. Unsurprisingly, then,
the adoption of green technologies has become one of the highest medium-term priorities in the region to achieve
all three objectives—energy security, environmental sustainability, and mitigation of climate change effects. Finally,
the East Asia and the Pacific region also has to deal with the impact of climate change. This report examines only
one aspect of this broad agenda. Given rapid ongoing urbanization, and the rising extent and cost of natural disasters,
increasing the resilience of large and small cities to extreme climate events, rising sea levels, and other natural hazards
has emerged as a major medium-term challenge.

Ensuring environmental sustainability

As a result of fast economic growth and rapid urbanization, energy consumption has more than tripled over
the past three decades and is projected to more than double over the next two. East Asia is also home to
some of the world’s most polluted cities (Figure 85 and Figure 86). East Asia needs an energy future that not only
enhances the region’s energy security, but also contributes to improving the local and global environment. Such a
sustainable energy future requires a low-carbon growth path with least abatement costs, compared to a continuation
of current policies (Box 7). It can be done by leapfrogging to a low-carbon urbanization model that focuses on clean
energy supply, compact city design, enhanced public transport, green buildings, and clean vehicles. The first step is
to increase energy efficiency. The second step requires a four-fold increase in the share of low-carbon technologies
in power generation (renewable energy and nuclear) from the current 17 percent to 50 percent in 2030. This requires
a net additional average investment of $80 billion per year from now to 2030, or an average 0.8 percent of GDP. The
third is the need to build low-carbon cities. Consider each in turn.

Figure 85. Energy consumption surged in East Asia and Pacific,
due to fast growth and urban industrialization

Figure 86. East Asian cities already have relatively high pollution
levels
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Box 7. The choice of energy future in East Asia

Sustaining economic growth without compromising the environment is the greatest energy challenge
facing East Asia and the Pacific over the next two decades. Emissions of local air pollutants and CO, will
double by 2030, if current policies simply continue. China will continue to rely heavily on coal, which already
meets 70 percent of its energy demand. And the other large countries in the region plan to significantly expand
the role of coal. But coal is the most polluting fuel. As a result, the expansion of coal use will increase local air
pollution and acid rain, and exacerbate climate change.

Energy security concerns will be heightened over rising price volatility and exposure to supply
disruptions. By 2030, if business as usual continues, imports of oil and gas will grow across the region. China
is expected to import 75 percent of its oil and half of its gas by 2030. Malaysia and Vietnam are projected to
switch from net energy exporters to net importers. Thailand and Philippines are expected to import 60-70
percent of their energy.

Figure 87. CO, emissions will double for all countries by 2030
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Energy efficiency

Market-based pricing reforms are fundamental to an efficient, sustainable, and secure energy sector. The
energy price is crucial to stimulating energy efficiency improvements, discouraging energy waste, mitigating rebound
effects, and encouraging clean fuels. Governments need to (i) remove fossil fuel subsidies (in 2007, fossil fuel
subsidies in East Asia and Pacific amounted to $70 billion, close to the estimated $80 billion in net financing required
for a sustainable energy path);%’ (i) internalize environmental costs through appropriate use of a fuel tax and/or a
carbon tax; and (iii) provide incentives to invest in end-use energy efficiency to overcome the first-cost barriers, such
as investment subsidies, soft loans, consume rebate, and tax credit.

Pricing and fiscal policies should go hand in hand with regulations and their strict enforcement. Regulation is
one of the most cost effective measures to improve energy efficiency. Mandatory economy-wide energy-intensity
targets, appliance standards, building codes, industry performance targets (energy consumption per unit of output),
and fuel-efficiency standards are among the most cost-effective measures. However, weak enforcement of regulations

37 IEA 2008.
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Box 7. (continued)

It is technically and economically feasible for CO, emissions to peak by 2025 in East Asia, provided that
there are political will, institutional capacity, and transfer of financing and technologies from developed
countries (Figure 88 and Figure 89). By 2030, CO, emissions could reach 9.2 Gt under such a Sustainable
Energy Development scenario (SED), 37 percent below the business-as-usual scenario (REF).

This low-carbon path can substantially reduce energy costs, improve public health, and enhance energy
security. The savings from energy efficiency, many renewable energy technologies, and nuclear power can
largely pay for their additional upfront investment. The environment can be substantially improved, with a 50
percent reduction in damage costs by 2030 (Figure 90). Energy security will also be improved by increasing fuel
diversity and reducing imports (Figure 91). Renewable energy can hedge against fossil fuel price volatility.

However, improving environmental sustainability and enhancing energy security have trade-offs.
Adopting the most efficient coal-fired power plants and installing pollution abatement equipment can mitigate
local air pollution but will mean higher up-front costs. In the long term, the future role of coal in a carbon-
constrained world will increasingly depend on widespread use of carbon capture and storage (CCS)—a promising
technology that is yet to be proven on a large scale.

Figure 88. CO2 emissions could peak by 2025, and energy Figure 89. Power generation will need to shift dramatically from
efficiency and low-carbon technologies can fill the gap coal to renewable energy and nuclear
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is a concern in many East Asia and Pacific countries. A champion institution, such as a dedicated national agency
for energy efficiency, can coordinate multiple stakeholders, implement energy efficiency programs, and raise public
awareness. But it requires adequate resources, ability to engage multiple stakeholders, independence in decision-
making and credible monitoring of results.3®

Low-carbon technologies

Scaling up renewable energy requires a combination of financial incentives, a fossil fuel tax, or carbon tax
to provide a level playing field. Additional financial incentives could include reducing capital and operating costs
through investment or production tax credits; improving revenue streams with carbon credits; and providing financial
support through concessional loans and guarantees. But an effective regulatory framework will be essential to scale
up renewable energy. International experience demonstrates three ingredients for success: (i) adequate tariff levels
with long-term power purchase agreements; (ii) mandatory access to the grid for independent power producers; and
(i) incremental costs between renewable energy and fossil fuels, if any, to be passed through to consumers.

Nuclear power is another significant option for mitigating climate change, but itis limited by four problems.3°
These are relatively high costs, risks of nuclear weapons proliferation, uncertainties about waste management,
and public concerns about reactor safety. Current international safeguards are inadequate to meet the security
challenges of expanded nuclear deployment. But the next generation of nuclear reactor designs offer improved
safety characteristics and better economics than the reactors currently in operation.

Low-carbon cities

The speed and scale of urbanization in East Asia Figure 92. East Asian cities should avoid the high carbon growth
presents an unrivalled opportunity to build low- path
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sprawl—can substantially reduce energy demand and

38 ESMAP 2008.

39 Since 1982, the World Bank has not funded nuclear power plants, or any assets related to nuclear power (fueling, decommissioning,
transmission lines from nuclear plants, and others.)

40 UNFPA, 2007.
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CO, emissions (Figure 93). More efficient vehicles Figure 93. Low-carbon city comprehensive framework
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Climate change complicates East Asia’s quest for

continuedrapid growth. Living with the consequences

of a changing climate—the adaptation agenda—is as important as the mitigation agenda. And nowhere is the adoption
and implementation of an adaptation agenda more important than in East Asia’s urban centers, the concentration
of increasingly larger share of output and population. These agglomerations are under the grave threat of extreme
weather events, rising sea levels and other natural hazards—some of which, such as earthquakes, are not climate-
related.

East Asia covers half the earth’s surface area and is Figure 94. The urban population in low elevation coastal areas is
home to 59 percent of the world’s popu'ation, but hlghly vulnerable to a rise of the sea |eVe|, 2000
it has experienced over 70 percent of the world’s in millions
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natural disasters and sustained 82 percent of total
disaster fatalities. Its population represents 85 percent
of all people affected by disasters since 1997,4" and the
exposure of populations to natural disasters is likely to
double by 2050.

Climate change increases these risks, and East

Asian cities face the brunt of climate change fg I

impacts due to their concentration of people and 0 . . [ ]
physical assets. These high risks also reflect the China Indonesia Vietnam Thailand Philippines
coastal location of many East Asian cities. East Asia Source: Adapted from Prasad, N. etal., 2009.

is home to four of the top 10 most vulnerable cities

in terms of exposed population: Guangzhou, Shanghai, Ho Chi Minh City, and Osaka-Kobe. Indeed, the countries
of East Asia and the Pacific have the highest annual estimated cost of adapting to climate change amongst all six
geographical regions in the world (Table 8).42 The coastal population of five countries in the region is highly vulnerable
to sea level rise (Figure 94).43

41 EM-DAT: The Centre for Research on the Epidemiology of Disasters (CRED) International Disaster Database.
42 World Bank (2010), “The Economics of Adaptation to Climate Change: Synthesis Report”.
43 Prasad, N., F. Ranghieri, F. Shah, Z. Trohanis, E. Kessler, and R. Sinha. 2009.
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Flood Storm Coastal 1m Coastal 5m
Bangladesh Philippines All low-lying Island States All low-lying Island States
China Bangladesh Vietnam Netherlands
India Madagascar Egypt Japan
Cambodia Vietnam Tunisia Bangladesh
Mozambique Moldova Indonesia Philippines
Lao PDR Mongolia Mauritania Egypt
Pakistan Haiti China Brazil
Sri Lanka Samoa Mexico Venezuela
Thailand Tonga Myanmar Senegal
Vietnam China Bangladesh Fiji
Benin Honduras Senegal Vietnam
Rwanda Fiji Libya Denmark

Table 8. Countries at risk from climate change effects

Source: World Bank staff.
Note: Blue shade indicates countries in East Asia and Pacific.

In the short term, a risk-audit of critical infrastructure will help set priorities. Hazard proofing of infrastructure
can prove effective, especially when warning times are short (Box 8). Appropriate codes can reduce the debilitating
impacts of disasters on human safety and welfare. A fiscal risk audit can help assess the fiscal impact of natural
disasters and the efficacy of existing budget instruments. Finally, ethnically and culturally appropriate multi-media
communication strategies for natural hazards will help make all stakeholders are aware of the risks and of measures
to reduce the risks.

In the medium-term (3-5 years) strengthening of early warning systems is a cost-effective measure for
improving resilience. Every dollar invested in meteorological and hydrological services produces a significant
economic return. The adoption and effective enforcement of risk-based land use planning can help control development
in hazardous zones. Cities can also adopt comprehensive, end-to-end, emergency preparedness that includes pre-
event mitigation, emergency warning, evacuation, and shelter areas and greening of infrastructure like permeable
pavements and green spaces that reduce run-off and flooding. Resilience of existing public buildings (especially
hospitals and schools) can be strengthened through a phased and fully funded retrofitting program. Titling program
targeted at poor, informal communities have empirically been shown to improve risk mitigating investments in private
housing. And other possible medium-term policy actions include the redesign of urban drainage infrastructure, and
the development of a comprehensive disaster risk financing and insurance strategy, with a particular focus on the
protection of public budgets against natural disasters (reserves, contingent credit, and aggregate insurance).

In the longer-term (5-10 years), the reduction of poverty will help reduce climate and disaster risks. Being
poor dramatically increases one's vulnerability to natural hazards.
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Box 8. Understanding risk and building urban resilience

Reducing the risk from natural hazards embodies four sequential actions:
1. Avoid the hazard, if possible

2. Provide credible information on hazard risk in cities

3. Withstand the effects of the hazard, and

4. Prepare for and recover from its impacts.

Avoid the hazard

Even the natural hazards that cannot be prevented do not need to translate into a loss of life and property.
Avoiding building in vulnerable areas is one way to avoid risk. Better identification and delineation of floodways
and flood-prone areas, and implementation of appropriate land use planning and regulatory tools could lead to
development patterns where fewer people, building stock, and supporting infrastructure are put at risk.

Provide credible information on hazard risk in cities

Mandatory disclosure of risks is very effective in changing consumer behavior. Individual investment in
mitigation increases with economic density, as people have more to lose with disruptions due to natural hazard
events. Similarly, Early Warning Systems (EWS) save lives and have huge paybacks relative to cost. For example,
the Jakarta Flood EWS has a strong focus on community capacity building and ensures the coordination of
activities between front line providers (NGOs, community organizations) and local governments.

Withstand the Hazard’s Effects

We live in “yesterday’s cities”. Many of the urban patterns we see today—roads, buildings, land ownership—
reflect decisions of the past. One way to break out of this policy inertia is to explicitly allow city designs to evolve
in response to new information. Another cost-effective way to ensure resilience is to retrofit buildings and
ensure the survivability of infrastructure. An additional vulnerability of infrastructure that needs to be addressed
is the interdependent nature of these systems.

Prepare for and Recover from the Hazard

Even with rigorous preparation and planning, shocks are inevitable and therefore a framework for
preparation and robust recovery after the event is necessary. This includes investing in institutional
capacity, emergency preparedness, early warning systems, emergency communication systems, and urban
search and rescue equipment. Related to this, cities and national governments need to design comprehensive
catastrophe financing strategies that includes multiple sources of financing (both “on-balance sheet” and "“off-
balance sheet”) and risk transfer to the private sector through mandatory insurance programs.
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CAMBODIA

Population 14.7 million
Population growth 1.7 percent
Surface area 181,040 sq. km.
Capital Phnom Penh

Source: World Development Indicators.

Driven by exports, the Cambodian economy achieved
a stronger than expected recovery in 2010, with
estimated GDP growth at 6.7 percent. The strength of
this recovery is driven by three factors. First, agriculture
growth (5.3 percent growth in 2010) benefitted from a
particularly good harvest. Second, two of Cambodia’s
traditional growth drivers rebounded faster than
expected. Garment exports registered a 24 percent
growth in 2010 after shrinking 20 percent during the
2009 crisis. Similarly, footwear export industry also
saw a nearly 60 percent expansion over the same
period. As a result, some 55,300 new jobs have been
created by both industries in 2010, recovering most
of the jobs lost during the 2009 economic downturn.
Tourism also rebounded strongly, with a 16 percent
increase in tourist arrival (to 2.5 million tourists) and a
14 percent increase in tourism receipts (to $1.8 billion).
The stronger than expected rebounded resulted from
(i) strong growth in Asia, the source of 72 percent of
tourist arrivals; (ii) depreciation of the dollar, driving
competitiveness gains; and (iii) structural improvements
(such as the prospect of more favorable rules of origin
for garment exports to the EU; and gradual improvement
in industrial relations). Third, Cambodia initiated some
diversification of its production and export base, with
the volume of milled rice exported almost tripling in
2010. This diversification was in particular supported

by a recovery in foreign investment with a 16 percent
growth in registered investment capital. It is noted that
the other traditional source of growth, construction
and real estate, recovered much more mildly, with
only a 10 percent growth in approved construction
applications in 2010.

Growth is expected to remain strong in 2011, at
6.5 percent. Cambodia’s exports are expected to
remain strong partly as a result of the relaxed rule of
origin of the European Union on preferential tariffs for
least-developed countries export to the EU markets
which became effective on January 1, 2011. That
said, overall export growth may be constrained by the
profile of the global recovery. Consumption would pick
up as the recovery takes hold, while investment would
benefit from a continued rebound in FDI and credit to
the private sector.

The current account widened in 2010 and is expected
to be reduced in 2011. The widening of the current
account deficit in 2010 (-13.4 percent of GDP) was
largely driven by the trade deficit, as both imports and
exports recovered strongly. As export and tourism
growth continues to firm up, the currentaccount balance
would be reduced 13.1 percent of GDP in 2011.

Net capital inflows also increased in 2010, financing the
external shortfall and resulting in a further increase in
foreign exchange reserves. During the first nine months
of 2010, net capital inflows rose by about $0.3 billion
from a year earlier, reflecting a pickup in inflows of
foreign direct investment and larger loans from foreign
banks. Itis expected that FDI would reach 5.4 percent of
GDPin 2010 and 6.0 percent in 2011. Foreign exchange
reserves continued to increase, to $2.7 billion at the
end of 2010, equivalent to approximately 4 months of
imports. Reserves amounted to 56 percent relative to
the stock of broad money and 74 percent relative to
gross external debt.

Despite price hikes in other countries in the region
and a rapid domestic recovery, Cambodia consumer
price inflation dwindled to 3.1 percent in 2010 (from
5.3 percent in 2009). Core inflation fell from 4.5 percent

WORLD BANK EAST ASIA AND PACIFIC ECONOMIC UPDATE 2011, VOL. 1



to 1.0 percent over this period. The exchange rate
remained relatively stable, appreciating about 3 percent
against the U.S. dollar, in the year ending 2010.

The financial sector started to recover with growth of
credit to private sector gradually gaining momentum
in 2010. Bank liquidity surged, as deposits—including
those financed from remittances—rose to a high
of $4.3 billion by the year ending 2010. The loan-to-
deposits-ratio increased very slightly to 74 percent (up
from 73 percent in Dec 2009) as lending opportunities
remained limited. Most lending over the past 12 months
was directed to low risk sectors, mainly retail/wholesale
trades, tourism related activities (hotel/restaurants) and
some manufacturing. Fourteen percent growth of net
foreign assets and a nearly 30 percent expansion of
credit to private sector were recorded in 2010 with a
more robust prospect anticipated for 2011. Despite the
tripling of capital requirements (effective January 1,
2011), the number of banks in Cambodia rose to 35 by
the end of 2010 with total assets of $6.4 billion (with 8
larger banks accounting for 75 percent these assets),
reflecting markets’ views on Cambodia’s growth
potential.

The Royal Government of Cambodia started to unwind
the expansionary policy that was introduced in 2009
to mitigate the negative impacts of the global financial
crisis. The revenue effort, while low by international
standards, rebounded in 2010 after a downturn in
2009 and is estimated to have reached 12.9 percent
of GDP, nearly a percentage point above the budget
plan. The growing revenue in 2010 was led by VAT,
excise and import duties collections. The tax base is
being broadened through a doubling of the road tax
on vehicles, the introduction of a tax on property, and
the shift to ad-valorem tax for import duty on some
petroleum products. Anti-smuggling efforts have also
been stepped up in recent months especially in log/
timber smuggling. In the meantime, customs reform
is ongoing with plans to roll out its ASYCUDA customs
automated system from the current 5 functional sites
to another 17 sites in the coming years. Expenditure
at the same time is estimated at 18.6 percent of GDP
with a fiscal deficit of 5.7 percent of GDP (down from
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8.1 percent of GDP in 2009). This resulted from tighter
control of wage bill expenditures (e.g. freezing new
recruitment and promotion of civil service except in the
education and health sectors) and cuts in non-essential
recurrent expenditures (e.g. overseas trips, carrying
out civil census to remove phantom civil servants from
payroll).

The Government plans to keep the fiscal deficit at
around 5.7 percent of GDP in 2011. Greater domestic
revenue mobilization and continued high concessional
borrowing would enable a continued high level of
capital expenditure spending. It will also enable the
implementation of elements of the “paddy production
and rice export policy”, approved in 2010, including a
Credit Guarantee scheme worth $37 million (to provide
guarantee to companies or agencies that access credit
from commercial banks for rice purchase particularly
during the harvest season), an increase by $7.3 million
of the capital of the Rural Development Bank, and an
increase of $18 million for the Agriculture Support and
Development Fund (which supports short-term credits
to farmers and medium-term credits to rice millers).
An important objective—which will require fiscal
consolidation beyond the adopted 2011 budget—will be
to rebuild the cash deposits that were used in response
to the 2009 global crisis. This will require continued
efforts to increase the fiscal space, in particular through
domestic revenue mobilization.
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Cambodia Key Economic Indicators
2007 2008 2009 2010e 2011f 2012f

Year Year Year Year Year Year

Output, Employment and Prices

Real GDP (% change y-y) 10.2 67 -20 6.7 6.5 6.5
Domestic demand (% change y-y) 76 6.5 1.8 40 5.0 5.0
Industrial production index (2000=100) 246 256 249 263 277 295
(% change y-y) 84 41 25 57 5.1 6.5
Consumer price index (% change y-y) 140 125 5.3 3. 5.0 5.0
Public Sector
Government revenues (% GDP) 119 120 M5 129 132 136
Government expenditures (% GDP) 148 148 196 186 189 192
Government balance (% GDP) 29 29 81 57 57 -56
Foreign Trade, BOP and External Debt
Trade balance (millions US$) -1,343 -1,801 -1,574 -1,600 -1740 -1,966
Exports of goods (millions US$) 4,089 4708 4,302 5200 5876 6,640
(% change y-y) 107 152 -86 209 130 130
Key export (% change y-y) 1/ 8.1 33 190 240 8.0 8.0
Imports of goods (millions US$) 5432 6,509 5876 6,800 7616 8,606
(% change y-y) 138 198 -97 157 120 130
Current account balance (millions US$) 2/ 705 -1,280 -1,203 -1,570 -1,660 -1,700
(% GDP) 81 124 M6 134 131 122
Foreign direct investment (millions US$) 866 79 511 622 777 971
External debt (millions US$) 3/ 2,555 2,808 3,054 3514 3,839 4,220
(% GDP) 292 273 295 300 302 303
Short-term debt (millions US$) 218 218 218 218 218 218
Debt service ratio (% exports of g&s) 1.0 1.0 12 1.0 1.0 1.0
Foreign exchange reserves, gross (millions US$) 1616 2164 2,367 2,653 2,860 3,003
(months of imports of g&s) 3.0 34 40 39 3.8 36
Financial Markets
Domestic credit (% change y-y) 707 511 199 353 300 300
Short-term interest rate (% p,a,) 4/ 6.0 158 150 150
Exchange rate (Riel/US$, eop) 4,003 4,081 4169 4,053
Real effective exchange rate (2000=100) 951 1117 113 108.0
(% change y-y) 30 174 04 29
Memo: Nominal GDP (millions US$) 8,754 10,286 10,361 11,713 12,701 13,932

Sources: National data sources, IMF, and World Bank staff estimates,

e = estimate

p = projection

1/ Garments

2/ Excludes official transfers
3/ IMF figures for 2010 onward
4/ One-year US$ loans
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Population 1,325.6 million
Population growth 0.6 percent
Surface area 9,598,088 sqg. km.
Capital Beijing

Source: World Development Indicators.

China’s economy ended 2010 on a strong note. Real
GDP grew 9.8 percent from a year earlier in the fourth
quarter, bringing full-year growth to 10.3 percent. This
was a surprise because year-on-year (yoy) growth had
been slowing from almost 12 percent in the first quarter
to 9.6 percent in the third quarter as a result of a fading
fiscal stimulus and monetary normalization. Growth in
the fourth quarter was boosted by a temporary spurt in
both consumption and investment in November. The
robust fourth quarter notwithstanding, the slowdown
in growth appears set to continue into 2011 and 2012.

