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to 2.5% in September 2009, largely a result of a sharp drop in food and
fuel prices, slower domestic economic activity, and reduced monetization
of the fiscal deficit. Higher global commodity prices likely propelled
inflation to about 6.5% by March 2010, leaving the FY2009 year-average
rate at 7.9% (Figure 3.27.2).

The external current account fell into deficit in FY2008 (estimated
at 2.5% of GDP) from a surplus of 0.6% of GDP in FY2007, owing to
lower export volumes and declines in export prices of agricultural
products. This gap narrowed to about 1.0% in FY2009 (Figure 3.27.3),
when a contraction in imports more than offset declines in gas exports
(due to lower prices) and in remittances. The fall in imports in part
stemmed from the winding down of construction at the new capital
city, Naypyidaw. Inflows of foreign direct investment into the energy
sector helped lift international reserves to about $5 billion at end-FY2009
(Figure 3.27.4), equivalent to 8 months of imports.

The consolidated fiscal deficit in FY2009 (covering the central
government and state economic enterprises) widened to an estimated
3.7% of GDP from 3.4% in FY2008. Current expenditure was driven up
by higher interest payments on domestic debt, spending to repair cyclone
damage, and a 35% public sector wage increase in January 2010. Revenue
growth was sluggish. The revenue-to-GDP ratio at about 7% is low by
international standards, while social spending at around 1% of GDP is
extremely low.

In FY2008, the authorities moved away from routinely monetizing
the fiscal deficit and financed about one-third of it through issues of
Treasury securities. The government issued a new 2-year Treasury bond
in January 2010 with a view to increasing the use of domestic saving for
deficit financing. This move is expected to go some way to containing
the inflation impact of future fiscal deficits. However, the practice of
valuing exports of state enterprises at the official exchange rate of MKé6/$1
(as opposed to the market rate of about MK1,000) leads to significant
distortions because domestic revenue available for spending is hugely
undervalued.

As for monetary policy, administratively determined nominal interest
rates remained at their 2006 levels through 2009—17% for lending and
12% for bank deposits—despite the easing of inflation. Consequently,
real interest rates in the formal banking sector are among the highest
in the world. While this has, to some extent, helped bring back more
domestic saving into the formal banking system, it could have significant
implications for bank soundness as borrowers’ debt-servicing capacity
deteriorates.

Economic prospects

Projections for the economy are based on assumptions of normal weather.
They also assume that a national election scheduled for 2010 will, at the very
least, bring about a more conducive environment for economic reforms, and
that there will be no regression of the limited reforms seen so far.

On this basis, GDP growth is expected to edge up to 5.2% and then
to 5.5% in the next 2 fiscal years. In FY2010, private consumption will be
supported by the public sector wage hike, while public consumption is
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likely to pick up due to expenditure related to the election. In FY2011, a
modest increase in rural incomes owing to forecast rises in exports and
prices of cash crops will underpin private consumption.

Public investment will rise if the government goes ahead with planned
increases in expenditure on infrastructure. The authorities have indicated
that they will use part of the SDR202 million ($309 million) allocated
in 2009 by the International Monetary Fund for infrastructure. Inflows
of foreign private investment are expected for the development of two
new gas fields, Shwe and Zawtika, and the construction of an oil and gas
pipeline project from Myanmar to the People’s Republic of China. Aid
disbursements for cyclone victims are scheduled to be stepped up prior to
the completion of the humanitarian relief effort in July this year.

From the supply side, agricultural output is expected to gradually pick
up. The rebound in neighboring economies is seen increasing demand for
gas, which will underpin industrial output.

Inflation is projected to accelerate to 8.5%-9.0% in the forecast period,
reflecting somewhat higher domestic demand and increased world prices
for oil and foodstufts. A modest increase in exports of gas and food crops
is to be offset by increased imports of capital equipment and construction
materials. The current account deficit is projected to widen to about 2%.

3.27.1 Selected economic indicators (%)

2010 2011
GDP growth 5.2 5.5
Inflation 85 9.0
Current account balance -1.8 2.1

(share of GDP)

Source: ADB estimates.

3.27.1 Development challenges

In the late 1980s, Myanmar began a process of gradually
unwinding state ownership and control of the economy.
These changes have improved efficiency and growth in
some parts of the economy, but reforms have often been
piecemeal, without an apparent strategy to overcome the
many structural impediments to realizing the economy’s
potential. The country has lagged behind its neighbors in
living standards (Box figure) and poverty reduction, and the
agenda of required reforms remains extensive.

A gradual liberalization of agriculture has prompted
more farmers to grow cash crops. However, the sector faces
acute shortages of credit. Farmers invariably have to turn
to informal sources of finance, at interest rates of 5%-12%
a month. The shortage of credit, in turn, leads to a glut
of paddy for sale at harvest times, resulting in very low
farmgate prices. The credit shortage also means that farmers
are unable to afford adequate farm inputs and have reduced
the intensity of land cultivation, leading to a reduction in
farm yields and fewer rural jobs.