The contribution of net external trade to GDP growth
eased in the fourth quarter. Reflecting robust domestic
demand, import volume expansion remained strong in
2010, especially for “non-processing” imports used in
China’'s domestic economy. These continued to grow
strongly even as processing import growth slowed
throughout 2010 together with processing exports.
This deceleration was also visible in overall export
numbers. Exports outpaced imports substantially in the
first three quarters, in volume terms, providing a fillip
to growth. This was not repeated in the fourth quarter
due to the spurt in domestic demand. As a result, the
external trade surplus for 2010 ended up a bit lower
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than previously expected, as did the current account
surplus.44

Consumer Price Inflation

change (percent, yoy)

25

20

2001 2002 2003 2004 2005 2006 2007
e [ood eee Other
Source: CEIC.

2008 2009 2010 2011

== Residence

Consumer price inflation rose on higher food prices
while housing prices continue to occupy policymaking.
Consumer price inflation trended up to 4.9 percent (yoy)
in January (see Figure). About two-thirds of this inflation
was attributable to food prices which have been driven
upward by problematic weather domestically and by
hikes in international food prices.* Housing-related
costs have also risen substantially. Prices other than
those of food and housing remain contained and core
inflation was 1.7 percent in December (yoy). With
housing prices quite resistant to previous measures
taken in 2010 to contain them, the government took
further tightening measures in end January, including
raising the minimum down payment ratio for mortgages
for a second house to 60 percent.

Looking ahead, China’'s economic prospects remain
sound although some risks remain. Real growth
is expected to slow to 9 percent in 2011 and ease
somewhat further in the medium term. The expansion

44 \Within the current account, net income came out much lower
than expected.

45 China's wheat and rice prices do not closely follow international
prices since they are managed by policymakers. In contrast,
China's prices of corn and soybeans do follow international
prices fairly closely and higher prices for these products have
helped drive up prices for meat and eggs.
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should remain supported by healthy corporate and
infrastructure  investment and  industrialization.
Consumption should be buoyed by rising real wages and
employment growth in the labor market. Growth may
ease further, however, as global growth decelerates
and the domestic macroeconomic stance is normalized
further.

Inflation is unlikely to escalate but expectations
matter and there are risks. Food prices are unlikely
to continue to rise at the recent pace and inflation is
unlikely to escalate as core inflation remains in check.
The ability to absorb commodity input price shocks in
China is enhanced by the capacity for rapid productivity
growth#¢ and by rising wages which help reduce the
real impact of price shocks in food and fuel. Moreover,
core inflation has been low to start with because of the
rapid productivity growth in industry. Nonetheless, with
inflation expectations now having risen substantially
and with the labor market less loose than it used to be,
macroeconomic policy will need to play an important
role in limiting the spill-over of food prices into other
prices and wages. A less easy monetary stance would
also help slow down property price increases.

Further normalization of the macroeconomic stance is
needed to guard against risks. In addition to inflation and
asset prices, other risks include the quality of banks'
portfolios and non-performing loans in particular. The
authorities are broadly on track to normalize the overall
monetary stance. As part of this process, they have
started to raise interest rates, with three increases since
October 2010, and have increased required reserves.
International liquidity may at times pose challenges to
monetary policy, but these should be more manageable
in China than in emerging markets that are smaller
or have more open capital accounts. Nonetheless,
measures can be taken to enhance protection against
unwanted capital flows.

46 Kim And Kuijs, 2007. Raw Material Prices, Wages, And
Profitability In China’s Industry—How Was Profitability
Maintained When Input Prices And Wages Increased So Fast?,
World Bank China Research Paper No. 8

A mild withdrawal of stimulus is expected for 2011. The
preliminary target for the 2011 fiscal deficit is 2 percent
of GDP compared to the 2.3 outcome on a cash basis in
2010. Such a fiscal stance seems broadly appropriate,
given the robust macroeconomic outlook.

The preparations for the 12% Five Year Plan (2011-2015)
call for focus on structural issues and reforms. Changing
the growth pattern is rightly a key target. The need
to rebalance so that growth is led more by domestic
demand, and by the service sector, seems stronger
now than 5 years ago, in part because the international
environment is less favorable. Such rebalancing will
not happen by itself—this will require significant policy
adjustment. Recent China Quarterly Updates discuss
different elements of the reform agenda.

Private sector development should be a key area of
focus. The November 2010 China Quarterly Update
discussed policies that would help boost private sector
development, focusing on opening up sectors and
reducing entry barriers, addressing investment climate
constraints, and supporting research and development
and innovation by the private sector. Further progress
in energy conservation and renewable energy calls for
further rebalancing the pattern of growth, energy pricing
reforms, more market-based mechanisms, lower cost
of renewable energy, and accelerated development
and diffusion of new energy technologies.
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China Key Economic Indicators

2008 2009 2010e 2011f 2012f 2010 2010 2011
Year Year Year Year Year Q1 Q2 Q3 Q4 Oct Nov Dec Jan

Output, Employment and Prices

Real GDP (% change y-y) 96 92 103 9.0 85 119 103 96 9.8
Industrial production index /1 . . . .. . . . . . . . .
(% change y-y) 9.9 8.7 . . . 198 160 135 133 131 133 135
Unemployment (%) 2/ 42 43 41 . .42 42 41
Real wages (% change y-y) 104 124 . . . . . . . . . .. .
Consumer price index (% change y-y) 59 -07 3.3 47 34 52 6.8 45 57 44 5.1 46 49
Public Sector
Government revenues (% GDP) 195 201 209 211 215
Government expenditures (% GDP) 199 224 225 228 230
Government balance (% GDP) -08 -28 16 17 -5
Domestic public sector debt (% GDP) /3 170 180 19.0
Foreign Trade, BOP and External Debt
Trade balance (billions US$) 2973 1982 1845 1732 2070 145 412 656 631 271 229 131 6.5
Exports of goods (billions US$) 1429 1202 1578 1744 1878 3161 3891 4298 4435 136.0 1533 1541 1507
(% change y-y) 4/ 173 -159 313 105 77 287 409 322 249 228 349 179 377
Key export (% change y-y) 5/ 16.8 -157 314 . . 283 408 325 252 230 350 186 .
Imports of goods (billions US$) 1131 1,003 1,393 1570 1671 301.6 3478 364.2 3803 1088 1304 1411 1443
(% change y-y) 4/ 184 113 389 127 6.4 647 441 274 295 254 379 256 514
Current account balance (billions US$) 4361 2971 306.2 3212 3322
(% GDP) 96 6.0 5.2 49 5.3 . . . . . . . .
Foreign direct investment (billions US$) /6 108.3 941 1057 . . 456 1211 1987 2794 920 1164 1683 1203
External debt (billions US$) 390.2 4286
(% GDP) 8.6 8.6
Short-term debt (billions US$) 226.3 2593
Debt service ratio (% exports of g&s) 18 287 . . . . . . . . . .
Foreign exchange reserves, gross (billions US$) 1,952 2,405 2853 3120 3574 2453 2460 2,654 2,853 2767 2774 2853
(months of imports of g&s) 207 288 246 238 257 976 849 875 900 254 213 202
Financial Markets
Domestic credit (% change y-y) 159 317 199 . . 218 182 185 199 193 198 199 185
Short-term interest rate (% p.a.) 7/ 2.8 2.8 3.3 . . 2.8 2.8 2.8 33 2.8 2.8 3.3 33
Exchange rate (RMB/USS, eop) 684 683 665 . . 683 68 675 665 667 666 665
Real effective exchange rate (2000=100) 110.3 1047 1097 . . 1052 1083 1089 109.7 1074 1079 109.7
(% change y-y) 129 50 47 . . 12 2.3 24 47 0.2 15 18
Stock market index (Dec. 19, 1990=100)/8 1,821 3,277 2,808 . . 3109 2398 2656 -159 2,979 2,820 2,808
Memo: Nominal GDP (billions US$) 4521 4990 5879 7013 8,206

Source: National data sources.

f = forecast

1/ Annual data are not comparable with the quarterly and monthly data. Annual data cover all industrial enterprises while the quarterly and monthly ones only refer to those enterprises
with sales value above RMB 5.0 million.

2/ Official urban unemployment only, not including laid-off workers

3/ Includes treasury bonds, policy financial bonds and other financial bonds (end-period outstanding)

4/ Nominal growth rate

5/ Manufactured exports

6/ Gross FDI utilized

7/ Central Bank loans to financial institutions, less than 20 days

8/ Shanghai Stock Exchange A-Share Price Composite
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Population 838,700
Population growth 0.5 percent
Surface area 18,270 sqg. km.
Capital Suva

Source: World Development Indicators.

As Fiji enters 2011, it faces several economic
challenges. In the last four years, the economy has
either contracted or grown only marginally and the
government is yet to gain traction on the structural
reforms that could help to underpin stronger growth
in future. In 2010, the economy is estimated to have
grown by only 0.1 percent, with the agriculture sector
performing particularly poorly, having contracted by
an estimated 11.3 percent. The decline of sugar cane
agriculture continued, but the performance of other
crops was also very weak—partly due to the impact of
a cyclone and the drought. The causes of the decline
of the sugar sector are long-standing and complex,
and reversing this trend is now a formidable challenge
for the government and the other stakeholders in the
sugar sector.

Fiji's economy is increasingly dependent on tourism,
which performed reasonably well in 2010. Visitor
arrivals in the nine months to September 2010 were
18.4 percent higher than in the same period of previous
year (when arrivals were adversely affected by major
flooding), and 6.2 percent above the corresponding
figure for 2008 (the previous record year for arrivals).
The trend in earnings is not so clear, with continued
heavy discounting possibly offsetting the positive
impact of the earlier devaluation of the Fijian dollar

to leave earnings per tourist roughly unchanged. The
government projects that tourist arrivals will expand by
just over 4 percent in 2011, accompanied by a parallel
growth in total earnings.

The government forecasts a modest economic
expansion over the next two years—with projected
GDP growth averaging around 1 percent for 2011 and
2012. That growth will depend in part on a rebound in
the agriculture sector in 2011 and its continued strong
performance in 2012. In recent years, the government
has sought to boost domestic production of a range of
crops, particularly with a view to supplying the tourism
industry. The contribution of non-sugar commercial
agriculture to GDP in recent years has been about three
times that of sugar cane. The government has taken
steps to improve supply chain management in non-
sugar agriculture, but has also increased protection for
domestic products. Many fruit and vegetable imports
now incur tariffs or equivalent border charges of some
42 percent.

On the external side, export revenues were boosted
in 2010 by higher receipts for gold, mineral water, fish
and timber, which more than offset lower receipts for
sugar. The value of merchandise imports is estimated
to have risen in parallel, keeping the trade balance
as a percentage of GDP roughly unchanged on the
previous year. A large surplus on the services account,
primarily due to the solid performance of the tourism
industry, and continued strong remittance receipts, are
estimated to have led to a small reduction in the current
account deficit in 2010.

With food and fuel typically accounting for nearly half
of merchandise imports, Fiji's current account deficit
is vulnerable to the threat of rising food and fuel prices
in 2011. At the end of 2010, foreign reserves were at
a comfortable level, equivalent to about 4.1 months of
imports—up from the 3.7 months of imports covered
by reserves at the end of 2009. After subsiding mid-
year, inflation began to pick up in late 2010 to 5 percent
in December, year-on-year, due mainly to rising food
and electricity prices. Annual average inflation for
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2010 was 5.5 percent, compared to 3.7 percent in the
previous year.

Indicators of investment activity in Fiji have remained
weak. Uncertainty in respect of the political situation
in Fiji is likely to continue to constrain investment in
the near term. In the seven months to July 2010,
imports of investment goods were 5 percent lower
than in the same period of the previous year. In the ten
months to October 2010, bank lending for investment
purposes was 1.1 percent lower than the previous year.
Overall, private sector credit growth has also remained
subdued, with growth of only 2.2 percent in October
2010 compared with the same period of 2009. Although
the construction sector is estimated to have expanded
modestly in 2010, the government is forecasting a
significant contraction in 2011.

The government is budgeting for a deficit equivalent
to 3.5 percent of GDP for 2011, after an estimated
deficit of 3.8 percent in 2010. On the revenue side, a
substantial increase in the revenue share of GDP—by
about 2 percentage points—is budgeted, primarily due
to an increase in the VAT rate from 12.5 to 15 percent
in 2011. Even without this rate increase, VAT receipts
were estimated to be significantly higher in 2010 than
in the previous year, due to a combination of inflation,
improved compliance and increased consumption. A
number of tariffs and equivalent border charges have
alsobeenincreasedin 2011. In addition, the government
has introduced a 10 percent capital gains tax in 2011.

On the expenditure side, the government is continuing
its efforts to reduce the proportion of the budget going
to the civil service wage bill, with wage and partial
hiring freezes in place. In 2010, wages and salaries as
a share of current expenditure are estimated to have
been 43.7 percent (compared to 47.5 percent the
previous year), and are budgeted to fall to 41 percent
in 2011, It will be important for the government to
ensure that core functions and services receive priority
among competing human resource demands and are
kept sufficiently well staffed to operate effectively. In
addition, efforts to ensure that the partial hiring freeze is
implemented effectively will need to be strengthened,
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in order to support the achievement of civil service
reform objectives. Under capital expenditure, the largest
item in the 2011 budget is a FJD110 million allocation
to the Fiji Sugar Corporation (FSC) for restructuring
purposes. This represents nearly 6 percent of total
expenditure and around half of the projected budget
deficit. Restructuring FSC and the wider sugar industry
has proven very challenging in the past.

Persistent deficits in recent years have caused steady
and significant increases in Fiji's public debt, most of
which is domestic and held primarily by the Fiji National
Provident Fund. In 2010, Fiji's public debt is estimated
to have reached 57.6 percent of GDP (compared to
49.9 percent in 2007). In September 2011, Fiji will
have a $150 million global bond due (4.5 percent of
GDP), which the government is seeking to re-finance.
Persistent losses by a few large public enterprises and
government-owned corporations have also caused an
increase in the contingent liabilities of the government
in recent years. In 2010, contingent liabilities are
estimated to have been 33.5 percent of GDP (compared
to 24.8 percent in 2006). Over the last five years, the
Fiji Electricity Authority and FSC have increased the
government’s contingent liabilities by FJD 240 million
and FJD 164 million, respectively (together accounting
for nearly two-thirds of the increase in the government'’s
contingent liabilities between 2006 and 2010).
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Fiji Key Economic Indicators
2007 2008 2009 2010e 2011f 2012f

Year Year Year Year Year Year

Output, Employment and Prices

GDP (% change y-y) -09 02 -30 0.1 1.3 0.7
Tourist arrivals (thousands) 540 585 542 630 650 665
(% change y-y) 16 84 73 162 32 23
Unemployment rate (%) 8.6 77 94 . . .
Consumer price index (% change y-y) 43 6.6 6.8 5.0 3.3 3.0
Public Sector
Government revenues (% GDP) 254 257 248 248 273 214
Government expenditures (% GDP) 274 255 294 286 309 296
Government balance (% GDP) 21 02 -46 37 -36 -23
Domestic public sector debt (% GDP) 426 424 458 472 485 488
Foreign Trade, BOP and External Debt
Trade balance (millions US$) -842 1108 -670 -726 -789  -817
Exports of goods (millions US$) 787 944 625 694 750 761
(% change y-y) 80 199 -338 111 8.1 15
Key export (% change y-y) 1/ 75 355 -387 477 5.8 0.0
Imports of goods (millions US$) 1629 2052 1295 1421 1540 1,578
(% change y-y) 02 260 -369 97 84 25
Current account balance millions US$) -462  -640 230 215 265  -291
(% GDP) 136 180 79 -69 -81 -89
Foreign direct investment (millions US$) 343 320 127 169 160 166
Total external debt (millions US$) 461 449 501 531 531 540
(% GDP) 135 126 173 170 163 166
Short-term debt (millions US$) 210 210 210 . . .
Debt service ratio (% exports of g&s) 2/ 2.3 34 3.0 26 125 34
Foreign exchange reserves, gross (millions US$) 3/ 519 317 565 660
(months of imports g&s) 2.9 14 39 42
Financial Markets
Domestic credit (% change y-y) 4/ 28 M2 0.2 1.9
Short-term interest rate % p.a.) 45 03 N 75
Exchange rate (FJ$/USS, eop) 16 18 19 19
Real effective exchange rate (2000=100) 994 102 905 877
(% change y-y) 17 26 -3 -3
Memo: Nominal GDP (millions US$) 3,405 3565 2903 3131 3,259 3,255

Source: National data sources.

e = estimate

f = forecast

1/ Sugar.

2/ Rise in debt service ratio in 2011 reflects the maturity of the
US$150 million global bond, which may be refinanced.

3/ Includes foreign assets of non-bank financial institutions.

4/ Domestic credit to the private sector.
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INDONESIA
T

Population 228.2 million
Population growth 1.2 percent
Surface area 1,904,570 sq. km.
Capital Jakarta

Source: World Development Indicators.

Since the middle of 2010, Indonesia has seen a marked
rise in domestic inflation and continues to be affected
by movements in international commodity prices and
capital flows. The pick-up in inflation, driven by food
prices, and concerns over the monetary policy response,
have been accompanied with a recent downward
correction in asset prices and in nonresident holdings
of Indonesian local currency assets. Such holdings
rose substantially during 2010. Nonetheless, growth
remained robust, rising to 6.1 percent for 2010 as a
whole. The trade balance was boosted by international

Rice price increases in Indonesia have contributed to higher
headline and poverty basket inflation

change (percent, yoy)

24

Jan-08 Jul-08 Jan-09 Jul-09 Jan-10 Jul-10 Jan-11

@ Food Inflation === Poverty Basket inflation ¥/ eee Headline inflation

Source: CEIC and World Bank.
Note: */ Poverty Basket Inflation calculated by World Bank.
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commodity prices, with the overall balance of payment
inflows reaching record highs for the year. Fiscal policy
continues to be restrained, with the 2010 deficit well
below the revised budget figure.

Inflation started rising in mid 2010 as consumer prices
largely due to food supply shocks and reflecting an
accommodating policy stance (see Figure). Headline
inflation reached 7 percent year-on-year in December,
outside the central bank’s target band of 4 to 6 percent.
Supply-side disruptions were seen in key food items,
such as rice and spices. Raw food prices grew
16 percent year on year (yoy) while grain prices were up
27 percent (dominated by the 30 percent rise for rice).
Upward pressures on food prices are likely to continue
at least until the harvest season at the end of the first
quarter of 2011.

The rise in food price inflation risks a reversal of recent
gains in poverty reduction. The wedge between the
World Bank's poverty basket inflation and the overall
CPlincreased to its highest level since the series began
in 2002. This reflects the fact that current food price
increases particularly affect the poor and brings the risk
of increased poverty numbers in 2011. The Government
has responded to rising food prices with a number of
measures. For example, the National Logistics Agency
has been given the mandate to procure more rice on
the international market (although actual imports remain
considerably below the mandated level). Steps are also
being taken to simplify import procedures for food
commaodities, including removing various import tariffs.
The Government'’s rice for the poor program has also
been extended through 2011 with a planned increased
in the frequency of such transfers. The Government is
also considering direct assistance to help farmers cope
with extreme weather, for example, in the form of cash
transfers.

The Bank of Indonesia (BI) adjusted its policy rate in
February 2011 in response to rising inflation. The
25 basis point increase to 6.75 percent, which was the
first change since August 2009, followed the sharp
rise in local bond yields after the inflation numbers for
December came through. Policymakers have indicated
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that further Rupiah appreciation may also be used to
help curb inflationary pressures. These moves follow
other earlier liquidity tightening measures including
increases in reserve requirements. Credit growth has
recovered to just over 20 percent, below the peaks of
almost 40 percent in late 2008, and is increasingly for
working capital loans.

The surge in capital inflows that Indonesia saw over 2010
has moderated recently. Portfolio flows (particularly
purchases of domestic government bonds) accounted
for the larger portion of such inflows. In December,
Bl announced further macro-prudential measures as
part of its response to these inflows, including raising
foreign currency reserve requirements. More recently,
concerns over inflation, and Bl's policy response,
contributed to outflows of non-resident holdings of
Indonesian assets (although to date these are limited
compared with inflows over 2010). Profit-taking, along
with push-side factors such as the recovery in the U.S.,
are also likely to have played a role. Domestic equity
and bond prices have weakened in 2011 to date with
local equities down 6 percent and local currency bond
yields up 170 basis points to 8.2 percent (similar levels
to those seen in May 2010).

The real economy continued to consolidate its recovery
during the first three quarters of 2010. While growth
in quarter three was slightly lower than expected at
5.8 percent year-on-year (yoy), growth in quarter four
came in very strongly at 6.9 percent. Growth for 2010
as a whole reached 6.1 percent. Private consumption
was supported earlier in the year by high consumer
confidence and relatively low and stable inflation for
most of the first half of the year. In the second half
of the year, on a quarterly-growth basis, there was
some weakening in private consumption’s growth
contribution. This was offset by substantial gains for
investment spending, driven by machinery equipment
investment, in part likely reflecting expectations of
sustained demand for production going forward.
Government consumption also played an important
role in the second half of the year, after subtracting
from growth in the first half of 2010 as a result of
slow disbursements and the unwinding of the fiscal

stimulus. Net exports also contributed strongly in the
final quarters of 2010.

On the production side, domestically-focused sectors
(such as communications and transport and retail trade)
continue to make the most significant contributions
to growth. Anecdotal reports suggest that some
subsectors had reached capacity constraints by
mid-2010 (although Bl's third quarter 2010 survey of
business indicated an average capacity utilization rate of
72 percent across a sample of firms in manufacturing,
mining and quarrying, agriculture and electricity, gas
and water). Manufacturing growth, which was lagging
the rest of the economy, showed a strong quarterly
growth performance in the fourth quarter. Agricultural
output was affected by unusual weather patterns and,
for some sectors, smaller crop area thus resulting in a
modest contribution to growth.

Both the trade balance and financial account contributed
to rising balance of payments inflows. Inflows on the
capital and financial account in 2010 were $26 billion
up from $5 billion in 2009. In addition to portfolio
inflows, there has also been a recovery in foreign direct
investment (for example attracted by the Government's
electricity generation crash construction program).
Financial inflows have more than offset the narrowing
in the current account to $6.3 billion in 2010, down from
$10.7 billion in 2009. The trade surplus improved toward
end-2010, primarily reflecting strong commodity prices
and agricultural exports. These inflows contributed to
the rise in foreign reserves to $96 billion at end-2010,
$36 billion above the pre-crisis peak of July 2008.