Banking system assets are below levels of a decade ago,
and 70% of all private financing requirements are sourced
from the informal sector. Broadening access to formal
finance requires moving toward market-determined interest
rates, relaxing the deposit-to-capital ratio for banks, easing
stringent collateral requirements, and lifting administrative
controls on the expansion of new bank branches.

Stimulating competition among banks would improve
banking services. In this context, the priorities should be to
eliminate regulatory forbearance toward state banks, allow
state banks to operate on a commercial basis, and move

away from a segmented system whereby only certain banks
can operate in certain sectors.

The government floated proposals to some business
groups in early 2010 to sell various state assets, such as the
fuel distribution network, some ports and buildings, and
the international airline. This has the potential to facilitate
development of the private sector. Enterprises that remain
in state ownership need to be modernized and allowed
to operate on a commercial basis, which would promote
competition and increase their contribution to the budget.

Addressing low levels of government revenue generation
requires a broadening of the tax base and fewer tax
exemptions. Now that investment spending on the capital
city has peaked, there should be room for increased
outlays on development and social projects. Unification of
the multiple exchange rates would create additional fiscal
resources and reduce incentives for informal activity.

Per capita GDP, 2009
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Philippines

Consumption spending, both private and public, offset weakness in investment and net exports
last year, enabling modest economic growth. Remittances from overseas workers and expansionary
macroeconomic policies supported consumption. Growth is forecast to quicken this year, based on
increases in private consumption and a rebound in both exports and investment. After elections in
May 2010, one of the challenges for the new administration will be to strengthen the fiscal position

and improve the investment climate.

Economic performance

In the face of the global recession, the economy grew by 0.9% in 2009,
compared with average growth of 5.5% over the previous 5 years. (Gross
national product, which includes remittances from nearly 9 million
Filipinos working abroad, rose by 3.0%.) GDP maintained slight growth
throughout 2009 on a year-on-year basis, picking up in the fourth quarter
(Figure 3.28.1), as industrial output rebounded from a slump.

Buoyed by remittances from overseas workers, private consumption
grew by 3.8% (compared with 4.7% in 2008) to remain the biggest
contributor to GDP growth on the demand side. Remittances rose by
5.6% to $17.3 billion in 2009, with double-digit increases in November and
December when workers sent additional amounts to their families who
had been devastated by tropical storms.

Significantly higher government consumption spending (up by
8.5%) and a fiscal stimulus package helped support aggregate demand.
The government provided cash transfers and emergency employment
programs to vulnerable groups as the economy slowed. It also increased
spending on infrastructure to compensate for a slump in private
construction.

However, the impact of the global financial crisis and recession
depressed investment, in fixed capital by 3.5% and in durable equipment
by 11.4% (although the pace of contraction slowed in the second half). The
ratio of fixed investment to GDP resumed its decline (Figure 3.28.2), after
some improvement in 2007 and 2008. Total investment dragged down
GDP growth, as did net exports.

On the supply side, services (accounting for 50% of GDP in 2009)
expanded by 3.2% and was the only production sector to contribute to
GDP growth (Figure 3.28.3). Retail trading, assisted by the growth in
remittances, picked up during the year. So did communications, finance,
and business process outsourcing. By contrast, industrial production fell
by 2.0%, in its first contraction since 2001. Manufacturing, the biggest
industry subsector, shrank by 5.1%, with weaker external demand for

This chapter was written by Teresa Mendoza of the Philippines Country Office, ADB,
Manila.
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electronic products and clothing a major factor. Public construction
increased as the fiscal stimulus was launched, though private construction
fell. Production from the fairly small mining industry rose by about 20%
in 2009.

Agriculture, representing a declining share of GDP but still accounting
for one-third of employment, suffered from severe tropical storms, which
reduced rice output by nearly 14% in the fourth quarter from the year-
earlier period. Overall, agricultural output was flat for the year.

Employment grew, mainly in services, but fell short of the 1.1 million
increase in the labor force, so that the unemployment rate rose to 7.5% in
2009 (the rate of underemployment was 19.1%). Pressure on under- and
unemployment was mitigated to some extent by the deployment of about
1.3 million workers overseas in the first 11 months of 2009, 12% higher
than the prior-year period.

Lower international prices for oil and commodities, coupled with the
soft domestic demand, pulled down consumer prices (Figure 3.28.4), so
that inflation averaged 3.2% in 2009. It picked up to 4.4% in December, on
the back of rising prices for oil and for food (owing to weather damage to
agriculture).