The budget deficit in 2010 was lower than expected,
at 0.6 percent of GDP, significantly below the Revised
Budget deficit of 2.1 percent. Revenue realization
was 102 percent of the revised Budget level and
expenditures a disappointing 93 percent, somewhat
reversing the improving trend in budget realization of
previous years. The Government approved a series of
measures in August 2010 (new procurement regulation
and new and more flexible guidelines on both virement
procedures and budget authority appointments) to
accelerate budget disbursements. However, their effect
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is likely to be seen more in 2011. They will be important
in determining whether the rise in capital expenditures
is achieved as set out in the Budget (which targets
a 1.8 percent of GDP deficit). On subsidy reform,
the Government has announced plans to exclude all
private 4-wheel vehicles from purchasing subsidized
fuel, starting in mid 2011 and in the Jakarta area,
gradually extending to the whole of Indonesia in the
next few years. Low fiscal deficits and strong nominal
GDP growth have helped the downward trajectory for
government debt-to-GDP (contributing to the January
2011 Moody's upgrade of Indonesia’s sovereign rating
to one notch below investment grade).

Despite the solid real sector performance, near-term
risks to the outlook remain sizeable, for example,
in terms of the risk of food inflation spilling over
into inflation expectations and the headline rate.
Indonesia still remains vulnerable to adverse shocks
to international investor sentiment. These may come
from both external and domestic sources, for example,
related to perceptions of macro policy management.
Further measures to shift inflows towards longer-term
flows can help to mitigate this risk, particularly policies
to enhance incentives for foreign direct investment.
Looking to the medium-term outlook, the main
uncertainty is whether the policies required to boost
growth to 7 percent are adopted and implemented.
This risk provides both upside and downside potential
around the baseline outlook. Coordinated action will be
required to address Indonesia’s infrastructure needs, to
address the investment climate-related constraints on
growth, to enhance the creation of quality employment,
and to ensure that the benefits of growth continue to
be shared across the population.
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Indonesia Key Economic Indicators

2008 2009 2010 2011f 2012f 2010 2010 2011
Year Year Year Year Year Q1 Q2 Q3 Q4 Oct Nov Dec Jan

Output, Employment and Prices

Real GDP (% change y-y) 1/ 6.0 46 6.1 6.4 6.7 5.6 6.1 5.8 6.9
Domestic demand (% change y-y) 75 54 5.2 6.5 72 40 46 6.2 59 . . .
Industrial production index (2000=100) 1272 1288 1327 . . 1299 1330 1358 1394 1395 1385 1403
(% change y-y) 3.0 1.3 44 . . 4.3 43 37 5.4 49 46 6.8
Unemployment (%) 8.4 79 71 . . .
Real wages (% change y-y) 2/ -1.9 0.2 . . . 46 . . . . . . .
Consumer price index (% change y-y) 1.1 2.8 70 6.0 6.2 34 5.0 5.8 70 57 6.3 70 70
Public Sector
Government revenues (% GDP) 198 155 160 154 151
Government expenditures (% GDP) 199 170 166 162 16.2
Government balance (% GDP) -0.1 16 06 -09 -1
Domestic public sector debt (% GDP) 139 165 141 126 17
Government debt (% GDP) 292 311 262 238 221
Foreign Trade, BOP and External Debt
Trade balance (billions US$) 229 301 311 463 503 70 70 78 9.3 2.3 26 37 2.0
Exports of goods (billions US$) 3/ 1396 119.6 1582 1808 1975 351 374 397 460 144 156 168 145
(% change y-y) 183 -143 322 143 92 450 330 269 277 176 451 257 247
Key export (% change y-y) 4/ 215 -355 . . . . . . . . . . .
Imports of goods (billions US$) 3/ 1167 895 1271 1345 1472 280 305 319 367 121 130 131 125
(% change y-y) 369 -277 420 5.8 94 535 464 296 422 285 476 271 322
Current account balance (billions US$) 01 102 6.3 2.3 27 2.1 16 14 12
(% GDP) 0.0 19 0.9 0.3 0.3 1.3 0.9 0.7 0.7
Foreign direct investment (billions US$) 34 26 9.8 99 107 25 2.3 1.6 34
External debt (billions US$) 155.1 1729 2001
(% GDP) 304 321 281 . . . . . . . . . .
Foreign exchange reserves, gross (billions US$) 516 661 96.2 . . 718 763 866 962 918 928 962 953
(months of imports of g&s) 43 71 75 . . 70 6.8 73 75
Financial Markets
Domestic credit (% change y-y) 330 161 175 . . 101 169 203 222 216 221 228 .
Short-term interest rate (% p.a.) 5/ 8.7 71 6.5 . . 6.5 6.5 6.5 6.5 6.5 6.5 6.5 6.5
Exchange rate (Rupiah/US$, ave) 9,757 10,354 9,078 . . 9272 9092 8972 8977 8928 9,013 8991 9,057
Real effective exchange rate (2000=100) 142.3 1424 1613 . . 1583 1634 1634 1601 1593 160.0 160.9 159.8
(% change y-y) 8.7 00 133 . . 226 150 114 5.6 5.3 5.9 5.6 19
Stock market index (Aug. 1988=100) 6/ 2,088 2,014 3,095 . . 2646 2894 3217 3623 3,635 3531 3,704 3,409
Memo: Nominal GDP (billions US$) 5102 5394 7117 8399 9892 1619 1741 1859 186.1

Source: National data sources.

f = forecast

1/ Using base-year 2000 national accounts

2/ Wages in manufacturing

3/ Annual and quarterly data are on a BOP basis while monthly data are on a customs basis
4/ Crude oil and gas

5/ Policy rate: one-month Bank Indonesia Certificates

6/ Jakarta Composite, period average
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Population 6.2 million
Population growth 1.8 percent
Surface area 236,800 sqg. km.
Capital Vientiane

Source: World Development Indicators.

Lao PDR's real GDP growth will remain robust in
2011 with projected growth of 8.6 percent compared
to 8.4 percent in 2010. Natural resources?” and
manufacturing sectors*® are expected to drive growth
this year. The expected growth in the garment exports
(by about 15-20 percent in this year) is due to the
EU relaxation in raw material sourcing requirement
and increased orders by key garment producers. The
service sector also shows signs of improvement,
particularly the transport and tourism sectors (hotels
and restaurants) and retail trading. Agriculture (fishery,
livestock and crops) is expected to benefit from the
recent increase in regional demand and higher food
prices. Out of 8.6 percent growth in 2011, about
3.6 percentage points come from the resource sectors#?,
about 1 percentage point each from manufacturing and

47 Hydropower (with full operation of NT2, new operations of
Nam Ngum 2 and Nam Lik 1-2) and sustained mining extraction
(copper and gold output expansion by Sepon and Phubia
projects).

48 Based on steady growth in cement and construction materials,
as well as the garment and food and beverage industries.

49 Almost 3 percentage points come from the electricity sector
(out of which around 1.3 percentage points come from NT2
and the rest from Nam Ngum 2 and Nam Lik 1-2). About 0.6
percentage points come from the mining sector - mostly
copper and gold.
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agriculture, 0.5 percentage points from construction
and 2.5 percentage points from services.

The headline inflation, year on year (yoy), has declined
notably in recent months down to 5.8 percent in
December supported by lower food prices. Food prices
in Lao PDR do not follow the global trend due to the
subsistence nature of food production and relatively
limited food exports and imports. The headline inflation
which climbed up to more than 8 percent during
August—September 2010 has dropped to 5.8 percent
in December 2010 as food inflation (especially locally-
produced sticky rice, meat and vegetables) declined
during and after the wet season harvest to 8.8 percent
in December from 14.2 in September. Government's
actions partly contributed to lower food inflation by
balancing the supply and demand for food (using rice
reserves) in markets, a stable exchange rate policy and
temporarily ban on rice exports from the country. Core
inflation also decreased from 3.6 percent (yoy) in August
to 2.4 percent in December. The annualized inflation
is about 6 percent in 2010 and projected at around
5-6 percent in 2011. Although recent global food prices
have limited impacts on Lao inflation, the recent rise in
energy (fuel) prices is likely to put inflationary pressures
on the country—a net importer of fuel.

The budget deficit is expected to drop to 2.8 percent
in FY10/11 from 5.7 percent of GDP in FY09/10 due
to tightened expenditure (for both current and capital
spending) and projected higher revenue (especially
resource tax revenues). Domestic revenue is expected
to increase to 14.4 percent of GDP in FY10/11 from
13.3 percent in FY09/10 following anticipated transfers
of taxes, royalties and dividends from the resource
sectors as a result of higher commodity prices. The
total revenue (including grants) is expected to increase
to 18.3 percent of GDP from 17.5 percent in FY09/10
driven by higher non-project grants (about 3.3 percent
of GDP). Overall spending is expected to decline to
21.1 percent of GDP in FY10/11 from 22.3 percent in
FY09/10. This is due to the phasing out of quasi-fiscal
spending (domestically funded capital expenditure) and
a decline in recurrent spending (due to the completion
of major events, such as the South East Asia Games
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and the 450th Anniversary of the Vientiane Capital). The
wage bill is expected to remain stable this fiscal year
while an increase (in nominal terms) for compensations
and transfers is budgeted to support expansion of public
services to remote areas, especially for social sectors.

Lao export earnings are projected to soar in 2011 driven
by higher commodity prices and increased regional
demand. Lao exports grew rapidly by almost 43 percent
(in nominal terms) in 2010 (boosting total merchandise
exports to about $2 billion) and are projected to grow
by nearly 30 percent in 2011 driven largely by resource
exports (electricity and copper). Resource export
growth (in nominal terms) is estimated at 59 percent
in 2010 and about 32 percent in 2011. Imports rose by
about 11 percent in 2010 and are expected to grow by
20 percent in 2011 driven by higher imports of capital
and consumption goods as well as the rise in petrol
prices. Although the trade balance is expected to
improve slightly, the current account deficit is projected
to widen to about 10.4 percent in 2011 from about
9 percentin 2010 mainly due to larger transfers of profits
and debt service payments abroad by large resource
projects. The capital account surplus is projected to
increase from 10 percent of GDP in 2010 to 15 percent
in 2011 with a corresponding surge of new investment
especially from large resource mega projects such as
the Hongsa Lignite power plant, the expansion of the
Phubia Mining gold production facility, and other small
and medium-sized hydro power projects.

Net foreign assets and foreign reserves picked up by
the end of 2010 after continuous decline during the
preceding two quarters. Foreign exchange reserves,
recorded at $531 million, dropped sharply by 18 percent
(yoy) in the third quarter. Nevertheless, they started to
bounce back in the fourth quarter following transfers
of operational expenditures and taxes payments of
foreign companies and some new foreign investments
were made. As a result, foreign reserves reached more
than $730 million by end-2010 (covering 3.1 months
of imports of goods and services). Net foreign assets
have also followed a similar pattern with a rebound of
more than 10 percent (quarter on quarter) in the fourth
quarter. Reserves and net foreign assets are expected

to build up in coming months along with stronger
investment inflows and larger tax profits payments
from mining projects.

The kip has depreciated marginally against the U.S.
dollar by 0.2 percent during the past three months
(November—January) while appreciating significantly by
3.3 percent against the Thai baht in the same period.
The Government pursues to achieve a delicate balance
of stabilized exchange rate vis-a-vis major currencies
(with an objective of £b percent of fluctuations per
annum).

Credit growth is expected to decelerate for the second
consecutive year in 2011 while risks remain. Credit
growth continued to decelerate from 85 percent (yoy)
at end-2009 to around 40 percent by end-2010 and is
projected to slow further to about 30-35 percent in
2011. The phase out of Bank of Laos direct lending to
projects has contributed to the decline in credit growth.
In the meantime, credit to private sector continues to
expand. The share of credit to GDP is estimated at
25 percent in 2010 and is projected to rise to about
30 percent 2011. Non-performing loans accounted a
low 3 percent of GDP at end 2010 but nevertheless
require close monitoring in an environment of relatively
weak banking supervision.

Structural reforms have been progressing on different
fronts. The treasury reform continues to gain pace
with good progress being achieved in consolidation of
spending units’ accounts into the National Treasury and
the launch of the pilot of Treasury zero-balance account
at the Bank of Lao PDR and its provincial branches.
The Government has started implementation of the
new public investment management mechanism,
which includes allocation norms for the capital budget.
The application of the formula has resulted in a public
investment program allocation more favorable to poorer
provinces. With regard to regional and global integration,
a Prime Minister's decree on Import and Export of
Goods, which will introduce “national treatment” and
“most favored nation” principles into Lao Law, is under
the Government’s review and approval. This decree is
the last piece of requirement for WTO accession. The
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preparation of Trade Facilitation Strategy and Action
Plan, which envisages improved coordination among
concerned agencies and strengthened institutional set
up for trade facilitation issues, has progressed well.

Lao PDR Key Economic Indicators

2007 2008 2009 2010e 2011f 2012f
Year Year Year Year Year Year
Output. Employment and Prices
Real GDP (% change y-y) 74 75 15 8.4 8.6 16
Consumer price index (% change y-y) 45 76 0.1 6.0 55 5.0
Public Sector 1/
Government balance (% GDP) 2/ 27 26 67 57 28 25
Foreign Trade, BOP and External Debt
Trade balance (millions US$) -817 -1.033 -988 -642 -614 -484
Exports of goods (millions US$) 1,215 1451 1436 2052 2,605 2840
(% change y-y) 125 194 10 429 270 9.0
Key export (% change y-y) 26 166 38 450 293 9.1
Imports of goods (millions US$) 2,032 2484 2424 2693 3219 3,324
(% change y-y) 367 222 24 1M1 195 32
Current account balance (millions US$) -812 -1.019 -857 702 -912 -1,020
(% GDP) 190 -182 140 92 -104 -104
Foreign direct investment (millions US$) 838 976 774 761 1,088 1,285
External debt (millions US$) 4386 5360 6,028 6,227 6,721 7295
(% GDP) 1006 964 1015 915 921 946
Debt service ratio (% exports of g&s) 125 104 156 162 140 126
Foreign exchange reserves, gross (millions US$) 3/ 531 636 623 735 1,047 1,232
(months of imports of g&s) 31 32 29 31 37 42
Financial Markets
Domestic credit (% change y-y) 139 686 983 398
Short-term interest rate (% p.a.) 4/ 130 105 70 70 .
Exchange rate (Kip/US$, ave) 9,603 8635 8516 8235 8,029
Real effective exchange rate (2000=100) 105.3 1247 1166
(% change y-y) -08 184 -65
Memo: Nominal GDP (millions US$) 4275 5601 6,07 7615 8777 9,810

Source: National data sources.

e = estimate

f = forecast

1/ Fiscal year basis
2/ After grants

3/ Excluding gold
4/ Treasury bill rate
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MAI:AYSA

Population 27 million
Population growth 1.7 percent
Surface area 329,740 sq. km.
Capital Kuala Lumpur

Source: World Development Indicators.

Real growth returned to historical levels following a
rapid rebound in the fourth quarter of 2009 and the first
quarter of 2010. Subsequently, economic expansion
sputtered in the third quarter on a seasonally adjusted
sequential basis before rising strongly in the fourth
quarter. For 2010 as a whole, growth amounted to
7.2 percent.

After playing a key role in the post-crisis recovery,
domestic demand stalled temporarily. This was driven
primarily by public consumption expenditure, which
fell by an adjusted 11.5 percent on the earlier quarter
on the back of fiscal consolidation efforts. In addition,
gross fixed investment came to a halt, reflecting a
combination of public expenditure cutbacks as well as
uncertainties about future economic prospects. On the
bright side, however, private consumption remained
vibrant, supported by the recovery in employment,
strength in commodity prices, and uninterrupted
consumer lending.

On the external front, key factors included the renewed
weakness in external demand, the softening of global
inventory adjustment, and the withdrawal of policy
support in most large economies. The last quarters saw
a negative contribution of external demand to growth,
but this has tapered off somewhat. In the third quarter,

for example, import demand significantly weakened,
reflecting a lower demand for parts and components
and uncertainty about export orders. In sharp contrast
to consumer sentiment, business conditions indices
have deteriorated significantly.

Higher-frequency  indicators  suggest  marginal
improvements as of late 2010. Following a four-month
contraction, industrial production grew again slightly
in October and November (when measured on a
seasonally-adjusted and three-month moving average
basis). Export-oriented industries continue to be
outperformed by domestic-oriented ones, although for
the first time in seven months, goods exports expanded
again in November. This is reinforcing improvements
in the trade balance as intermediate imports remain
sluggish.

Against the backdrop of relative macro stability and the
recent rise in public indebtedness, fiscal consolidation
efforts have intensified. The federal deficit stood at
4.5 percent of GDP for the first nine months of 2010,
compared to 5.4 percent for the same period in 2009
and 7 percent for 2009 as a whole. Contributing factors
were the more rapid decline in spending than revenue
as well as the rebound in nominal GDP. Development
expenditures remained roughly unchanged, but
operating spending was cut back by some 3 percent.
The service tax was raised and broadened and a
property gains tax was introduced, along with more
stringent public procurement guidelines. July 2010
saw a small decline in energy and sugar subsidies.
Initially planned for 2010, the introduction of a GST was
postponed.

Inflationary pressure is rising but remains moderate.
Consumer price inflation stood at around two percent
in October and November 2010, which is higher than
the first half average of 1.4 percent and 1.9 percent
in the third quarter. Higher prices are seen as supply
driven rather than the result of excess demand. Food
prices registered the largest increase as a result of the
combination of higher international food prices and
mid-year subsidy cuts. Transport prices increased in
line with the overall consumer price index.
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Monetary policy continued to re-normalize. Between
March and July 2010, the overnight policy rate
was raised by 75 basis points to the current level of
2.75 percent, which compares to a pre-crisis level of
3.50 percent. While policy normalization helps to avoid
domestic financial imbalances and mounting price
pressures, widening growth performance and interest
rate differentials between advanced economies and
Malaysia have attracted large capital inflows and
associated ringgit appreciation (some 8.3 percent
over 2010 against the U.S. dollar and in comparable
magnitude on a real effective basis).

Despite the gradual rise in average cost of lending,
household loan growth for the purchase of residential
property accelerated in late 2010. Manufacturing
credits also picked up in recent months, but remain
comparatively sluggish relative to before the crisis.
Financial soundness indicators remain strong. Early
January, the central bank has signaled the possibility
of further tightening coupled with the deployment
of macro-prudential tools. In November 2010, Bank
Negara Malaysia implemented a maximum of loan-
to-value ratio of 70 percent to third housing financing
facility to moderate speculative activities in certain
segments of the property market.

After three quarters of deficit, the balance of payments
recorded a small surplus in the third quarter of 2010.
The surplus resulted largely from an improvement
in the current account but the reduced role of errors
and omissions, primarily relating to the reevaluation
of the ringgit value of international reserves, was also
notable. Financial account deficits resumed in quarter
three. Although foreign direct investment (FDI) and
portfolio inflows increased in line with more stable
macroeconomic conditions and equity markets, FDI
outflows jumped to a historical high of RM 23.5 billion.
These outward investments were attributed to
Malaysian firms in the services sectors (finance/
insurance, business services, and wholesale/retail
trade) and oil and gas industry. International reserves
amounted to $107 billion as of mid-January 2011 or
close to nine months of retained imports and over four
times the short-term external debt.

SECURING THE PRESENT, SHAPING THE FUTURE
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Looking ahead, GDP growth is expected to forecast
at 4.8 percent in 2011 and 5.7 percent in 2012. The
driver of growth will likely remain domestic private
demand, which is expected to be dampened by
fiscal consolidation and external demand uncertainty.
Inventory restocking should moderate, with private
consumption and, perhaps to a lesser extent, private
fixed investment filing in that slack.

The pace of fiscal consolidation is expected to be
gradual, with official forecasts suggesting a decline
in the deficit from 5.6 to 5.4 percent during this year.
Fiscal consolidation may speed up if the private sector
demand turns out stronger than the government
anticipated.

Modest export growth coupled with more rapid import
growth in 2011 is likely to reduce the current account
surplus further. The near-term export outlook remain
uncertain as confirmed by leading indicators such as
Singapore purchasing managerindexand U.S. inventory/
shipment ratio of durable goods. The trend is positive
overall. Leading indicators by Malaysia's Department of
Statistics surged in October 2010 to their highest level
in six months.

Downside risks relate to the external environment,
particularly with respect to euro area concerns and
fiscal imbalances in advanced economies more
generally. Policy-induced moderation in China and other
emerging East Asian economies may also dampen
exports along with private consumption growth. Large
subsidy cuts and rising international commodity prices
could also hold back consumer spending. Upside risks
relate chiefly to the Government of Malaysia's recently
announced Economic Transformation Program, where
bolder-than-expected implementation efforts could
help raise confidence and investment.
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Malaysia Key Economic Indicators

2008 2009 2010 2011f 2012f 2010 2010 2011
Year Year Year Year Year Q1 Q2 Q3 Q4 Oct Nov Dec Jan

Output, Employment and Prices

Real GDP (% change y-y) 46 17 72 48 57 101 8.9 5.3 48 . . .
Industrial production index (2000=100) 1081  99.7 1072 . . 1051 1081 1074 1084 110.2 106.3 108.6

(% change y-y) 07  -17 75 . .o Moo M 43 42 3.1 5.4 42
Unemployment (%) 33 37 33 . . 37 34 32 3.1 29 3.1 32 .
Consumer price index (% change y-y) 5.4 0.6 17 24 25 1.3 1.6 19 20 2.0 2.0 2.2 24
Public Sector
Government balance (% GDP) /1 48 70 -45 -55 50 -56 -38 41 -46
Domestic public sector debt (% GDP) 1/ 396 534 529 556 562 516 522 519 529
Foreign Trade, BOP and External Debt
Trade balance (billions US$) 453 314 340 . . 16 72 71 8.2 2.2 29 3.1
Exports of goods (billions US$) 2097 1545 1986 . . 471 485 503 527 177 167 183

(% change y-y) 191 263 260 . . 408 332 231 70 1.2 5.3 46
Key export (% change y-y) 2/ -38 139 221 . . 464 277 164 21 39 41 62
Imports of goods (billions US$) 1644 1151 1645 . . 35 413 432 445 155 138 152

(% change y-y) 120 -300 329 . . 454 427 299 137 235 61 115
Current account balance (billions US$) 388 314 . . . 9.0 6.0 6.3

(% GDP) 175 167 147 138 133 166 87 104
Foreign direct investment (billions US$) 72 1.6 . . . 15 1.8 2.0
External debt (billions US$) 66.4 624 . . . 650 684 721

(% GDP) 299 332 . . . 299 299 297
Short-term debt (billions US$) 224 228 . . .24 223 256
Debt service ratio (% exports of g&s) 31 6.8 . . . 8.0 73 8.2 . . . . .
Foreign exchange reserves, gross (billions US$) 914 967 1065 . . 964 962 1000 1065 104.8 1048 106.5 1081

(months of imports of g&s) 3/ 74 9.8 8.5 . . 8.1 70 8.5 8.5 6.8 76 70
Financial Markets
Domestic credit (% change y-y) 41 48 100 . . 6.5 88 118 128 124 132 128
Short-term interest rate (% p.a.) 4/ 35 21 2.6 . . 2.2 25 2.8 2.8 2.8 2.8 2.8 .
Exchange rate (Ringgit/US$, eop) 346 342 313 . . 327 326 309 313 311 316 313 308
Real effective exchange rate (2000=100) 5/ 103.3 999 1089 . . 1049 1105 111.2 1089 109.4 1087 108.6

(% change y-y) 08 -33 9.0 . . 0.2 6.2 96 5.7 6.3 5.4 55 .
Stock market index (Apr. 4, 1986=100) 6/ 877 1,273 1519 . . 1321 1,314 1464 1519 1506 1,485 1519 1,520
Memo: Nominal GDP (billions US$) 2222 1947 2376 . . 544 574 607 651

Sources: National data sources, World Bank staff estimates.

f = forecast

1/ Federal government only
2/ Electronics

3/ Excludes services imports
4/ One-month interbank rate
5/ World Bank staff estimate
6/ KLSE Composite
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MONGOLIA

y
3

Population 2.6 million
Population growth 0.9 percent
Surface area 1,566,500 sq. km.
Capital Ulaanbaatar

Source: World Development Indicators.

Mongolia’s economy continues to recover with most
sectors rebounding strongly from the sharp drop
in output in late 2008 and early 2009. Preliminary
estimates suggest that real GDP grew 6.1 percent in
2010, following a contraction of 1.3 percent in 2009.
The agriculture sector is still feeling the impact of
last winter's ‘dzud’ which wiped out one-fifth of the
livestock.

A perfect storm is gathering with inflation, created
by a combination of external and internal pressures.
The headline 12-month inflation rate in Ulaanbaatar
rose to 14 percent year-on-year (yoy) from 1.9 percent
at the end of 2009. Global monetary policies and
food supplies, and rising food inflation in China and
Russia, from which Mongolia imports several food
products such as vegetables and grain, suggest that
continued inflationary pressures can be expected from
the external environment. Domestically, Mongolia's
booming economy is running into capacity constraints,
while the adverse impact of the dzud continues to be
felt through high meat prices. Finally, the 2011 budget
approved a large increase in public spending, including
substantial cash handouts to the population. Hence,
we expect continued strong upward pressure on prices
during 2011.

SECURING THE PRESENT, SHAPING THE FUTURE
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Mongolia’s public finances recorded a balanced budget
for 2010, supported by the economic rebound and
buoyant commodity prices. However, the recently
approved 2011 Budget envisages a steep increase in
government spending, together with a sharp rise in
the deficit to an unprecedented 9.9 percent of GDP.
It sets the record of the largest budget in the history
of Mongolia amounting to more than half of GDP.
The fiscal stimulus should compound already existing
inflationary pressures and is inconsistent with the
budget guidelines set out in the Medium Term Budget
Framework approved last summer, which sets out a
ceiling on the deficit of 5 percent. It also goes against
the spirit of the new Fiscal Stability Law and will make
it difficult to make the transition to a cyclically-adjusted
fiscal deficit of no more than 2 percent of GDP starting
2013.

The exchange rate against the U.S. dollar has been
appreciating back to the pre-crisis level and by the end of
year had appreciated by nearly 14 percent in real terms
against the U.S. dollar compared to December 2009.
Projections for 2011 point to a continued real exchange
rate appreciation, given the current macroeconomic
policy stance. Without policy action, this will have
negative implication the non-mineral export and
import-competing sectors. Foreign exchange reserves
reached a new peak of over $2 billion at the end of 2010
(about 30 percent of GDP). The trade deficit has begun
to widen due to rising fuel, transport equipment and
machinery imports related to the construction of the
Oyu Tolgoi mine and associated infrastructure projects.
As a result, the current account deficit widened to
around 9.8 percent of GDP in the third quarter of 2010,
after narrowing to 7.4 percent in the previous quarter
on a four-quarter rolling sum basis.

In the banking sector, non-performing loans and loans in
arrears still stand high at 16 percent of total outstanding
loans in December. Rising inflation is rapidly bringing
real interest rates down and average real MNT deposit
rates are already negative. However, MNT deposits
continue to rise fuelled by currency appreciation
expectations and supported by the deposit guarantee
law. There is a significant increase in private overseas
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The economic recovery is becoming more broad-based. ..
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Sources: NSO, WB staff estimates.

borrowing. This development merits close monitoring
by the central bank: they are likely to be unhedged,
and could leave borrowers vulnerable to unexpected
reversals in capital inflows. It is vital that the banking
restructuring reforms, driven by the need to improve
bank balance sheets, move forward in order to strictly
and consistently enforce the existing regulatory
policies.

The latest informal labor markets survey conducted
in December 2010 revealed a reduction in number
of casual workers by about 40 percent compared to
September due to the seasonal closure of construction
labor markets, and reduced outdoor sales activities
due to cold weather. Workers' real informal market
wages on average decreased by about 30 percent
from September to December 2010. Reduced job
opportunities during the winter months, combined with
rising inflation, explain the decline in real wages of the
most vulnerable in society.

Mongolia has made significant progress in improving
budget transparency, but there is still considerable
room for improvement vis-a-vis public investment
management. Parliament is expected to debate critical
public finance issues in its spring session that would
improve the public investment planning and budgeting
system. On the agenda are the draft Integrated Budget
Law (IBL) and the Law on Development Policy and

...but inflation continues to rise reflecting both demand side and
supply side pressures
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Planning, as well as arevised law on public procurement,
as well as the implementation of public-private
partnerships (PPPs). Mongolia also plans to establish
a Development Bank during 2011. The Bank will use a
portion of the proceeds from the Fiscal Stability Fund
to finance its long term infrastructure needs.
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Mongolia Key Economic Indicators

2007 2008 2009 2010e 2011f 2012f
Year Year Year Year Year Year
Output, Employment and Prices
Real GDP (% change y-y) 10.2 89 -3 61 103 76
Industrial production index 104 134 1097
(% change y-y) 104 27 -33 . . .
Unemployment (%) 2.8 2.8 33 33 32 3.2
Consumer price index (% change y-y) 141 232 19 143 200 120
Public Sector
Government revenues (% GDP) 353 376 35 373 521 389
Government expenditures (% GDP) 379 331 303 373 422 350
Government balance (% GDP) 27 45 52 00 99 -39
Non-mineral government balance (% GDP) 134 155 -129  -12.2 -15
Domestic public sector debt (% GDP) 05 0.0 6.3 227 304
Total public sector debt (% GDP) 365 310 494 430
Foreign Trade, BOP and External Debt
Trade balance (millions US$) 52 -613 195 -378 . .
Exports of goods (millions US$) 1949 2535 1876 2899 3,825 4,083
(% change y-y) 261 300 -260 545 319 6.7
Key export (% change y-y) 1/ 277 30 -399 536 . .
Imports of goods (millions US$) 2,003 3147 2,070 3165 4,874 57190
(% change y-y) 322 571 -342 529 540 65
Current account balance (millions US$) 265 -722 -409 -589 -1,301 -1,437
(% GDP) 63 -129 90 -96 ~-151 -136
Foreign direct investment (millions US$) 360 836 496 1400 1130 548
External debt (millions US$) 1,529 1,601 1977 21760 2,252
(% GDP) 361 310 433 308 .
Short-term debt (millions US$) 2/ 0 0 0 0 0
Debt service ratio (% exports of g&s) 3/ 2.0 2.0 37 .
Foreign exchange reserves, gross (millions US$) 1,001 658 1,328 2,091
(month of imports of g&s) 38 3.0 43 76
Financial Markets
Domestic credit (% change y-y) 784 525 76 471
Short-term interest rate (% p.a.) 4/ 8.4 9.8 . .
Exchange rate (Tugrik/US$, eop) 1170 1,268 1,443 1,259
Real effective exchange rate (2000=100) 1048 1244 1006 .
(% change y-y) b5 182 156 137
Stock market index (Dec. 2000=100) 5/ 2,048 1182 1,229 1872
Memo: Nominal GDP (millions US$) 4235 5607 4574 6,125 8,630

Sources: Bank of Mongolia, National Statistical Office, Ministry of Finance, IMF and World Bank staff estimates.

e = estimate

f = forecast

1/ Copper concentrate

2/ Short-term public and publicly-guaranteed (PPG) debt
3/ On PPG debt

4/ Yield on 14-day bills until 2006 and on 7-day bills for 2007 onward

5/ Top-20 index
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PAPUA NEW UIEA

Population 6.4 million
Population growth 2.0 percent
Surface area 462,840 sq. km.
Capital Port Moresby

Source: World Development Indicators.

Papua New Guinea's strong economic performance
continued in 2010, supported by resurgent minerals
production and investment in new projects. GDP is
expected to have expanded by 7 percent, following
5.5 percent growth in 2009. After contracting
1.8 percent in 2009, minerals output is estimated to
have expanded by 5.4 percent in 2010, despite strikes
affecting major mines in the first months of the year.
Activity in the non-minerals sector also accelerated,
expanding overall by 8.2 percent in 2010 following
5.3 percent growth in 2009, according to Treasury's
estimates. This upturn was led by sectors most linked
to minerals production and the growing income streams
they are generating. Construction, manufacturing and
retail trade all recorded 20 to 30 percent increases in
the nominal value of sales from the first quarter to
the second quarter, according to the most recently
published Bank of PNG (BPNG) survey. Activity in
the transportation and communications sector, which
benefited from deregulation earlier in the decade, is
estimated at have grown by near 16 percent in 2010—
about half the rate in 2009.

The large PNG-liquefied natural gas (PNG-LNG) project
moved towards full construction phase, but suffered
temporary disruptions due to landowner actions.
Construction of the $15 billion project’s first phase is

scheduled to complete by mid-2014, although there are
risks of this slipping. Local landowners have slowed or
temporarily halted construction work at various sites
in recent months. These interventions generally relate
to alleged grievances regarding payment of land use
compensation and business development grants by the
central government to landowner groups. The central
government has started distributing funds and has
announced spending plans in anticipation of the PNG-
LNG revenues. It contributed PGK 89 million in seed
capital to 16 landowner companies in late December,
as part of the PGK 120 million License-Based Benefit
Sharing Agreement, to assist landowners in LNG
project areas to participate in associated businesses.
Other announcements include a PGK 157 million plan
to build a national broadband network, piggybacking on
the PNG LNG fiber-optic cable.

The strong growth in construction and investment
activity is creating capacity constraints and inflationary
pressures. The PNG-LNG is the largest of a range
of significant construction projects, but most of
its costs will be on imported goods and services,
with the government estimating only 4.5 percent or
$675 million will be retained in the local economy,
mostly between 2011 and 2013. But the project is
generating a greater momentum. Supply limits are
being reached in particular sectors, such as property
in Port Moresby and Lae, skilled labor, construction
equipment and shipping facilities. Businesses with
looser budget constraints—generally the minerals
investors themselves—are able to secure supplies and
skilled labor by bidding up prices. Established firms,
including the public sector, face growing difficulty
in retaining staff. But not all households are enjoying
an increase in wages and find accommodation costs
consuming more of theirincomes. Increases in demand
and prices are generating a lagged supply response, for
example significant investments in new hotel rooms
and apartments.

Strong price pressures are concentrated in particular
sectors, with overall official inflation near historical
averages. The CPl increased by 7.2 percent in the year
to the December quarter 2010 but the acceleration was
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due to a more-than doubling in betel nut prices; other
consumer prices increased by a little over 5 percent
over the same period, near the average of the past
half-decade. Food prices increased by 5.6 percent
in the year to quarter four; meat & fish recorded the
largest increases. Apart from the rise in oil prices in
the first months of 2011, PNG's consumers have thus
far remained insulated from the increase in global
commodity prices. Underlying inflation has been
more persistent, with the trimmed mean measure at
5.7 percent in the year to the September quarter. PNG's
inflation has shifted to being domestically-driven,
caused by capacity constraints in the face of the large
increases in demand, in contrast with the historical
pattern of inflation outbreaks being due to rising import
prices. Anecdotes suggest that second round impacts
of these tighter market conditions are yet to emerge—
for example, higher wage demands reflect tightness
in skilled labor markets rather than workers requesting
higher wages in anticipation of faster price growth—
although a lack of survey data makes such assessments
difficult. This inflation is particularly challenging to
manage. Tightening monetary policy to the extent
required to reduce aggregate price pressures could lead
to seriously weakening sectors already suffering from
increased competition for inputs from the minerals
sectors. Reducing prices of imported items by allowing
the exchange rate to appreciate would have a similar
effect, particularly impacting cash crop exporters
and manufacturers focusing on the domestic market
as imports become more competitive. This makes
prudent management of government expenditure key
to addressing aggregate demand pressures.

The government has returned fiscal policy to a
neutral stance, after the significant slippages from
the medium-term fiscal strategy (MTFS) in 2009. The
2011 Budget is near balance, following an estimated
deficit of 2.7 percent of GDP in 2010 and 8 percent in
2009 (adjusting for trust fund transactions). The 2010
and 2011 budget positions are consistent with the
MTEFS. In the first eleven months of 2010 the central
government recorded a higher-than-expected overall
surplus, of PGK 1,574 million, which it used to reduce
debt. Total government debt fell to PGK 6.5 billion or

SECURING THE PRESENT, SHAPING THE FUTURE
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26 percent of GDP at the end of Q3. The budget for
2011 (33.4 percent of GDP) allocates a large share
of funds to education, health and infrastructure. The
government has also re-engaged in the tax and tariff
reform agenda. This year's budget adjusts housing
benefits tax exemption rates to better target those with
greatest needs. It also sets out a modest tariff reform
program, building on the 2007 Tariff Review, that will
reduce ‘prohibitive’ and ‘protective’ tariff rates towards
the intermediate rate of 15 percent by the second
half of this decade. The Budget extinguishes some
superannuation liabilities and other arrears, following
several years when these liabilities were allowed to
mount. But the composition of government spending is
as important as the overall fiscal stance, as the budget
papers discuss. The Development Budget continues its
trend increase relative to recurrent spending, with the
latter again falling in real terms. Development spending
needs to address current capacity constraints, without
adding unduly to demand pressures. This may mean
sequencing construction-heavy activity later in the
medium-term development plan, it could
potentially offset waning demand from the private
sector. Financing may be more challenging than
envisaged when the development plan was drafted:
the Budget projects a small decline in real revenues by
2015 as current minerals production is set to decline
before the LNG project becomes active; in comparison
the medium-term plan projects an increase in revenue.

when

The 2011 Budget takes important steps to ensuring
that PNG can continue its recent macroeconomic
stability even as the importance of volatile minerals
revenues grows. Natural resource projects monetize a
country’s existing natural wealth, and the scale of the
PNG-LNG project places a premium on ensuring that
future generations benefit from this wealth. This can
be done through saving part of the revenue for future
generations, and through investing in the country’s
productive physical and human capacity. The 2011
Budget proposes creating three funds, two of which
are to be for these purposes. Natural resource revenues
are especially volatile and unpredictable, as the wide
swings in oil prices over recent years demonstrate. The
third fund seeks to protect PNG's public finances and
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economy from these fluctuations by saving revenues
when prices are high for supporting public spending
when prices are weak. The Budget proposes placing the
three funds offshore. This will reduce the pressure on
the Kina to appreciate, protecting the competitiveness
of PNG's crash crop farmers and nascent manufacturing
sector. It will also limit the impact on the already
excessive liquidity in the banking system, and improve
the effectiveness of monetary policy at smoothing
fluctuations in the economy. But achieving these goals
requires getting the details of the funds’ design right.
This will be a politically and technically challenging task
and has been assigned to a high-level working group
through 2011.

BPNG slightly tightened the stance of monetary policy,
to address high liquidity in the banking system. BPNG
maintained the Kina facility rate at 7.0 percent through
January, for the thirteenth month. It did, however,
increase the cash reserve ratio from 3.0 percent to
4.0 percent in October, to absorb ongoing high liquidity
in the banking system. The move led to a modest
immediate rise in bank bill rates from the 2.4 percent
for one-month and 2.9 percent for 3-month tenors
in September to rates tens of basis points higher by
November, although by January yields had fallen
below even these levels; 10-year government bond
yields remained near 9 percent. Foreign reserves
continued to rise, exceeding $3 billion by December
2010, approaching 10 months of imports. The Kina
appreciated by 2.7 percent to 2.65 per U.S. dollar from
end August to late January 2011, although it depreciated
by 1.3 percent between August and November 2010 in
real effective terms.

Optimism continues to surround PNG’s medium-term
economic outlook, but the risks are significant, as the
governmentrecognizes. Growthis expectedto slow only
modestly from recent strong rates, towards 5 percent
in 2011 and 2012. Consumer prices risk accelerating
in 2011 and 2012. The completion of the Household
Income and Expenditure Survey and recalibration of
the CPI expected later in 2011 and 2012 will give a
better indication of Papua New Guineans’ cost of living
and real spending power. The 25 percent boost to GDP

generated by the LNG project by 2015 is contingent
on construction being able to proceed on schedule.
And before it comes on-stream, public finances will
be pressured by declining revenues as existing mines
age and oil wells are depleted. Ensuring that the LNG
project is translated into sustained improvements in
Papua New Guineans’ quality of life requires a robust
set of mechanisms such as the Sovereign Wealth Funds
currently being contemplated to manage revenues,
as well as reforms to improve the effectiveness with
which government spending translates into public
services. Progress on these fronts could be challenged
by intensive factional bargaining within the governing
coalition, and the demands of campaigning for the
national elections scheduled for 2012.
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Papua New Guinea Key Economic Indicators

2007 2008 2009 2010e 2011f 2012f
Year Year Year Year Year Year
Output, Employment and Prices
Real GDP (% change y-y) 12 6.7 55 75 5.5 55
Tourist arrivals (thousands) 1041 15.0 123.0
(% change y-y) 340 104 7.0 . . .
Consumer price index (% change y-y) 09 107 6.9 6.0 8.0 5.0
Public Sector
Government revenues (% GDP) 369 305 193 297 334 316
Government expenditures (% GDP) 284 300 273 324 334 306
Government balance (% GDP) 8.8 27 80 27 0.0 1.0
Domestic public sector debt (% GDP) 184 189 196 172 145 147
Foreign Trade, BOP and External Debt
Trade balance (millions US$) 2193 2,675 1187 83 -2,098 -1441
Exports of goods (millions US$) 4822 5823 4617 5742 6,391 6,199
(% change y-y) 115 208 -207 244 MO0 -30
Key export (% change y-y) 1/ 48 160 -175 304 135 0.0
Imports of goods (millions US$) 2,629 3148 3430 5660 8489 7640
(% change y-y) 320 197 90 650 500 -10.0
Current account balance (millions US$) 208 805 -b41 -2,202 -3123 -2,457
(% GDP) 33 100 -68 -250 -35 20
Foreign direct investment (millions US$) 4627 -31.0 764.0 1,137.0 1,322.0 1,322.0
External debt (millions US$) 1978 2,042 2127 2273 2,382 3562
(% GDP) 312 255 269 258 267 29
Short-term debt (millions of US$) 2/ 48 44 72 93 .
Debt service ratio (% exports of g&s) 8.3 5.1 70 5.7 5.2 5
Foreign exchange reserves, gross (millions US$) 2,087 1,988 2571 3,000 3,300 3,500
(months of imports of g&s) 42 44 5.6 38 47 55
Financial Markets
Domestic credit (% change y-y) 55 313 302 252 170 150
Short-term interest rate (% p.a.) 44 59 12 .. . .
Exchange rate (Kina/US$, eop) 28 27 2.7 25 25 25
Real effective exchange rate (2000=100) 965 1094 1180 1130
(% change y-y) 44 134 78 42
Memo: Nominal GDP (millions US$) 6,339 8,009 7907 8809 8922 12,284

Sources: National data sources, IMF, and World Bank staff estimates.

e = estimate

f = forecast

1/ Gold

2/ Banking system short-term external debt only

SECURING THE PRESENT, SHAPING THE FUTURE

COUNTRY PAGES AND KEY INDICATORS

89



90 COUNTRY PAGES AND KEY INDICATORS

PHILLPPINES

s

Population 90.3 million
Population growth 1.8 percent
Surface area 300,000 sqg. km.
Capital Manila

Source: World Development Indicators.

The Philippine economy re-ignited in the last quarter of
2010, pushing annual GDP growth to rates not seen in
over 30 years. After a brief softening of activity in the
third quarter of 2010, real GDP growth rose 3 percent
quarterinthe fourth quarterin seasonally adjustedterms.
For 2010 as a whole, growth amounted to 7.3 percent,
the highest since 1976, and in sharp contrast with the
1.1 percent expansionin 2009. Growth was broad-based
with private consumption, investment, and net exports
all contributing. On the supply side, the economy was
propelled by two relatively balanced engines: industry

The ranks of the poor and poverty incidence rose again
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and services. Following four quarters of decline—due
to weather-related factors—agriculture also expanded
and contributed 1.1 percentage points to overall GDP
growth in Q4. Growth is expected to normalize to
5 percent in 2011 and improve to 5.4 percent in 2012,
with downside risks arising from rising global food
and fuel prices and upside risk from better investment
prospects.

In spite of the remarkable rebound, the unemployment
rate remains structurally high and growth continues to
bypass many of the poor. The unemployment rate is
above 7 percent while underemployment continues
to affect one-fifth of the labor force. Moreover, the
latest official poverty data showed that an additional
3.3 million citizens became poor in the Philippines (net
basis) between 2003 and 2009, pushing the poverty
headcount to 23 million from 20 million in 2003 (Figure
left). Even with real growth in GDP per capita reaching
2.7 percent between 2003 to 2009, the distribution of
the gains from growth have eluded the bottom fourth
of the Filipino population. A bright spot amidst these
generally depressing poverty numbers is that they point
to some distributional improvement within the rank of
the poor: measures of the depth of poverty as well as
the income distribution of the poor improved between
2006 and 2009 (Figure right).

...though distributional poverty measures improved 1/

other poverty measures, 2003-09
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Source: National Statistical Coordination Board (NSCB).

Note: 1/ Income gap (IG): the average income shortfall (expressed in proportion to the poverty line) of families with income below the poverty threshold. Poverty gap (PG): total income
shortfall (expressed in proportion to the poverty line) of families with income below the poverty threshold, divided by the total number of families. Both |G and PG are measures of the
depth of poverty. Severity of poverty: the total of the squared income shortfall (expressed in proportion to the poverty line) of families with income below the poverty threshold, divided by
the total number of families. It is a poverty measure which is sensitive to the income distribution among the poor—the worse this distribution is, the more severe poverty is (NSCB).
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Consumer price inflation was 3.8 percent in 2010, well
within the central bank’s target of 3.5-5.5 percent.
Domestic price pressures from the fuel and electricity
price hikes last year were offset by the strong peso.
More recently, there was an upside inflation surprise as
transportation and food price inflation became visible
again in January 2011. Inflation is expected to rise to
4.8 percentin 2011, within the top of the Bangko Sentral
ng Pilipinas’ (BSP) target band of 3 to 5 percent in 2011
percent. The distribution of risks on inflation is tilted
upwards, as global food and fuel supply shocks could
return and would push headline inflation outside of the
target band and possibly spill over into core inflation.
Monetary policy is projected to tighten gradually in the
second half of 2011 as demand pressures are limited
and inflation expectations remain within the BSP target
band.

The country's external position continued to strengthen
thanks to a consistently strong current account and,
lately, by improvements in the capital and financial
account. The third quarter 2010 overall balance of
payments surplus grew to 7.2 percent of GDP, pushing
the year-to-date surplus to 4.9 percent of GDP (one
percentage point higher than in the same period in
2009). The strong third quarter performance mainly
stemmed from a continued steady performance on the
current account (5.9 percent of GDP) and a boost in the
capital and financial account (2.7 percent of GDP). The
latter’s performance was due to the large repayments
of loans by non-residents, net loan availments by local
banks and private corporations and, to a lesser extent,
net placements by non-residents of their currency and
deposits in local banks. Direct and portfolio investment
tothe Philippines remainedrelatively muted compared to
bank lending. With improving economic fundamentals,
Philippine debt papers have been priced competitively
and were oversubscribed in recent issues. Moreover,
Standard and Poor’s upgraded its rating of Philippine
debt paper by one notch to BB, while Moody's revised
its outlook from stable to positive.

The national government deficit fell below target as

the national government significantly tightened second
half spending amid lower than expected revenue
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growth. After a weak tax buoyancy and a significant
fiscal stimulus undertaken in the first-half of the year
threatened to push the annual fiscal deficit significantly
beyond the budgeted target, the new government
decisively controlled expenditures in the second half of
2010 thanks to measures taken to improve expenditure
efficiency and effectiveness. As aresult, the 2010 fiscal
deficit which reached 3.6 percent®? of GDP was tighter
than the budgeted 4.1 percent. The new administration
plans not to impose new tax laws in its first 18 months
and is relying on the improvement of tax and customs
administration to beef up tax collection.5!

For the first time in 11 years, the 2011 Budget was
enacted prior to the start of the budget year. Timely
passage of the budget will allow the government to
front-load a significant amount of the expenditure
program, especially infrastructure spending, in the first
three quarters of the year. As expected, key provisions
of the president’s proposed budget were left untouched
by Congress despite earlier opposition. These include
the more than two-fold increase in the budget for the
Conditional Cash Transfer Program (to cover about half
of the poor households) and the 19 percent increase
in the budget for basic education; these programs are
expected to help curb the rising poverty incidence in
the country. In addition, several inefficient programs
such as the Food for School Program were retired.
To ensure that future budgets will be passed on time,
the Executive has advanced the budget calendar
by three months. To improve budget efficiency and
transparency, the Executive has begun the groundwork
in establishing a program evaluation system and has
scaled-up the number of programs to be evaluated in
preparation for the 2012 Budget. Budgetary support to
government corporations is also being evaluated via

50 Preliminary government estimate.

51 Notable measures include strengthening the large taxpayer
office, institutionalizing a performance management system,
improving the VAT refund system, establishing a multi-lane
system in customs, and stricter enforcement of tax laws.
Alongside administrative reforms, the Executive is pursuing
the passage of the fiscal incentives rationalization and fiscal
responsibility bills to plug future leakages in the tax system.
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a program to improve performance monitoring in key
state owned enterprises.

Tosustainearlyachievements, the Aquino Administration
needs to secure its revenue base to expand socially
relevant expenditures, and strengthen the investment
climate. Tomarkedly raise revenues, tax policy measures
are needed to supplement ongoing administrative
efforts. Key tax policy measures that would quickly
raise revenues and improve social outcomes are
increases in the excise tax rates of alcohol, tobacco, and
petroleum. Additional measures could include—after
fixing the deficient VAT refund process—increasing
the VAT rate and further broadening its base, possibly
coupled with some reduction in the income tax rates.
To expand investment in a sustainable fashion and
improve the prospects of public-private partnerships,
the government needs to address long standing
infrastructure bottlenecks (especially power supply),
strengthen governance, and improve the business
environment.
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Philippines Key Economic Indicators

2008 2009 2010 2011f 2012f 2010 2010 2011
Year Year Year Year Year Q1 Q2 Q3 Q4 Oct Nov Dec Jan
Output, Employment and Prices
Real GDP (% change y-y) 1/ 37 1.1 73 50 54 78 82 63 71 . .
Industrial production index (1994 = 100) 848 747 81.0 909 945 98.8 101.6
(% change y-y) 03 -119 . 311 2714 23 149 16.8
Unemployment (%) 2/ 74 75 73 73 80 69 71 . . . .
Nominal wages (% change y-y) 3/ 53 22 29 00 00 58 58 58 58 58 58
Real wages (% change y-y) 3/ 16 06 -1 . . 40 44 17 27 35 20 22 18
Consumer price index (% change y-y) 9.3 3.2 38 48 45 42 42 3.8 29 2.8 3.0 3.0 35
Public Sector
Government balance (% GDP) 4/ 15 41 37 35 29 70 31 32
Domestic public sector debt (% GDP) 5/ 315 351
Foreign Trade, BOP and External Debt
Trade balance (billions US$) 6/ 129 -89 23 24 -5 01 -08 -07
Exports of goods (billions US$) 6/ 483 376 111 122 144 48 41 42
(% change y-y) 25 221 435 343 M3 274 15 265
Key export (% change y-y) 7/ 72 212 51.3 379 467 35.0 71 115
Imports of goods (billions US$) 6/ 611 465 134 146 159 49 49 49
(% change y-y) 56 -24.0 . . . 340 260 301 284 353 252
Current account balance (billions US$) 8/ 36 8.8 9.9 94 80 18 25 27
(% GDP) 22 55 52 42 32 43 55 59
Foreign direct investment (billions US$) 1.3 1.6 09 20 30 0.3 0.1 0.3
External debt (billions US$) 9/ 539 533 570 573 598
(% GDP) 345 321 301 310 307
Short-term debt (billions US$) 9/ 70 40 52 55 57
Debt service ratio (% exports of g&s) 97 103 . . . 103 9.0 9.6 . . . . .
Foreign exchange reserves, gross (billions US$) 9/ 376 442 624 721 831 456 487 538 624 572 606 624 636
(months of imports of g&s) 10/ 90 87 103 102 107 85 90 89 103 94 100 103 105
Financial Markets
Domestic credit (% change y-y) 11/ 168 74 87 86 85 94 87 90 80 87
Short-term interest rate (% p.a.) 12/ 55 45 42 42 42 42 42 42 43 43 .
Exchange rate (Peso/USS$, ave) 445 477 451 46.0 455 453 436 434 435 440 442
Real effective exchange rate (2000=100) 128.6 1252 1294 1331
(% change y-y) 13/ 57 26 . 16 56 . . . . . .
Stock market index (Jan. 2, 1985=100) 14/ 2,631 2,468 3,524 3031 3,265 3627 4180 4215 4187 4139 4,062
Memo: Nominal GDP (billions US$) 1666 1611 188.6 2231 2516 422 460 451 557

Source: National data sources.

f = forecast

1/ The GDP series has a break in 2000.

2/ New methodology. Figures are based on the 2000 census.
3/ Non-agriculture minimum wage, National Capital Region
4/ IMF Government Financial Statistics (GFS) basis

5/ Total public sector domestic debt

6/ Central bank data, Balance-of-payments basis

7/ Electronics and other electronics

8/ Estimates

9/ Central bank data, % of annual GDP for quarterly figures
10/ Based on end-of-period gross international reserves
11/ Based on Depository Corporations Survey

12/ Interbank call rate

13/ World Bank staff estimates

14/ PSEi Composite, period average for annual figures
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SMALL PACIFIC ISLANDS

The small, remote economies of Vanuatu, Samoa,
Tonga, Kiribati and Tuvalu (the “Pacific Islands”) are
highly vulnerable to external shocks. Most are still in
the process of recovering from the combined effects
of the global economic crisis and the natural disasters
affecting the region in the last two years. If food prices
continue to rise in 2011, this will pose a particular
challenge for the Pacific Islands, which are heavily
dependent on imported food. If oil prices also continue
to rise, the effect will be compounded, not only through
direct energy costs but also by exacerbating the already
high transport costs faced by these remote economies.
During the earlier global food and fuel crisis, inflation
peaked at just below 20 percent in Samoa and Kiribati.

Among the Pacific Islands, Vanuatu's economy
continues to be the strongest performer, with GDP
growth estimated to have been 3 percent in 2010.
While this represents a downward revision to earlier
forecasts, due to the lower-than-expected growth of all
major sectors, it remains a solid result in the context of
a difficult external environment. The tourism sector, a
key driver of the Vanuatu economy, did not continue the
growth exhibited in 2009, but more-or-less maintained
the gains made in that peak year. Tourism earnings
during the peak September quarter were estimated
to be higher than during the same period in 2009,
largely due to the depreciation of the vatu against
the Australian dollar—by far Vanuatu's biggest tourist
market. The government is estimated to have posted
a modest deficit in 2010, with tax revenue in the first
three quarters of 2010 keeping pace with that received
in the same period of 2009, but expenditure—mainly
development expenditure—higher than the previous
year. The fiscal deficit in 2009 stood at just under
1 percent of GDP.

A rebound in tourist arrivals is expected to underpin
higher overall economic growth in 2011, with the
government forecasting growth of 4.2 percent. The
agricultural sector is also projected by the government
to grow strongly, boosted by continued high commodity
prices for Vanuatu's key exports. Major projects in

the construction sector should also support growth,
but Vanuatu still faces the challenge of replacing the
stimulus to the economy that has been provided by
Millennium Challenge Account-funded infrastructure
projects over the last half decade. Private sector
credit growth continues to be strong—at just under
12 percent in the year to October 2010—with asset
quality continuing to improve over the same period.
In recent months, however, loans to individuals and
households have driven private sector credit growth,
with loans to businesses contracting. At this stage,
inflationary pressures remain weak, with headline
inflation of 2.3 percent and underlying inflation of
-1.6 percent in the September quarter, relative to the
same period in 2009.

Samoa’s economy is now beginning to recover from
the combined effects of the earlier global food and fuel
crisis, the global economic crisis, and the devastating
tsunami of late 2009. After contracting by nearly
5 percent in the 2008/09 fiscal year, the economy is
estimated to have grown by 0.6 percent in 2009/10.
The tourism sector—whose infrastructure was severely
damaged by the tsunami—contracted in 2009/10,
but the major reconstruction program instituted in
the wake of the tsunami provided a stimulus to the
economy and the economy was also boosted by the
expansion of a major manufacturing plant. Primarily
as a result of the reconstruction program, but also in
consequence of falling tax revenues, Samoa’s budget
is estimated to have recorded a deficit of 8.1 percent of
GDP in 2009/10. Samoa’s monetary policy stance has
remained accommodative.

In 2010/11, the government projects that Samoa’s
economy will grow by 2.6 percent. Continued
implementation of the reconstruction program is
expected to play an important role in supporting this
growth. To fund this reconstruction program, the
government has budgeted for a deficit equivalent to
9 percent of GDP in 2010/11, to be financed mainly
through concessionalloans. Available indicators suggest
that the tourism sector remains subdued. In the first
four months of the 2010/11 fiscal year, tourist arrivals
were 4 percent below the same period in 2009/10,
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with tourism earnings 2 percent lower. Remittances,
which are critical to the Samoan economy (typically
equal to about 30 percent of GDP), are also somewhat
subdued—but this may simply be reflecting the
extraordinary response of remittances to the tsunami of
September 2009. In the first four months of the 2010/11
fiscal year remittances were 4 percent below the
same period in 2009/10 (when the tsunami occurred),
in local currency terms. After a period of contraction
in 2009, private sector credit has begun to expand,
and in the year to October 2010 grew by 4 percent.
Although inflation remains moderate, it is beginning to
pick up, with headline inflation reaching 4.1 percent in
October 2010 compared to the same period in 2009,
and underlying inflation reaching 3.4 percent.

Tonga's recovery from the combined effects of the
earlier global food and fuel crisis, the global economic
crisis, and a series of natural disasters that affected
the country in 2009 and 2010, is yet to gain traction.
After contracting by 0.4 percent in the 2008/09 fiscal
year, the economy is estimated to have contracted
by a further 1.2 percent in 2009/10. The key reason
for the weak performance of the domestic economy
has been the sharp decline in remittances that Tonga
has experienced during the global economic crisis.
In pa'anga terms, remittances fell by 13.6 percent in
FY2008/09, and a further 10.2 percent in FY2009/10.
Thus far in FY2010/11, remittance receipts have
remained flat. Remittances were the equivalent of only
22 percent of GDP in 2009/10, down from 31 percent
of GDP in 2007/08. As a result of falling tax revenues
and increased construction expenditure financed by
two loans from China’'s EXIM Bank, Tonga's budget
deficit was 4.8 percent of GDP in 2009/10. Without
budget support grants from donors, the deficit would
have been 6.1 percent of GDP. Tonga’'s monetary policy
stance has remained accommodative.

In 2010/11, the government projects that Tonga's
economy will grow by 1.4 percent, but achieving this
expansion will be difficult if remittances and private
sector credit remain subdued. By the beginning of the
2010/11 fiscal year, the earlier decline in remittances
appeared to have bottomed-out, and remittances
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began to rise again. Remittances are still lower than the
previous year, however, with remittances in October
2010 some 3.7 percent below the same period in 2009.
Private sector creditcontinuestocontract,andin October
2010 was 10.3 percent below the same period in 2009.
Although inflation remains moderate, it is beginning to
pick up with headline inflation reaching 4.8 percent in
October 2010 compared to the same period in 2009. As
a result of continued weak tax revenues and a further
increase in construction expenditure, Tonga's budget
deficit is expected to be around 4.8 percent of GDP (or
9.2 percent of GDP in the absence of anticipated donor
budget support grants). The loans contracted to finance
the increased construction expenditure are causing a
sharp increase in Tonga's level of indebtedness, with
public debt projected to reach 58.5 percent of GDP in
the next fiscal year.

The economies of Kiribati and Tuvalu are both estimated
to have begun to recover in 2010, after experiencing
modest contractions in 2009. Government expenditure
in both countries depends, to a significant extent,
on revenues from trust funds—the asset bases and
returns from which were severely affected by the global
financial crisis. Seafarers’ remittances, an important
source of income for households in both countries,
were also negatively affected by the global downturn.
The contraction in global trade reduced demand for
seafarers from Kiribati and Tuvalu and consequently
their remittance receipts. Kiribati is estimated to have
grown by around 1 percent in 2010, with a smaller—
perhaps marginal—rate of growth in Tuvalu. Both
face significant challenges ahead to sustain economic
growth, not least due to shortfalls in financing critical
government expenditure and in adapting to the impacts
of climate change (see the Box on climate change
adaptation in Kiribati).

Financing critical government expenditure is an
immediate challenge for Tuvalu in 2011, because the
reserve funds available to the government to finance
deficits are likely to be insufficient to enable the
government to maintain recent levels of expenditure
this year. Government expenditure has risen steadily
over the last half decade, with the primary cause of the
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The challenge of climate change adaptation in Kiribati

Kiribati is one of the most vulnerable countries in the world to the effects of climate change and sea
level rise. With a population of just over 98,000, it consists of 33 low-lying atoll islands spread over a vast area
of 3.5 million square kilometers of ocean. Nearly half of the population lives in South Tarawa, a highly dense
area with a population growth of 3 percent per year. At current rates, the national population will increase by 55
percent by 2025, placing even greater challenges on a fragile environment.

Most of the land in Kiribati is less than 3 metres above sea level and on average only a few hundred
metres wide, rendering retreat options untenable. The islands are exposed to periodic storm surges and to
droughts, and are becoming increasingly vulnerable due to high population concentration, accelerated coastal
development, and environmental degradation. Estimates suggest that by 2050, some 25-54 percent of areas in
Bikenibeu, South Tarawa, and 55-80 percent of Buariki, North Tarawa, could become inundated.

Climate change and sea level rise could also severely affect the main Tarawa groundwater lens, increase
the epidemic potential for dengue fever, decrease agricultural productivity, and divert critical tuna
resources from Kiribati waters. Moreover, climate change is threatening the marine ecosystems around
Kiribati, in particular through impacts on the coral reefs surrounding the islands, with implications for subsistence
and small-scale commercial near shore fisheries, failure of the reef to act as an effective buffer of wave energy,
and increased island instability as sediment resources decline.

Overall, in the absence of adaptation, Kiribati could face economic damages due to climate change
and sea level rise by 2050 equivalent to 17-34 percent of its 1998 GDP. Recognising the seriousness
of the challenge, the government initiated the Kiribati Adaptation Program (KAP), aimed at reducing Kiribati's
vulnerability to climate change, climate variability and sea level rise. The KAP involves mainstreaming climate
change adaptation into national economic planning and the operational plans of all government ministries,
diagnosing climate-related problems, designing cost-effective adaptation measures, and implementing these
across vulnerable areas of Kiribati. At present, Kiribati is piloting investments for the protection of key coastal
assets in South Tarawa (the road, airport and hospital) and the protection of freshwater supplies—Kiribati's two
areas of greatest vulnerability. Community consultation and participation is a cornerstone of the KAP, particularly
given that some of the components of adaptation rely on community awareness, behavioural change and private
investments.

increase being subsidies and transfers—particularly
transfersforhealth treatmentabroad. Althoughrevenues
had also been expanding, resulting in a reduction in the
deficit, this trend reversed shared in 2010. To address
the current shortfall, expenditure rationalisation and
increased donor support may both be required in 2011.
A reduction in government expenditure is, however,
likely to have a negative effect on Tuvalu’'s economic
growth in 2011.
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SOLOMON ISLANDS

Population 506,967
Population growth 2.3 percent
Surface area 28,900 sqg. km.
Capital Honiara

Source: World Development Indicators.

Real GDP growth recovered in 2010 from the previous
year's external and domestic shocks. The economy is
estimated to have expanded by more than 5 percent in
2010 after contracting about 2.3 percent in 2009. The
overall production index returned to its mid-2008 levels
in the third quarter of 2010. Improved external conditions
aided the recovery, although the unsustainable logging
sector and aid inflows remain the economy’s main
drivers. Logging production has been more resilient
than expected and reached record levels in late 2010,
with 16 percent more logs, worth 46 percent more,
exported in the third quarter of 2010 compared with a
year earlier. Even with this recovery, however, incomes
barely kept pace with the pace of population growth
which amounts to about 2.3 percent a year according
to the recently-released 2009 census.

By the third quarter of 2010 exports exceeded their
pre-crisis peaks. The resurgence in logging explains
the increase, although volumes for other exports
improved with greater demand. Various sectoral
factors contributed as well—agricultural production
recovered after the 2009's floods, better boats and
the reopening of a tuna cannery supported fishing
activity, and improved inter-island shipping services
helped cocoa farmers more efficiently transport crops
to processors and exporters. International prices for
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Solomon Islands’ cash crops were buoyant (with
the exception of cocoa). These factors and improved
government finances all supported domestic demand.
Improved external financing conditions and the ongoing
benefits of sectoral liberalization attracted investment in
telecommunications and mining, with ongoing boosts
to these sectors’ output.

Consumer prices in Honiara were flat or falling
through mid-2010, and higher global food prices are
yet to have an impact. Overall consumer prices grew
only 0.5 percent from a year earlier in October 2010,
and local prices were particularly weak. In October,
imported food prices were 6 percent lower than a year
before, although a little higher than mid-year, and local
food prices have followed a similar pattern. Movements
in global food prices affect retail prices in the Pacific
nations with a 3-6 month lag, the time it takes for the
goods to pass through wholesale and shipping chains.
And many of the global food prices that rose in mid-2010
are not relevant for most households in the Solomons,
particularly outside the capital Honiara. Rice is the key
imported food item in the diets of urban households
who still rely on traditional carbohydrates, particularly
in rural areas—one third of poorer rural households’
total spending is on tubers. Far more important are
movements in fuel prices. The dispersed and remote
distribution of the population and very limited local
production means increases in fuel prices affect all
goods. Again there are several months' lag between an
increase in global benchmark oil prices and higher fuel
costs for local shipping and motorists. By January 2011,
the late 2010 increase in global oil prices was beginning
to appear in Honiara prices, prompting, for example, a
30 percent increase in taxi fares.

Government finances ended 2010 with a surplus of
4.2 percent of GDP (SBD 193 million) compared with an
earlier expected deficit of 5.3 percent. The differences
are due to both stronger revenues (7 percent more
than projected, in part due to higher logging-related
receipts) and spending 16 percent below budget, with
the development budget particularly under-spent. The
governmentreports having settled all valid accounts and
arrears in 2010, an improvement on previous years. The
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government has recently started to post spending and
revenue outturns, and other information on the Ministry
of Finance's website, a welcome development

Solomon Islands now hasamuch stronger cashreserves
position. The 2010 surplus and the disbursement of
SBD 157 million of EU budget support reinforced cash
reserves and represents a significant improvement
from just two years ago, when cash balances had
fallen to dangerously low levels. The 18-month IMF
standby agreed in May 2010 has provided a framework
to address these issues. The first assessment found
the program successfully progress against its targets,
and the second tranche of financing was released in
November, taking total disbursements to $9.66 million.
Government debt continued to decline, taking the
country to ‘yellow light" status under the Honiara debt
rescheduling agreements. Government debt fell to SBD
1,347 million (29.3 percent of GDP) in November 2010.
At these levels the government is now able to access
concessional financing.

Monetary conditions eased, with continuing excess
liquidity in the banking system, while foreign exchange
reserves rose further. The average interest rate on
commercial loans declined from over 15 percent in
June to 13.6 percent by December 2010 and net
interest margins fell as time deposit rates recorded
a small increase over this period. Yet private credit
growth remained very weak—the stock of commercial
loans has declined since mid-2009. Total liquidity
in the banking system rose by 7.6 percent to SBD
839 million in November, driven by a continuous rise in
largely unsterilized inflows (largely from foreign direct
investment and donor support). The SBD remained
near 8.1 per U.S. dollar, implying some modest
appreciations against major trading partner currencies.
Foreign exchange reserves rose to $257 million or
9.5 months of imports, a significant strengthening
from the less-than 3 months’ cover in early 2009. To
remove some of the liquidity, the central bank resumed
auctioning short-term paper (the 28 day ‘Bokolo Bill’,
named after a type of traditional shell currency) with
a SBD 20 million auction at the start of February. The
Central Bank of Solomon Islands (CBSI) hopes that

these will help to lay the path for establishing a policy
interest rate, and to compliment the 56 day and longer
Treasury bills which the government largely uses for
cash management purposes.

The economic outlook is for growth to strengthen to
as much as 7 percent in 2011. Key to this will be the
first production and exports from the Goldridge mine,
which are expected by March 2011. Logging activity
has been surprisingly strong, raising questions about
both the sustainability and quality of growth. Given its
highly unsustainable pace, the consensus expectation
remains for a sharp decline in logging by mid-decade.
Private sector investment and activity may be further
boosted by the planned release of a third mobile phone
operators’ license in the second quarter of 2011. The
license would include an option to install 3G technology,
which allows the use of smart phones and mobile
internet.

Important reforms in public financial management, state
ownedenterprisesand utilities, and telecommunications
are supporting improvements in service delivery,
growth, and public administration. However the full
benefits of policy reform have yet to be realized, in
good measure due to the challenges to administrative
and policy continuity created by political uncertainty.
The 2011 budget has been delayed by several months,
with government relying on special provisions to extend
funding through the first third of 2011. The August
2010 elections produced a coalition with a shifting
parliamentary majority. The effect of chronic political
uncertainty in Solomon Islands on policy continuity and
government effectiveness has given rise to increased
demand for political reform among the public and a
newly energized media.
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Solomon Islands Key Economic Indicators

2007 2008 2009 2010e 2011f 2012f
Year Year Year Year Year Year
Output, Employment and Prices
GDP (% change y-y) 10.7 73 22 5.4 55 5.0
Tourist arrivals 15,169 18,321 18,050
(% change y-y) 63.6 208 15 . . .
Consumer price index (% change y-y) 109 181 1.8 1.0 5.0 40
Public Sector
Government revenues (% GDP) 421 452 453 521 520 500
Government expenditures (% GDP) 408 455 431 471 497 485
Government balance (% GDP) 1.3 -03 2.2 5.0 2.3 15
Domestic public sector debt (% GDP) 10.1 9.1 8.0 6.4 52 40
Foreign Trade, BOP and External Debt
Trade balance (millions US$) 75 -69 -62  -128 -90 -81
Exports of goods (millions US$) 160 193 157 209 274 301
(% change y-y) 416 211 188 330 310 100
Key export (% change y-y) 1/ 270 101 -200 250 50 -10.0
Imports of goods (millions US$) 235 262 219 337 364 382
(% change y-y) 337 N7 -165 540 8.0 5.0
Current account balance millions US$) -48 106 139  -180 150 130
(% GDP) -82 164 211 240 -190 -150
Foreign direct investment, net (millions US$) " 13 10 16 18 15
Total external debt (millions US$) 173 164 146 . . .
(% GDP) 321 254 222 194 180 170
Debt service ratio (% exports of g&s) 5.8 9.7 8.9 9.1 9.1 8.0
Foreign exchange reserves, gross (millions US$) 2/ 121 90 146 266 305 320
(months of imports g&s) 39 35 42 5.6 6.4 6.9
Financial Markets
Domestic credit (% change y-y) 3/ 533 265 42 1.0 5.0 50
Exchange rate (SBD$/USS$, eop) 17 8.0 8.1 8.1 8.1 8.1
Real effective exchange rate (2005=100) 106.5 1142 1199
(% change y-y) -0.9 12 5.0
Memo: Nominal GDP (millions US$) 586 646 657 765 827 900

Source: National data sources and IMF.

e = estimate

f = forecast

n.i. = no issues

1/ Logs

2/ Includes foreign assets of non-bank financial institutions
3/ Domestic credit to the private sector
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THAILAND

7

Population 67.4 million
Population growth 0.6 percent
Surface area 513,120 sqg. km.
Capital Bangkok

Source: World Development Indicators.

The Thai economy closed 2010 on a strong note,
supported by both domestic and external demand.
GDP was up 4.8 percent from the previous quarter on a
seasonally-adjusted annualized (SAAR) basis, following
two quarters of mild contraction. For 2010 as a whole,
GDP expanded by 7.8 percent from 2009. For 2011,
the high base set by the rebound leads to year-on-year
growth of 3.7 percent, but quarterly growth is expected
to accelerate from the average 0.6 percent recorded
between the second and fourth quarters of 2010 to
4.9 percent in 2011. Despite tailwinds from domestic
and regional demand, growth is not expected to return
to potential until 2012 due to the substantial linkages
between Thailand and advanced economies, which are
still expected to under-perform in 2011,

Exports of goods and services outperformed
expectations in 2010. Although a slowdown was
expected in the second half of 2010 following the sharp
rebound (and inventory restocking) of late 2009 and
early 2010, merchandise exports remained firm and
even expanded in the fourth quarter, helped by higher
demand for agricultural products and vehicles. Service
exports also performed well against the backdrop of
the political turmoil of April and May, and by December
tourist arrivals were already at a new historical high.
External demand is likely to remain supportive in 2011

thanks to vehicle exports to ASEAN and Oceania, and
fast-growing demand from East Asia for both goods
and services. (As an indication, tourist arrivals from
China were up 45 percent in 2010—nearly four times
the overall rate of increase). Nevertheless, because the
recovery in advanced economies (which account for
70 percent of global import demand) is still expected to
proceed at a modest pace, growth in external demand
will remain below historical averages.

Domestic private demand picked up following three
years of sluggish growth. Private consumption
expanded by 5 percent in 2010 after averaging only
2 percent over a three-year period (2006-2009), while
private investment grew by 14 percent. The strength
in external demand supported investment growth
as manufacturers shrugged off the political impasse
and expanded the capacity of existing plants. Higher
commodity prices boosted agricultural incomes, which
propped up consumption in the provinces. In addition,
the monetary policy “medicine” of low interest rates
worked, with credit growth reaching 12 percent (year-
on-year) in the fourth quarter compared to a pre-
crisis peak of 11 percent. The combination of higher
agricultural incomes and accommodative monetary
policy helped boost demand for domestically-produced
durable goods. The auto sector, in particular, expanded
production by over 50 percent in 2010, helped by strong
exports but also by domestic sales (up 55 percent for
the year). Domestic demand will remain supportive in
2011 thanks to still-low interest rates, favorable external
conditions (especially firm prices for agricultural
commodities) and expansionary fiscal policy. A larger
acceleration of domestic demand growth is unlikely
because of rising interest rates, uncertainties on the
external environment and domestic political risks (2011
is expected to be an election year).

Current inflation remains benign, but concerns about
the outlook are on the rise along with food and
energy prices. Headline inflation was stable at around
3 percentin 2010, while core inflation closed the year at
1.4 percent—well-below the Bank of Thailand'’s inflation
target of core inflation between 0.5 and 3 percent. The
difference between core and headline measures can
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be explained primarily by the increase in food prices,
which were up 6 percent in 2010. This was the result
of supply shocks (severe flooding in October, earlier
droughts and pest infestations), as well as a broader
global trend. Actual price increases do not fully reflect
price pressures, as the Ministry of Commerce has
been keeping a lid on prices of a number of widely-
consumed products through “moral suasion”. The
Ministry of Commerce estimates removal of these
soft price controls may add as much as 1.7 percentage
points to the annual consumer price index. The
government also announced a renewal of subsidies to
diesel oil, which affects the prices of a number of goods
through its role in transportation. Concerns about a
pass-through of persistent food price increases to core
inflation expectations have led the Bank of Thailand to
begin normalizing interest rates in July. Interest rates
were raised three times in the past six months and
are currently at 2.25 percent. There are also concerns
about the closing output gap, but capacity utilization
in domestically-oriented sectors remains slightly below
pre-crisis levels, and lending rates have remained high
despite the low policy rate (Thai banks have relatively
high interest margins).
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Thailand Key Economic Indicators

2008 2009 2010 2011f 2012f 2010 2010 2011
Year Year Year Year Year Q1 Q2 Q3 Q4 Oct Nov Dec Jan

Output, Employment and Prices

Real GDP (% change y-y) 25 23 78 37 42 120 9.2 6.6 38
Domestic demand (% change y-y) 43 -69 103 3.8 51 193 84 116 34 . . . .
Industrial production index (2000=100) 1789 166.1 190.1 . . 1918 1864 1918 1906 191.2 1904 1884 186.3
(% change y-y) 39 72 145 . .32 176 9.8 29 6.0 57 -34 37
Unemployment (%) 1.4 15 1.0 12 1.2 1.1 1.3 0.9 09 0.9 1.0 0.7
Real wages (% change y-y) 1/ 48 -6 . . . -06 2.8 41 6.2 . . . .
Consumer price index (% change y-y) 55 -08 33 35 3.0 37 3.2 3.3 29 29 2.8 3.0 3.0
Public Sector
Government revenues (% GDP) 165 164 172 174 175 129 231 179 151
Government expenditures (% GDP) 176 209 203 193 190 210 171 192 239
Government balance (% GDP) 2/ 14 30 21 22 15 I8 57 13 72 . . .
Domestic public sector debt (% GDP) 3/ 337 394 388 389 375 399 396 390 388 380 378 388
Foreign Trade, BOP and External Debt
Trade balance (billions US$) -04 194 140 104 16 20 46 3340723 2.3 05 1.3 -06
Exports of goods (billions US$) 1752 1507 1937 216.0 2429 439 481 497 518 170 176 172 165
(% change y-y) 159 -140 285 115 125 320 418 222 211 166 287 186 214
Key export (% change y-y) 4/ 76 152 270 . . 575 272 214 MO0 121 163 51 6.2
Imports of goods (billions US$) 1756 1314 1796 2056 2354 419 435 464 478 148 171 159 171
(% change y-y) 268 -252 368 145 145 639 449 307 188 319 389 177 267
Current account balance (billions US$) 22 219 148 120 9.6 55 17 20 471 2.7 1.0 1.8 11
(% GDP) 0.8 8.3 46 33 25 71 22 26 47 . . . .
Foreign direct investment (billions US$) 5/ 75 45 53 6.4 79 1.5 0.9 1.6 13 04 05 03 -07
External debt (billions US$) 6/ 761 753 . . . 791 811 899
(% GDP) 280 286 . . . 254 266 286
Short-term debt (billions US$) 6/ 336 331 . . . 357 372 4
Debt service ratio (% exports of g&s) 8.3 76 . . . 57 49 40 . .. . . .
Foreign exchange reserves, gross (billions US$) mM.0 1384 1721 1912 2079 1441 1468 163.2 1721 1711 168.0 1721 1740
(months of imports of g&s) 65 106 102 99 95 9.0 8.7 92 108
Financial Markets
Domestic credit (% change y-y) 7/ 9.3 31 125 . . 6.0 85 108 125 121 123 126 144
Short-term interest rate (% p.a.) 8/ 34 1.4 1.5 . . 1.3 13 1.7 1.8 1.8 1.8 2.0 2.3
Exchange rate (Baht/US$, ave) 334 343 317 300 300 329 324 316 300 300 299 301 305
Real effective exchange rate (2000=100) 9/ 112.8 1088 1144 . . 1111 1150 M50 1168 1161 1171 1170
(% change y-y) 05 -36 5.2 . . 16 49 6.1 8.3 49 5.7 5.0 .
Stock market index (Dec. 1996=100) 10/ 450 735 1.033 . . 788 797 975 1,033 984 1005 1033 964
Memo: Nominal GDP (billions US$) 2722 2634 3186 3614 3898 778 763 787 861

Sources: National data sources, World Bank staff estimates.

f = forecast

1/ Average wage of employed person, using the National Statistical Office Labor Force Survey, deflated by CPl inflation

2/ Cash balance of central government

3/ Includes domestic central government (CG) debt, domestic debt of non-financial state enterprises, and the Financial institutions Development Fund (FIDF) debt. Series was revised by
adding the Village Fund (VF) and the Energy Fund Public Organization (EFPO).

4/ Machinery and mechanical appliances

5/ Non-bank FDI

6/ Bank of Thailand figures

7/ Private credits from domestically registered commercial banks, branches of foreign banks, international banking facilities, finance companies, specialized banks, thrift and credit
cooperatives, and money market mutual funds

8/ One-day repurchase rate, average

9/ World Bank staff estimates

10/ Bangkok SET
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TIMO_B-LETE :

Population 1.1 million
Population growth 3.2 percent
Surface area 14,870 sq. km.
Capital Dili

Source: World Development Indicators.

Timor-Leste has seen rapid economic growth in the past
three years, though inflationary pressures are starting to
rise. Fiscal policy continues to be highly expansionary in
response to development needs, including a 55 percent
increase in planned spending for 2011 compared to the
revised 2010 budget. Petroleum receipts in 2010 were
strong, and Petroleum Fund (PF) savings are now in
excess of $7 billion (over ten times the estimated non-
oil GDP in 2010), providing an important buffer against
potential shocks. Medium-term economic prospects
are strong, and hinge on not only the quantity, but
importantly the quality, of government spending. Risks
include inflationary pressures; the timing of new oil
and gas discoveries; and the expected decline in UN
presence over the coming two years.

The economy continues to grow rapidly on the back of
government spending. Growth in 2009 was estimated at
12.9 percent, with some moderate slowdown expected
in 2010 due to a fall in agricultural output resulting
from extended rains. Government spending, however,
picked up rapidly in the second half of 2010 and other
indicators (e.g. electricity consumption, credit growth)
also point to strong demand in the economy. These
developments are starting to contribute to poverty
reduction and improved social outcomes. The recent
census and labor force survey however show that the
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population and employment activity have gradually
concentrated in Dili in recent years. The government's
efforts to stimulate economic opportunities across
the country are therefore important to help reduce
vulnerability to shocks.

With strong growth there are also price pressures,
with headline inflation rising to 8 percent in the year to
December 2010. This was largely driven by the rise in
international commodity prices. Food prices in Timor-
Leste rose by over 10 percent in the year to December
2010. Theriseinfuel prices have contributedtoincreased
transportation costs (6 percent in the year to December
2010). The real effective exchange rate depreciated in
the third quarter due to a weakening of the U.S. dollar
against the currencies of Timor-Leste’s major trading
partners, which will have further contributed to inflation.
Aside from exogenous factors, however, rapid fiscal
expansion including infrastructure spending is likely
to be putting pressure on domestic supply networks.
House building costs have consistently risen over the
past twelve months, reaching 8 percent in the year to
December 2010.

Credit to the private sector picked up very slightly in
the last quarter of 2010, though it has remained flat in
the last three years. Non-performing loans rose quickly
in 2010, from around 30 percent of total loans and
advances in 2009 to around 40 percent in December
2010. This is associated with a relative increase in
lending to the construction sector (and reduced lending
to other sectors), resulting from a ramping up of
government spending on infrastructure. This does not
pose systemicrisk. Deposits haveincreasedsignificantly
in the last quarter from $261 million to $303 million.
The spread between lending and deposit rates remains
high at around 10-15 percent. Efforts are under way
to improve access to finance by strengthening risk
management, including the recent development of a
credit information reporting system by the Banking and
Payments Authority.

The trade deficit remains large, but declined slightly in
the third quarter of 2010. Helped by arise in international
prices, coffee exports increased following a sharp drop
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in production in the first half of 2010. Official statistics
show that production also bounced back quite sharply
in third quarter of 2010. Imports slowed down in the
third quarter but they are likely to have picked up again
at the end of the year as execution of the government’s
budget improved.

The overall balance of payments is strong thanks to
petroleum receipts, which were close to $2.2 billion
in 2010. This was higher than projected in the revised
2010 budget, and was thanks to higher international oil
prices. But the increase was also due to improved tax
collection on petroleum profits resulting from better
enforcement. Despite a decline in U.S. Treasury bond
yields in the third quarter of 2010, the overall investment
performance of the PF was stronger than the same
period last year. In September 2010, the government
appointed Schroeders Investment Management Ltd. to
invest 4 percent of the PF into equities. The government
is further exploring options to diversify PF assets,
including through amendments to the PF Law, with the
aim of securing higher returns over the longer-term.

Fiscal policy remains highly expansionary. In 2010,
the government increased spending appropriations
from $660 million to $838 million. After a slow start,
government spending picked up in the last quarter
reaching nearly $748 million at the end of the budget
year. The non-oil deficit is large, financed entirely by
withdrawals from the PF, which exceeded Estimated
Sustainable Income for 2010 by nearly $300 million.
However, non-petroleum revenue collection s
gradually improving, reflecting strengthened tax
administration and enforcement capacity. The final
2011 budget approved by Parliament on 28 January is
around $1.31 billion and envisages a major scaling up
of capital spending, which is close to half the budget.
The government is introducing several institutional
changes, including the establishment of infrastructure
and human capital funds, to try and accelerate capital
spending whilst addressing weaknesses in project
design and implementation.

The 2011 budget provides a strong indication of
priorities for the government’'s upcoming Strategic

Development Plan. The government envisages a
heavily frontloaded investment strategy to address
major infrastructure, skills, and other structural gaps.
The objective is to create the conditions to generate a
strong private sector supply response. This will depend
critically on the prioritization and quality of investment,
but also on absorptive capacity, both macroeconomic
and administrative.
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Population 86.2 million
Population growth 1.2 percent
Surface area 329,310 sqg.km.
Capital Hanoi

Source: World Development Indicators.

Vietnam’s economy continues to recover rapidly from
the global crisis. After growing 5.3 percent in 2009,
the economy expanded 6.8 percent in 2010—the
fastest pace in 3 years. The rapid recovery has been
bolstered by robust domestic demand, higher level of
investment and strong revival in exports. Foreign direct
investments have continued to remain buoyant and
remittances have grown at a healthy rate. Exports are
growing at 25.5 percent, with export of non-oil sector
doing particularly well, having registered 31.5 percent
growth in 2010. Improved trade balance and strong
private remittance has helped to reduce the current
account deficit from 8 percent in 2009 to around
4 percentin 2010. Strong FDI inflow, ODA disbursement
and portfolio investment have also helped the capital
account to ensure a surplus of about 12 percent of GDP
in 2010.

The delayed withdrawal of the fiscal and monetary
stimulus despite a robust recovery proved costly for
Vietnam. By the third quarter of 2010, inflation started
to accelerate, exchange rate premium in the parallel
market widened and financial problems in Vinashin, a
large, diversified state-owned enterprise with business
interest ranging from ship building to security market,
came to light. The prices continued to surge through
the last quarter of 2010, buoyed by strong domestic

SECURING THE PRESENT, SHAPING THE FUTURE

COUNTRY PAGES AND KEY INDICATORS 105

demand, knock-on effects of increased global
commodity prices, and weather- and disease-related
domestic supply shocks. Sentiment in international
capital markets turned particularly bearish after
Vinashin defaulted on the first payment of $60 million
on a syndicated loan of $600 million.

The authorities did make a number of efforts to regain
macroeconomic stability (see below), but these
measures could not be sustained as the country
approached some important political milestones
including the Xlth Party Congress.

By the time the 2011 Lunar New Year arrived, inflation
had climbed to a two year high of 12.2 percent and the
dong was under intense pressure, with parallel market
rate exceeding 10 percent. Despite improvement in
the current account deficit and continued large surplus
in the capital account, the level of foreign exchange
reserves declined during 2010. Much of the surplus in
the balance of payments found its way out of the banking
system in the form of errors and omissions, which
for the second year in running exceeded $10 billion.
A macroeconomic problem had over time turned into
a crisis of confidence, with Vietnamese households
and firms moving out of dong into U.S. dollars and
gold in fear of rising inflation and considerable policy
uncertainty. The time had come for the government to
take some decisive actions or yield to the self-fulfilling
expectations of its domestic investors.

By early February, there was growing consensus in the
government to introduce strong measures to restore
macroeconomic stability. The authorities recognized
that their attention and focus should be on addressing
instability even if this comes at the expense of slower
growth in the short term. The government publicly
indicated its intention to pursue "“tight and prudent
monetary and fiscal policy” and approved Resolution
11, which included a wide range of monetary, fiscal and
structural policy reforms, intended to cool an overheated
economy. A brief summary of the measures is provided
in the Box.
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Key elements of Vietnam'’s stabilization policy

Exchange Rate Policy

¢ The dong was devalued by 9.3 percent against the U.S. dollar and the trading band was narrowed from +/-3%
to +/-1%. This is the single largest correction to the exchange rate following the onset of macroeconomic
instability in 2007.

e Given a large and rapidly growing quasi-illegal trade in gold, which led to a significant increase in errors
and omissions in the balance of payments, the Resolution instructs the central bank to issue a decree on
Management of Gold Trading which will centralize gold exports, eliminate trading in gold bars, and prevent
cross-border trafficking of gold.

Monetary Policies

¢ |n the last four months, the State Bank of Vietnam has increased the base (refinancing) rate from 8 percent
to 11 percent and revised upward the overnight market operation (repo) rate six times—from 7 percent to
12 percent.

e The central bank also announced that the target for credit growth in 2011 will be cut to 20 percent from
39 percent in 2009 and about 30 percent in 2010. This will be the lowest target for credit growth in the last
10 years. Concomitantly, the target for broad money supply growth has been kept at 15-16 percent during
2011—the lowest since the reform program was initiated in 1991.

Fiscal Policy

e The government has announced that it will cut non-salary recurrent expenditure by 10 percent, stop approving
new projects in the public sector, including in SOEs, and thereby reduce fiscal deficit to below 5 percent of
GDP in 2011 (government definition)—a 1 percentage point reduction relative to 2010 and 0.3 percentage
point reduction relative to 2011 budget estimate.?

Banking Sector

e Resolution 11 limits banks’ exposure to non-productive activities (which include real estate and security
market) to 22 percent of total credit by June 30, 2011 and to 16 percent by December 31, 2011. Non-
compliant banks will be asked to double their required reserves ratio and restrict their business activities. The
central bank will review compliance at the end of June 2011.

State-Owned Enterprises

e The Ministry of Planning and Investment (MPI) has been asked to review planned loans and investment
projects of SOEs to identify those that can be dropped or scaled down. The report from MPI is due to the
National Assembly by the end of March 2011.

e Resolution 11 also indicates that the government will accelerate the equitization process and strengthen the
governance of SOEs.

Other Structural Measures

® The government is preparing a Circular to increase disclosure of information and policies affecting monetary
management and banking sector.

e Finally, the government is moving from an administrative mechanism for setting the prices of key commodities
such as electricity, gas and fuel, to a more market-based mechanism. It has already announced an increase
in electricity tariffs by 15.3 percent, and in the price of gasoline (by 18 percent), diesel (24 percent), and
kerosene (21 percent). In addition, it will issue a regulation for establishing a market mechanism for pricing
electricity.

52 Based on IMF's definition, fiscal deficit to GDP ratio will fall from 5.9 percent of GDP in 2010 to 3.8 percent of GDP in 2011 (the later
does not include the impact of Resolution 11).
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In absence of a persuasive strategy to deal with
macroeconomic turbulence, Vietnam's economy has
lurched from one episode of instability to another during
the last 3 years. The recent policy announcement is an
important step in the right direction to break this cycle of
boom and gloom and restore the country’s image as one
of the most attractive destinations of foreign investment
in the region. Recently announced measures have been
widely discussed and debated within the government
and have the broad support of line ministries as well
as key finance and budget committees in the National
Assembly. The international financial markets have also
reacted favorably to the recent announcement, with
Vietnam'’s sovereign spreads steadily declining over the
past few days (see adjacent figure). This augurs well for
successful implementation.

While the outlook for the next few months remains
extremely challenging, the recent policy shift has
reduced some of the downside risks. The hike in fuel
and electricity prices, rising global commodity prices,
and depreciation of the dong, however, would add
fresh impetus to inflation in the near-term. But core
inflation should start to decline on account of the
tighter monetary and fiscal policies. A declining and
stable core inflation rate, along with improved external
balance, should gradually help to stabilize the foreign
exchange market. Through its 2011 budget, and recent
government resolution, the authorities have indicated
their intention to further consolidate the fiscal accounts
and gradually reduce the fiscal deficit to pre-crisis levels.
Vietnam'’s public debt is likely to remain sustainable if
the current economic recovery continues to take hold
and the authorities maintain a declining path for fiscal
deficit. While stabilization policies would slow down
growth in the near-term, if successfully implemented,
they will help Vietnam to regain its pre-crisis growth
potential in the medium-term.
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Vietnam Key Economic Indicators
2007 2008 2009 2010e 2011f 2012f

Year Year Year Year Year Year

Output, Employment and Prices

Real GDP (% change y-y) 85 62 5.3 6.8 6.3 6.7
Industrial production index
(% change y-y) 167 139 76 140 130 135
Unemployment (%) 1/ 46 47 46 44 40 40
Consumer price index (% change y-y) 126 199 65 118 95 6.5
Public Sector
Government balance, official (% GDP) 2/ -0.7 12 -51 0.1 1.0 -0
Government balance, general (% GDP) 3/ 25 12 90 -44 -39 -38
Public sector debt (% GDP) 4/ 446 429 512 528 534 527
Foreign Trade, BOP and External Debt
Trade balance (billions US$) 104 -128 83 -1 74 18
Exports of goods (billions US$) 486 627 571 722 848 995
(% change y-y) 219 291 -89 264 175 173
Key export (% change y-y) 4/ 27 231 -402 -230 50 -50
Imports of goods (billions US$) 589 755 654 793 923 1073
(% change y-y) 383 281 -133 212 164 163
Current account balance (billions US$) 70 108 -61 -40 -44 -45
(% GDP) 98 119 -66 -38 -38 -36
Foreign direct investment (billions US$) 6.6 9.3 6.9 71 12 73
External debt (billions US$) 230 302 388 445 496 529
(% GDP) 324 334 M6 425 431 423
Debt service ratio (% exports of g&s) 28 26 45 32 32 35
Foreign exchange reserves, gross (billions US$) 6/ 21.0 230 141 124
(months of imports of g&s) 30 38 19 15
Financial Markets
Domestic credit (% change y-y) 539 254 396 286 200 200
Short-term interest rate (% p.a.) 7/ 78 81 107 130
Exchange rate (Dong/US$, eop) 16.003 17.486 18.479 19.498
Real effective exchange rate (2000=100) 106.0 1259 1161 1174
(% change y-y) 95 188 78 11
Stock market index (Jul. 2000=100) 8/ 927 316 495 485
Memo: Nominal GDP (billions US$) 7 90 93 105 115 125

Sources: Vietnam Government Statistics Office, State Bank of Vietnam, IMF, and World Bank staff estimates.

e = estimate

f = forecast

1/ Urban areas

2/ Excludes off-budgetary items

3/ Includes off-budgetary items

4/ Public and publicly-guaranteed debt

5/ Crude oil

6/ Based on IMF International Financial Statistics (IFS) as of September 2010
7/ Three-month deposit, end-of-period

8/ Ho Chi Minh Stock Index
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Appendix Table 1. Real GDP Growth

percent change from a year earlier

China Indonesia Malaysia Philippines Thailand Vietnam ggggéﬂzg Korea, Rep. Singapore Ta(i;vr\]/ianna, afgsgaéiﬁ‘ii?:
Q1-2002 8.9 3.5 2.7 4.2 4.5 . -1.0 6.6 -0.8 1.6
Q2-2002 8.0 4.2 4.7 4.6 5.0 . 0.5 7.0 4.6 6.5
Q3-2002 8.1 5.6 7.1 3.3 5.8 . 2.8 6.8 6.8 6.8
Q4-2002 8.1 4.7 6.9 5.5 6.0 . 4.8 8.1 6.5 6.0
Q1-2003 10.8 4.9 6.3 4.8 6.9 . 4.1 3.5 4.3 4.7
Q2-2003 7.9 5.0 5.9 4.3 6.6 . -0.9 1.8 -0.6 -1.3
Q3-2003 9.6 4.6 4.6 5.4 6.7 . 3.8 2.0 5.4 4.6
Q4-2003 9.9 4.6 6.5 5.1 8.3 . 4.7 3.9 9.2 6.4
Q1-2004 10.4 4.1 8.2 7.2 6.7 . 7.7 5.2 10.0 6.1
Q2-2004 9.6 4.4 7.9 7.1 6.6 . 12.0 5.9 12.9 9.7
Q3-2004 9.1 4.5 6.4 5.6 6.3 . 6.6 4.8 7.7 6.7
Q4-2004 9.5 7.2 4.9 5.8 5.9 . 7.9 2.7 6.7 2.9 .
Q1-2005 10.5 6.0 5.6 4.5 3.6 7.4 6.2 2.7 4.7 2.7 71
Q2-2005 10.1 5.9 4.3 5.1 4.7 7.8 71 3.4 6.2 4.0 7.2
Q3-2005 9.8 5.8 5.6 4.7 5.5 8.3 8.1 4.5 8.7 4.8 7.6
Q4-2005 9.9 5.1 5.9 5.4 4.7 8.4 6.9 5.1 9.7 7.0 7.9
Q1-2006 12.4 5.1 6.0 5.5 6.1 7.3 9.0 6.1 10.7 5.8 9.4
Q2-2006 11.5 4.9 6.1 5.3 5.1 7.4 6.1 5.1 8.6 5.8 8.5
Q3-2006 10.6 5.9 5.8 5.2 4.8 7.9 6.4 5.0 8.0 6.5 8.1
Q4-2006 10.4 6.1 5.4 5.4 4.4 8.2 6.7 4.6 7.6 3.8 7.7
Q1-2007 14.0 6.1 5.7 6.8 4.6 7.7 5.6 4.5 7.9 4.5 9.6
Q2-2007 13.8 6.7 5.9 8.3 4.6 7.8 6.1 5.3 9.8 5.7 9.9
Q3-2007 13.4 6.7 6.8 6.8 5.5 8.2 6.8 4.9 11.0 7.1 9.9
Q4-2007 121 5.8 7.5 6.5 5.4 8.5 6.9 5.7 6.5 6.5 9.2
Q1-2008 1.3 6.2 7.6 3.9 6.3 7.5 7.2 5.5 7.6 7.5 9.0
Q2-2008 10.1 6.3 6.5 3.7 5.2 6.5 4.2 4.4 2.7 5.7 7.6
Q3-2008 9.0 6.3 4.9 4.6 3.1 6.3 1.2 3.3 -0.5 -1.2 5.9
Q4-2008 6.8 5.3 0.1 2.8 -4.1 6.2 -2.6 -3.3 -3.4 -7.5 2.3
Q1-2009 6.5 4.6 -6.2 0.5 -7.0 3.2 -7.9 -4.3 -8.4 -8.6 1.3
Q2-2009 8.1 4.2 -3.9 1.2 -b.2 4.5 -3.4 -2.2 -1.3 -7.2 3.2
Q3-2009 9.6 4.2 -1.2 0.2 -2.8 6.0 -2.1 1.0 2.1 -1.2 5.3
Q4-2009 10.7 5.4 4.4 2.1 5.9 5.5 2.5 6.0 4.6 9.2 8.4
Q1-2010 11.9 5.6 10.1 7.8 12.0 5.8 8.1 8.1 16.4 13.6 10.9
Q2-2010 10.3 6.1 8.9 8.2 9.2 5.5 6.4 7.2 19.4 12.9 9.7
Q3-2010 9.6 5.8 5.3 6.3 6.6 5.1 6.7 4.4 10.5 10.7 8.3
Q4-2010 9.8 6.9 4.8 71 3.8 6.8 6.2 4.8 12.0 6.9 8.1

Sources: Haver Analytics and national sources. Data for China uses annual production side GDP.
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Appendix Table 2. Real GDP and Components of Aggregate Demand

percent change from a year earlier

Indonesia Malaysia Philippines Thailand gzggéﬂ?‘g Korea, Rep. Singapore Ta(i:vr\:ianné S.E. Asia NIEs
GDP 2005 5.7 5.3 5.0 4.6 7.1 4.0 7.4 4.7 5.2 4.9
2006 5.5 5.8 5.3 5.1 7.0 5.2 8.7 54 54 5.8
2007 6.3 6.5 7.1 5.0 6.4 5.1 8.8 6.0 6.1 5.9
2008 6.0 4.7 3.7 2.5 2.3 2.3 1.5 0.7 4.4 1.8
2009 4.6 1.7 1.1 -2.3 -2.7 0.2 -0.8 -1.9 1.0 -0.9
2010 6.1 7.2 7.3 7.8 6.8 6.1 14.5 10.8 7.0 8.3
Private Consumption 2005 4.0 9.1 4.8 4.6 3.0 4.6 3.6 2.9 5.3 3.8
2006 3.2 6.8 5.5 3.2 59 4.7 3.5 1.5 4.3 3.9
2007 5.0 10.5 5.8 1.8 8.5 5.1 6.4 2.1 5.4 4.9
2008 5.3 8.5 4.7 2.9 2.4 1.3 3.2 -0.9 5.2 1.0
2009 4.9 0.7 4.1 -1.1 0.6 0.2 0.2 1.1 2.4 0.5
2010 4.6 6.6 5.3 4.8 5.8 4.1 4.2 3.7 5.2 4.3
Fixed Investment 2005 10.9 5.0 -6.6 10.5 4.1 1.9 1.7 2.7 6.7 2.1
2006 2.6 7.5 3.9 3.9 71 34 17.0 0.1 4.2 4.2
2007 9.3 9.4 10.9 1.5 34 4.2 19.6 0.6 7.5 4.4
2008 1.9 0.7 2.7 1.2 1.0 -1.9 13.5 -12.4 5.3 -2.9
2009 3.3 -5.6 -0.4 -9.2 -3.9 -0.2 -2.9 -11.0 -2.3 -3.9
2010 8.5 94 171 9.4 8.1 6.2 5.1 23.7 10.3 11.2
Exports of Goods & 2005 16.6 8.3 4.8 4.2 10.6 7.8 20.7 7.8 9.6 9.3
Services 2006 9.4 6.6 13.4 9.1 9.4 1.4 9.7 1.4 9.4 10.9
2007 8.5 4.1 5.5 7.8 8.3 12.6 201 9.6 6.9 11.8
2008 9.5 1.6 -2.0 5.1 2.6 6.6 -29.7 0.9 4.8 1.2
2009 -9.7 -10.4 -13.4 -12.5 -10.1 -0.8 204 -8.7 -11.2 -2.5
2010 14.9 9.8 25.6 1.7 16.8 141 38.0 25.6 14.8 19.9
Sources: Haver Analytics, national data sources, and World Bank staff estimates. Regional averages are 2000 US$ GDP weighted.
Appendix Table 3. East Asia: Merchandise Export Growth
in U.S. dollars, percent change from a year earlier
2008 2009 2010 Q12010 Q22010 Q32010 Q42010 Oct-10 Nov-10 Dec-10 Jan-11
East Asia and Pacific (10) 13.6 -16.2 29.8 33.4 36.9 28.8 22.5 21.6 27.4 18.8 31.0
China 17.4 -16.9 31.4 28.7 40.9 32.3 24.9 22.9 35.0 17.9 37.6
S.E. Asia 15.0 -16.6 29.6 31.3 394 30.7 24.0 16.9 27.6 21.4 18.0
Indonesia 201 -15.0 35.5 54.7 36.9 27.7 28.9 17.6 451 26.1 24.7
Malaysia 134 =211 26.3 40.9 33.2 231 13.2 11.2 14.6 14.0 13.7
Philippines -2.7 -21.7 33.8 43.0 33.3 39.9 21.7 27.4 1.5 26.5 .
Thailand 14.3 -13.6 28.6 341 39.3 23.2 20.9 17.4 27.6 18.1 19.4
Vietnam 29.2 -10.1 26.9 2.8 33.7 36.8 34.2 23.9 4.7 37.2 38.4
NIEs 9.3 -16.2 28.3 36.6 33.5 25.9 20.2 22.6 19.5 0.0 30.3
Hong Kong SAR, China 5.3 -12.2 22.5 25.8 23.9 27.4 14.2 13.8 16.6 12.2 27.3
Korea, Rep. 13.6 -13.9 28.3 35.8 33.1 227 23.8 27.6 21.4 22.6 45.4
Singapore 12.9 -20.2 30.5 38.4 36.5 274 22.5 28.2 19.4 201 27.4
Taiwan, China 3.7 -20.5 35.0 534 47.0 27.2 20.2 20.8 21.0 18.8 15.7

Source: Haver Analytics.
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Appendix Table 4. East Asia and the Pacific: GDP Growth Projections

percent change form a year earlier

Forecast Forecast

2002 2003 2004 2005 2006 2007 2008 2009 2010 20M 2012
East Asia and Pacific 7.0 6.7 7.9 8.0 9.1 10.1 6.3 4.8 9.2 7.2 71
Developing East Asia 7.9 8.8 9.0 9.8 10.9 12.3 8.4 7.4 9.6 8.2 7.9
China 9.1 10.0 10.1 1.3 12.7 14.2 9.6 9.2 10.3 9.0 8.5
Indonesia 4.5 4.8 5.0 5.7 5.5 6.3 6.0 4.6 6.1 6.4 6.7
Malaysia 5.4 5.8 6.8 5.3 5.8 6.5 4.6 1.7 7.2 4.8 5.7
Philippines 4.3 5.0 6.4 5.0 5.3 7.1 3.7 1.1 7.3 5.0 5.4
Thailand 5.3 7.1 6.3 4.6 5.1 5.0 2.5 2.3 7.8 3.7 4.2
Vietnam 71 7.3 7.8 8.4 8.2 8.5 6.2 5.3 6.8 6.3 6.7
Cambodia 6.5 8.5 10.3 13.3 10.8 10.2 6.7 2.0 6.7 6.5 6.5
Fiji 3.2 1.0 5.3 0.7 1.9 -0.9 0.2 -3.0 0.1 1.3 0.7
Lao PDR 5.9 6.1 6.4 7.1 8.6 7.4 7.5 7.5 8.4 8.6 7.6
Mongolia 4.2 6.1 10.8 7.3 8.6 10.2 8.9 -1.3 6.1 10.3 7.6
Papua New Guinea -0.2 2.2 2.7 3.4 2.3 7.2 6.7 5.5 7.5 5.5 5.5
Solomon Islands -2.8 6.5 8.0 5.0 6.9 10.7 7.3 2.2 5.4 5.5 5.0
Timor-Leste 2.4 0.1 4.2 6.2 -5.8 8.4 12.8 12.9 . . .
East Asia NIEs 5.6 3.2 6.0 4.9 5.8 5.9 1.8 -0.9 8.2 4.6 4.9
Sources: World Bank data and staff estimates.
Appendix Table 5. Regional Aggregates for Poverty Measures in East Asia
$1.25-a-day $2-a-day
Mean Consumption Headcount Index Number of Poor Headcount Index Number of Poor Population
(2005 PPP$/month) (%) (million) (%) (million) (million)
East Asia and Pacific
1990 49.16 54.7 873.3 79.8 1,273.7 1,5695.9
1993 54.55 50.8 845.3 75.8 1,262.1 1,664.9
1996 67.01 36.0 622.3 64.1 1,108.1 1,728.7
1999 70.76 35.5 635.1 61.8 1,104.9 1,788.4
2002 85.65 27.6 506.8 51.9 9541 1,837.0
2005 106.85 16.8 316.2 38.7 728.7 1,884.4
East Asia and Pacific excluding China
1990 72.98 39.2 180.5 66.0 304.4 460.8
1993 73.84 42.6 207.3 68.0 330.9 486.4
1996 85.81 35.0 178.8 61.5 314.2 511.2
1999 82.96 35.2 188.1 62.7 335.2 534.7
2002 89.76 25.5 1421 54.0 300.8 556.6
2005 100.98 19.0 110.2 44.8 259.5 579.9
South East Asia (Indonesia, Malaysia, Philippines, Thailand)
1990 77.05 38.6 120.3 65.1 202.9 311.8
1993 82.24 37.8 124.2 63.8 209.8 328.7
1996 96.46 29.5 101.6 56.2 193.9 344.9
1999 91.12 31.8 114.8 59.2 213.6 361.1
2002 97.84 21.3 80.3 49.9 188.4 377.3
2005 107.30 17.0 66.8 42.2 166.0 393.8
Lower-Income East Asia (Cambodia, Lao PDR, PNG, Vietnam)
1990 58.57 41.2 34.6 69.5 58.4 84.1
1993 43.53 60.5 54.4 83.6 75.2 90.0
1996 47.82 55.1 52.7 80.6 77.1 95.7
1999 54.43 47.3 47.4 75.3 75.6 100.3
2002 60.87 41.0 42.6 69.1 71.9 1041
2005 79.14 26.1 28.4 53.8 58.6 108.8

Source: World Bank PovcalNet.
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Appendix Table 6. East Asia: Exchange Rates

local currency per U.S. dollar, end-of-period

China Indonesia Malaysia Philippines Thailand Vietnam gxggcﬁggg Korea, Rep. Singapore Ta(i:vr\]/ianné Japan
Jan-2008 719 9,291 3.24 40.65 33.03 15,971 7.80 943.9 1.42 32.20 106.36
Feb-2008 7.1 9,051 3.19 40.36 31.87 15,931 7.78 937.3 1.39 30.95 104.73
Mar-2008 7.02 9,217 3.19 41.87 31.51 16,105 7.79 991.7 1.38 30.41 100.10
Apr-2008 7.00 9,234 3.16 42.19 31.74 16,116 7.80 999.7 1.36 30.45 104.08
May-2008 6.95 9,318 3.24 43.88 32.46 16,246 7.81 1,031.4 1.37 30.41 105.66
Jun-2008 6.86 9,225 3.27 4476 33.52 16,842 7.80 11,0434 1.36 30.35 106.40
Jul-2008 6.86 9,118 3.26 4414 33.54 16,755 7.80 1,008.5 1.37 30.59 107.99
Aug-2008 6.85 9,157 3.39 45.69 34.17 16,525 7.81 1,081.8 1.42 31.52 109.10
Sep-2008 6.85 9,378 3.46 46.92 34.02 16,575 7.77 1,187.7 1.43 32.13 104.30
Oct-2008 6.86 10,995 3.56 48.75 34.99 16,813 7.75 1,291.4 1.48 33.00 98.30
Nov-2008 6.87 12,151 3.62 48.88 35.47 16,974 7.75 1,482.7 1.51 33.30 95.25
Dec-2008 6.86 10,950 3.46 47.49 34.93 17,433 7.75 1,257.5 1.44 32.86 90.75
Jan-2009 6.86 11,355 3.61 47.08 34.93 17,475 776  1,368.5 1.51 33.80 89.60
Feb-2009 6.84 11,980 3.69 48.24 36.05 17,475 7.76 1,516.4 1.54 34.95 97.55
Mar-2009 6.84 11,575 3.65 48.42 35.52 17,756 7.75 1,3771 1.52 33.92 98.10
Apr-2009 6.85 10,713 3.56 48.70 35.30 17,784 775 1,348.0 1.48 33.23 97.60
May-2009 6.82 10,340 3.51 47.55 34.38 17,784 7.75 1,272.9 1.45 32.65 96.50
Jun-2009 6.81 10,225 3.52 48.31 34.02 17,801 7.75 1,284.7 1.45 32.82 95.95
Jul-2009 6.82 9,920 3.52 48.12 34.04 17,815 7.75 1,240.5 1.44 32.82 95.33
Aug-2009 6.82 10,060 3.52 48.91 34.01 17,823 7.75 1,244.9 1.44 32.92 92.70
Sep-2009 6.83 9,681 3.47 47.59 33.55 17,841 7.75 1,188.7 1.41 32.20 89.77
Oct-2009 6.82 9,545 3.41 47.73 33.43 17,862 7.75 1,200.6 1.40 32.54 91.38
Nov-2009 6.83 9,480 3.39 46.75 33.21 18,485 7.75 1,167.4 1.38 32.19 86.75
Dec-2009 6.83 9,400 3.42 46.36 33.36 18,472 7.76 1,167.6 1.40 32.03 92.06
Jan-2010 6.82 9,365 3.41 46.74 33.15 18,472 7.77 1,156.5 1.40 31.99 89.85
Feb-2010 6.84 9,335 3.4 46.26 33.09 18,925 7.76 1,158.4 1.41 32.09 89.25
Mar-2010 6.83 9,115 3.27 45.22 32.37 19,080 7.77 1,130.8 1.40 31.82 93.25
Apr-2010 6.83 9,012 3.19 44.64 32.32 18,960 7.77 1,115.5 1.37 31.42 94.06
May-2010 6.83 9,180 3.25 46.21 32.53 18,980 7.79 1,200.2 1.40 32.23 91.30
Jun-2010 6.84 9,083 3.26 46.42 32.44 19,065 7.79 1,210.3 1.40 32.28 88.60
Jul-2010 6.85 8,952 3.19 45.81 32.28 19,095 777 1187.2 1.36 32.05 86.50
Aug-2010 6.86 9,041 3.14 45.18 31.30 19,485 7.78 1,189.1 1.36 32.10 84.25
Sep-2010 6.85 8,924 3.09 43.90 30.40 19,485 7.76 1,142.0 1.32 31.33 83.40
Oct-2010 6.86 8,928 3.1 43.18 29.98 19,495 7.76 1,126.6 1.30 30.78 80.58
Nov-2010 6.86 9,013 3.16 44.26 30.21 19,498 7.77 1,157.3 1.32 30.85 84.15
Dec-2010 6.86 8,991 3.08 43.89 30.15 19,498 7.78 1,138.9 1.29 30.37 81.18
Jan-2011 6.87 9,057 3.06 44.09 31.15 19,498 7.80 1,114.3 1.29 29.30 81.73

Sources: Haver Analytics, Datastream.
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Appendix Table 7. East Asia: Foreign Exchange Reserves Excluding Gold

in billions of U.S. dollars

China Indonesia Malaysia Philippines Thailand gzgggﬁl:‘g Korea, Rep.  Singapore Tainr\‘l;'anné Total
Des-1997 107.0 19.3 27.0 10.1 37.8 63.8 33.2 76.8 88.0 463.1
Des-1998 142.8 17.4 20.8 7.3 26.3 92.8 204 71.3 83.5 482.5
Des-1999 149.2 23.5 25.6 9.3 28.8 89.7 52.0 751 90.3 543.4
Des-2000 157.7 27.3 30.6 13.3 34.1 96.2 74.0 77.0 106.2 616.4
Des-2001 168.3 29.4 29.5 13.1 32.0 107.5 96.1 80.2 106.7 662.9
Des-2002 215.6 28.0 30.5 13.5 324 11.2 102.8 75.7 122.2 731.7
Des-2003 2911 32.0 34.2 13.3 38.1 111.9 121.3 82.2 161.7 885.9
Des-2004 408.2 36.3 44.6 13.7 411 118.4 155.3 96.2 206.6 1,120.3
Des-2005 614.5 36.3 66.4 13.1 48.7 123.5 199.0 112.6 241.7 1,455.9
Des-2006 821.5 34.7 70.2 15.9 50.7 124.2 210.3 116.2 253.3 1,697.1
Des-2007 1,068.5 42.6 82.2 20.0 65.3 133.2 238.9 136.3 266.1 2,053.0
Des-2008 1,949.3 51.6 91.2 33.2 108.7 182.5 2011 174.2 291.7 3,083.4
Jan-2009 1,916.6 50.9 91.0 34.7 108.2 181.7 201.7 167.1 292.7 3,044.4
Feb-2009 1,9151 50.6 90.7 34.2 110.7 177.0 201.5 163.5 294.2 3,037.6
Mar-2009 1,956.8 54.8 87.4 34.5 113.7 186.2 206.3 166.3 3001 3,106.2
Apr-2009 2,012.0 56.6 87.8 34.9 114.4 193.4 212.4 1701 304.7 3,186.2
May-2009 2,093.1 57.9 87.9 34.7 118.9 205.1 226.7 171.8 312.6 3,308.6
Jun-2009 2,135.2 57.6 91.3 34.8 118.3 206.9 231.7 173.2 317.6 3,366.5
Jul-2009 2,178.2 57.4 90.8 35.3 120.9 218.0 237.4 1741 3211 3,433.3
Aug-2009 2,223.9 57.9 93.3 36.7 124.8 223.2 245.4 176.3 3254 3,506.8
Sep-2009 2,288.5 62.3 94.8 37.5 129.1 226.8 254.2 182.0 332.2 3,607.4
Oct-2009 2,344.3 64.5 94.9 37.9 132.5 240.0 2641 184.3 341.2 3,703.7
Nov-2009 2,405.3 65.8 95.0 38.5 136.7 256.2 270.8 188.9 347.2 3,804.4
Dec-2009 2,399.2 66.1 96.4 38.8 135.5 255.8 269.9 187.8 348.2 3,797.6
Jan-2010 2,415.2 69.6 95.7 40.2 139.5 257.0 273.6 189.6 350.7 3,831.1
Feb-2010 2,424.6 69.7 95.6 40.2 138.8 258.2 270.6 187.6 352.7 3,838.0
Mar-2010 2,4471 71.8 94.0 39.6 1411 258.8 272.3 196.9 355.0 3,876.6
Apr-2010 2,490.5 78.6 94.7 40.6 144.4 259.2 278.8 203.2 357.6 3,947.5
May-2010 2,439.5 74.6 96.2 41.0 140.2 256.1 270.1 198.1 360.1 3,876.1
Jun-2010 2,454.3 76.3 93.3 41.8 143.4 256.7 2741 199.7 362.4 3,902.1
Jul-2010 2,5638.9 78.8 93.6 42.4 147.7 260.6 285.9 206.7 370.1 4,024.7
Aug-2010 2,547.8 81.3 93.8 42.8 151.2 261.3 285.3 206.2 3721 4,041.8
Sep-2010 2,648.3 86.6 107.5 46.4 159.0 266.0 289.7 214.5 380.5 4,198.3
Oct-2010 2,760.9 91.8 1141 50.3 166.7 267.0 293.3 221.2 383.8 4,349.1
Nov-2010 2,767.8 92.8 104.3 53.7 163.5 266.1 290.2 217.4 379.3 4,334.8
Dec-2010 2,847.3 96.2 104.9 55.4 167.5 268.7 291.5 225.5 382.0 4,439.1
Jan-2011 . 95.3 106.5 57.0 169.7 273.2 295.9 226.9 387.1

Sources: Haver Analytics, Thomson Datastream, and IMF International Financial Statistics.
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Appendix Table 8a. East Asia: Balance of Payments
in percent of GDP

Overall Balance Current Account Capital Account 1/
2005 2006 2007 2008 2009 2005 2006 2007 2008 2009 2005 2006 2007 2008 2009
East Asia and Pacific 71 71 8.8 6.9 8.4 5.8 7.5 8.9 7.6 6.4 1.3 -04 -01 -0.7 2.0
China 1.1 105 131 10.6 8.0 7.1 9.3 10.6 9.6 6.0 4.0 1.2 2.5 1.0 2.0
S.E. Asia 1.7 4.5 5.0 1.4 4.0 2.2 5.3 6.1 3.8 6.2 -05 -0.8 -1 2.4 2.2
Indonesia 0.2 4.0 29 -04 2.3 0.1 3.0 2.4 0.1 1.9 0.1 1.0 05 -05 0.4
Malaysia 2.6 4.4 70 25 20 146 163 157 175 16.7 -120 -11.9 -87 -20.0 -14.7
Philippines 2.4 3.2 5.9 0.1 4.0 2.0 4.5 4.9 2.2 5.5 04 1.3 1.0 -21 -1.5
Thailand 3.1 6.1 6.4 8.8 91 -43 1.1 6.3 0.8 8.3 7.5 5.0 0.1 8.0 0.8
NIEs 3.5 3.1 2.5 1.0 127 5.5 6.0 7.2 5.0 80 -19 -29 -47 -41 4.7
Hong Kong SAR, China 0.8 3.2 71 157 339 114 121 123 137 86 -106 -89 -52 20 253
Korea, Rep. 2.3 2.3 1.4 -6.0 8.2 2.2 1.4 2.0 0.5 3.9 0.1 09 -06 -65 4.3
Singapore 9.8 11.7 10.9 6.9 6.2 211 248 273 147 191 -11.3 -13.2 -16.3 -7.8 -13.0
Taiwan, China 5.5 16 -1.0 6.6 14.3 4.8 6.9 8.9 6.9 1.4 07 -3 -99 -03 2.9
Median 2.6 4.0 6.4 6.6 8.0 4.8 6.9 8.9 6.9 8.3 0.1 1.3 -06 -05 0.8
Sources: Haver Analytics, national sources.
1/ Capital Account + Financial Account + Errors and Omissions.
Appendix Table 8b. East Asia: Capital Account Components
in percent of GDP
Net FDI Net Portfolio Net Other Capital 2/
2005 2006 2007 2008 2009 2005 2006 2007 2008 2009 2005 2006 2007 2008 2009
East Asia and Pacific 2.0 1.4 1.7 1.2 00 -07 -24 -09 -08 0.3 -0.7 0.1 1.3 -1.6 2.0
China 3.0 2.0 3.5 21 07 -02 -24 0.5 0.9 0.8 -0.2 05 -20 -27 1.3
S.E. Asia 2.2 1.6 0.7 0.1 -01 1.4 1.8 09 -25 05 -36 -35 -22 0.0 -24
Indonesia 1.8 0.6 0.5 0.7 0.5 1.5 1.2 1.3 0.3 1.9 -33 1.0 -11 1.4 15
Malaysia 0.7 00 -15 -35 -34 -27 2.2 29 -11.4 0.1 -5.1 -9.8 -7.5 1.1 -85
Philippines 1.7 24 -04 0.8 1.0 3.5 2.6 3.2 -23 09 -30 -b1 -03 04 -3.2
Thailand 4.3 4.1 3.2 1.6 0.3 3.1 2.1 25 -07 -22 -33 -23 -3 3.5 0.8
NIEs 0.4 02 -13 -02 -20 -24 -44 -46 -40 -12 -02 1.4 0.6 0.2 7.4
Hong Kong SAR, China 3.6 0.0 -33 42 -55 177 -141 -1.3 -17.6 -20.5 2.0 3.2 -50 144 481
Korea, Rep. 0.0 -0.8 -1.7 1.8 -18 -04 -24 -25 -03 5.9 0.7 4.4 36 -40 -01
Singapore 3.4 7.2 2.4 4.7 -1.7 0.7 -27 -88 -94 -84 -173 -16.3 -116 -24 -43
Taiwan, China -1.2 o0 -08 -12 -08 -08 -50 -10.2 -31 -2.7 26 -0.2 1.1 3.9 7.1
Median 1.8 0.6 -04 08 -08 -02 -24 -13 -23 0.1 -30 1.0 -1.3 -1.1 -0.1

Sources: Haver Analytics, national sources.

3/ Net Other Investment + Net Financial Derivatives
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Appendix Table 9. East Asia: Nonperforming Loans
in percent of total loans
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Dec Dec Dec Dec Dec Dec Dec Dec Dec Dec Dec Dec Dec Mar Jun Sep Dec

China 1/ . . y .. . 236 179 132 86 71 6.2 24 16 14 13 12 11
Indonesia 2/ 7.2 48.6 329 18.8 121 75 68 45 76 61 41 32 33 34 30 30 26
Malaysia 3/ . 106 1.0 97 115 102 90 75 b8 48 32 22 18 19 21 21 20
Philippines 4/ . 1.0 127 149 169 146 138 125 86 61 49 41 37 39 39 . .
Thailand 5/ .. 450 389 177 104 157 127 107 82 75 73 53 49 46 45 42 36
Korea, Rep. 6/ 60 73 186 88 33 24 22 20 13 09 07 11 1.2 15 19 23 19

Source: National data sources.
1/ Covers only the major commercial banks for 2002-04, and all commercial banks for 2005-10.

2/ Excludes IBRA's AMC. Data for 1997 to 2002 excludes state banks; the data source is the Monetary Division of Bank Indonesia. Data from 2003 covers all commercial banks including
state banks; the data source is the Banking Supervision Division of Bank Indonesia

3/ Excludes Danaharta. This series, used by Bank Negara Malaysia, is net of provisions and excludes interest in suspense.
4/ Includes interbank loans.
5/ Excludes transfers to AMCs. The jump in headline NPLs in December 2002 was a one-off increase, reflecting a change in definition and did not affect provisioning.

6/ Excludes KAMCO/KDIC.
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Appendix Table 10. East Asia: Financial Market Indicators
Stock Market Index, end-of-period, Dec. 31, 2007 = 100

Jun-07 Dec-07 Jun-08 Dec-08 Jun-09 Dec-09 Mar-10 Jun-10 Sep-10 Dec-10 Jan-11

China 72.6  100.0 52.0 34.6 56.3 62.3 60.0 45.5 50.4 53.3 52.9
Indonesia 77.9 100.0 85.6 49.4 73.8 92.3 1051 106.1 1275 1349 124.2
Malaysia 93.7 100.0 82.1 60.7 74.4 88.1 92.4 90.9 101.3 1051 106.2
Philippines 1011 100.0 67.9 51.7 67.3 84.3 911 931 113.2 116.0 107.2
Thailand 90.5 100.0 89.6 52.4 69.6 85.6 88.7 929 M3.7 1204 124
Vietnam 110.5 100.0 431 34.0 48.4 53.4 55.9 54.7 49.0 52.3 55.1
Hong Kong SAR, China 78.3 100.0 79.5 51.7 66.1 78.6 79.5 72.4 80.4 82.8 84.3
Korea, Rep. 91.9 100.0 88.3 59.3 73.3 88.7 90.2 89.5 98.7 108.1 1091
Singapore 100.3 100.0 85.1 50.8 67.3 83.6 85.7 81.8 89.4 92.0 91.8
Taiwan, China 104.4 100.0 88.4 54.0 75.6 96.3 94.4 86.2 96.8 10556 1075

Source: Thomson Datastream.

Yields, 10-year local-currency government bonds, end-of-period, in percent

Jun-07 Dec-07 Jun-08 Dec-08 Jun-09 Dec-09 Mar-10 Jun-10 Sep-10 Dec-10 Jan-11

China 4.4 4.5 4.5 2.8 3.2 3.6 3.4 3.3 3.3 3.9 4.0
Indonesia 9.0 10.0 13.4 11.9 111 101 9.1 8.4 7.6 7.6 8.9
Malaysia 5.0 4.1 4.9 3.2 4.4 4.3 4.2 4.0 3.6 4.0 4.1
Philippines 7.4 6.6 9.4 7.4 8.1 8.1 8.1 7.9 6.2 6.1 7.2
Thailand 4.5 5.0 5.9 2.7 3.7 4.2 4.0 3.1 3.1 3.7 3.8
Vietnam 7.8 9.1 16.0 10.2 9.7 11.5 12.3 11.5 11.2 11.8 11.9
Hong Kong SAR, China 4.8 3.4 3.5 1.9 2.6 2.6 2.6 2.3 2.0 2.9 2.8
Korea, Rep. 5.5 5.7 6.0 4.2 5.2 5.4 4.7 5.0 4.1 4.5 4.7
Singapore 2.9 2.7 3.6 2.1 2.6 2.7 2.7 2.4 2.0 2.7 2.6
Taiwan, China 2.5 2.6 2.7 1.4 1.6 1.5 1.4 1.4 1.2 1.6 1.4

Source: Bloomberg.

Foreign-Currency Government Bond Spreads (EMBIG), end-of-period, in basis points over U.S. Treasuries

Jun-07 Dec-07 Jun-08 Dec-08 Jun-09 Dec-09 Mar-10 Jun-10 Sep-10 Dec-10 Jan-11

China 54 120 137 228 122 104 87 86 81 126 133
Indonesia 165 275 381 762 433 230 212 274 192 183 208
Malaysia 75 119 163 119 167 136 138 171 137 17 108
Philippines 155 172 303 546 324 206 219 266 184 163 166
Vietnam 122 203 368 747 379 314 293 338 305 323 412

Source: JP Morgan, Bloomberg.

Credit Default Swap (CDS) Spreads on Foreign-Currency Government Bonds, 5-year, end-of-period, in basis points

Jun-07 Dec-07 Jun-08 Dec-08 Jun-09 Des-09 Mar-10 Jun-10 Sep-10 Dec-10 Jan-11

China 13 29 75 188 75 73 63 91 67 68 78
Indonesia 110 154 286 638 317 188 156 186 140 133 164
Malaysia 16 44 116 225 105 90 70 102 80 74 83
Philippines 111 153 266 384 217 168 156 174 139 130 143
Thailand 39 55 135 256 110 96 104 134 102 99 17
Hong Kong SAR, China 5 18 42 104 68 48 39 57 48 46 47
Korea, Rep. 17 47 107 319 182 85 75 131 101 98 105

Source: Thomson Datastream.
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Appendix Table 11. Measures to Help Manage Capital Inflows

Country Measures

China Allowed banks and companies that settle trade transactions in RMB to also settle foreign direct investment transactions in RMB.
Allowed Chinese groups to remit profits and gains from overseas direct investment back to China in RMB.
Allowed banks to make RMB loans to overseas companies and projects with Chinese investors.
Bank of China announced the first renminbi-denominated share sale on the Hong Kong stock exchange; private sector IPOs in
renminbi expected later in 2011.

Indonesia Announced a minimum 1 month holding period for Bank Indonesia Certificates (SBls), effective in July.
Announced moves to issue 9-month and 12-month SBIs. Sales of one-month notes suspended (with three-month note issuance
subsequently suspended in November and six-month issuance suspended in February 2011).
Announced that the banking sector’s U.S. dollar reserve requirement would be increased from 1 percent to 5 percent in March 2011
and to 8 percent in June 2010.
Reintroduced a cap on lenders’ short-term foreign borrowings at a maximum of 30 percent of the banks’ capital.

Korea Tightened the foreign currency liquidity ratios at domestic banks.
Required liquidity risk management mechanisms at the local branches of foreign banks.
Limited foreign banks’ foreign currency derivatives contracts to 250 percent of the previous month’s equity capital.
Capped forward currency transactions for corporations at 100 percent of the revenues to be hedged.
Limited banks' lending to domestic non-financial companies in foreign currency to those that need foreign exchange to pay for
overseas transactions.
Introduced a Macro-prudential Stability Levy to be imposed on non-deposit foreign currency liabilities of financial institutions. Levy
rate to be determined through consultations and expected to take effect from the second half of 2011.

Philippines Debuted global peso-denominated government debt

Central Bank encouraged Aquino administration to prepay foreign debts to take advantage of the strong peso and moderate foreign
exchange appreciation.

Increased ceilings for residents’ foreign exchange purchases and outward investments.

Increased the limit on over-the-counter foreign exchange purchases without documentation for non-trade current account
purchases from $30,000 to $60,000 for authorized agent banks (AABs) and AAB foreign exchange corporations (AAB-forex corps.).
Increased the limits non-resident, departing tourists could convert at ports of exit from $200 to $5000 without proof of sale of
foreign exchange for pesos

Increased the ceiling on foreign exchange purchases by residents to cover import transactions from $100,000 to $1 million.
Allowed prepayment of BSP-registered foreign and foreign-currency loans of the private sector to be funded with foreign exchange
from AABs and AAB-forex corps. without prior BSP approval.

Allowed registering banks to perform foreign exchange conversions and outward remittances of peso funds not in excess of original
foreign exchange inflow less any amount used for actual investments in country.

Increased the limit that residents may purchase from authorized agent banks for outward investments and/or investments in ROPs
and other Philippine debt papers issued offshore, including peso-denominated instruments to be settled in foreign exchange, from
$30 million to $60 million per investor per year.

Lifted the registration requirement for outward investments in excess of the $60 million limit and replaced this with reporting to
BSP. Prior approval is still required.

Extended the periods for inward remittance and conversion to pesos or reinvestment of proceeds and related earnings on outward
investments of residents from 2 and 7 banking days to 30 banking days from receipt of funds abroad.

Taiwan, China

Barred foreign investors from leaving funds in dollar time deposits beyond an initial three-month period.

Raised reserve requirement ratios on new currency deposits from foreign investors to 90 percent from 10 percent; raised
requirements on existing deposits to 25 percent from 10 percent.

Stopped paying interest on reserves held in certain types of deposit accounts owned by foreign investors.
Central bank capped trading in non-deliverable forwards at 20 percent of a bank’s total foreign exchange trading.
Set a one week deadline for substantial overseas deposits to be used for their stated purpose or be repatriated.

Financial Supervisory Commission banned foreign investors from investing more than 30 percent of their funds in local government
bonds.

Domestic banks prohibited from engaging in overseas NDF (non-delivery forward) business, keeping short position for U.S. dollars
overnight, and placing orders for the last trading match.

Thailand

Increased the limit on outbound portfolio investment from $30 billion to $50 billion.

Importers and exporters not required to request permission to unwind foreign exchange hedging transactions.
Allowed Thai companies to lend up to $50 million to unaffiliated corporations abroad without permission .
Lifted non-residents’ exemptions from the 15 percent withholding tax on local bond purchases.

Allowed Thai companies to transfer export proceeds from foreign currency deposit accounts to counterparties in Thailand for
payment of goods and services.

Raised the limit on foreign property investments from $5 million to $10 million per year.
Raised the amount of foreign currency local residents and companies can hold in their own bank accounts to $500,000
Increased the minimum requirement on repatriation of export earnings from $20,000 to $50,000
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Appendix Chart 1. East Asia: Foreign Exchange Reserves and Exchange Rates

in billions of U.S. dollars and in local currency unit per U.S. dollar
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Appendix Chart 2. East Asia: Real and Nominal Exchange Rates

indices, 2005 = 100, and in local currency unit per U.S. dollar
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Note: REER = real effective exchange rate; NEER = nominal effective exchange rate; LCU = local currency units.
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The East Asia and Pacific Economic Update is the comprehensive, twice-yearly review of the region's economies
prepared by the East Asia and Pacific region of the World Bank. In this edition, the report notes that inflation has
become the key short-run challenge for the authorities in the region, complicated by a surge in portfolio capital inflows
and rapidly increasing food and commodity prices that hit low-income households disproportionately. For many middle-
income countries in East Asia, lowering inflation presents difficult policy choices. And while there is scope for tighter
monetary policy, the bulk of the adjustment burden is on fiscal policy where the challenge lies in lowering deficits
more rapidly while creating the fiscal space to finance infrastructure to drive future growth and assuring necessary
social investments and cash transfers to the poor. Over the medium-term, East Asia has the potential to sustain rapid
increases in living standards even as the global economy enters a more challenging phase. China, today the world’s
second largest economy and its leading exporter and manufacturer, will remain a powerful source of external demand
for East Asian producers in the foreseeable future. Tighter regional integration will help further boost the international
competitiveness of developing East Asia while also providing an engine of growth that is relatively less dependent on
the slow-growing high-income countries. But even as the region grows rapidly, rising inequality is a matter for concern
and could pose a challenge to future social stability. Climate change complicates East Asia’s quest for continuous
rapid growth. On the one hand, the carbon footprint of the region must be contained: this is the essence of the
mitigation agenda. On the other, countries need to learn to live with the consequences of a changing climate—the
adaptation agenda. And nowhere is the adoption and implementation of an adaptation agenda more important than
in East Asia’s urban centers, the concentration of increasingly larger share of output and population.
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