The slump in global trade cut merchandise exports by just over 22% to
$37.5 billion, the lowest value since 2003. Exports of electronic goods and
clothing were particularly affected. Merchandise imports fell by about
24% to $46.4 billion, reflecting the weakness in exports (materials for
manufactured exports are imported) and in investment, and lower prices
for oil and commodities.

By November, though, trade grew on a year-on-year basis
(Figure 3.28.5), from a low base in the prior-year month. In the last
2 months of 2009, the rebound in exports was driven by electronics;
that in imports by capital goods, materials for manufactured exports,
and higher oil prices. With the fall in the value of merchandise imports
outpacing that of exports, the trade deficit shrank.

The current account recorded a large surplus of $8.6 billion (5.3% of
GDP), benefiting from the narrower trade gap, growth in remittances,
and an expansion of earnings from business process outsourcing.
Portfolio investment recorded an inflow of $1.4 billion, a reversal from
outflows of $3.8 billion in 2008. Net foreign direct investment remained
low by subregional standards. The overall balance of payments recorded
a substantial surplus, and the stronger external position contributed to a
2.4% appreciation of the peso against the United States dollar in 2009.

Gross international reserves stood at $45.7 billion as of February
2010 (Figure 3.28.6), representing a high 9.3 months of import cover and
10.2 times short-term external debt (based on original maturity). Reserves
were boosted by higher government borrowings on global financial
markets to fund the fiscal stimulus.

That stimulus focused on extra spending for infrastructure and for
social protection measures. Government expenditure, other than for
interest payments on the large public debt, rose to 14.9% of GDP from
13.5% in 2008. Concurrently, tax revenue fell by 6.4%, eroded by weaker
economic growth and provision of tax exemptions and reductions
in 2009 (forgone revenue was estimated at about 0.6% of GDP). Poor
investment sentiment stymied planned sales of government assets. In

3.28.3 Contributions to growth (supply)
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these circumstances, the fiscal deficit widened to 3.9% of GDP, from 0.9%
of GDP in 2008 (Figure 3.28.7).

As the economy sagged and inflation waned, Bangko Sentral ng
Pilipinas lowered its policy interest rates in steps by 200 basis points from
December 2008 to July 2009, taking the overnight borrowing rate to 4.0%,
the lowest in about two decades (Figure 3.28.8). The central bank also
supported banking system liquidity and depositor confidence by, among
other changes, reducing commercial bank reserve requirements and
increasing the ceiling on deposit insurance.

Growth in bank lending slowed in the early part of the year, then
picked up as economic conditions improved. Broad money (M3) growth
decelerated to 8.3% year on year in December 2009, from nearly double
that rate a year earlier.

Economic prospects

The outlook assumes that there is a smooth political transition in 2010
following presidential and legislative elections scheduled for May, and
that the new government pursues credible economic and fiscal programs.

Fiscal policy will likely be less stimulative in 2010, given budget
constraints and plans by the current administration to trim the fiscal
deficit to 3.5% of GDP. Spending on social services is budgeted to rise (in
nominal terms), but the amount set aside for infrastructure is lower than
last year. There are risks on the revenue side. More tax exemptions were
approved early in 2010, and additional tax breaks are proposed, even
though the country’s low tax collection is a chronic constraint on the
budget.

Monetary policy is expected to support the recovery while the
authorities gradually unwind the liquidity-boosting measures put in place
during the global financial crisis. The central bank increased the lending
rate to banks under a rediscounting facility and reduced the size of its
peso rediscounting window in the first quarter of 2010.

Private consumption will likely remain the main driver of growth in
the next 2 years, underpinned by remittances (expected by the central
bank to rise by about 6% in 2010), a firmer labor market, and stronger
consumer confidence. Election-related spending will provide a boost
through May. Exports will grow in line with the global recovery and, on a
net basis, are expected to contribute modestly to GDP growth.

Investment is forecast to rebound from last year’s low levels now that
the external and domestic outlooks have improved (businesses might be
cautious until the May elections, though). Investment pledges reported
by government agencies in the fourth quarter of 2009 nearly trebled from
the prior-year period, and the index of business confidence rose to a
2-year high in the first quarter of 2010 (Figure 3.28.9). Property companies
have laid out aggressive expansion plans to meet anticipated strong
demand for office space, mainly from business process outsourcing firms,
and for housing (stimulated by remittances and low interest rates).

Services will benefit from stronger growth in private consumption
as well as election-related spending. Higher levels of external trade will
continue, more specifically, to stimulate wholesale trade, storage, and
transport. The association representing business process outsourcing
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firms expects that growth in the industry’s revenue this year will
exceed last year’s 19% gain. Rapid expansion has raised employment in
outsourcing to about 450,000 from about 100,000 over the past 5 years,
and some firms are extending into more value-added services fields.

Manufacturing is projected to recover gradually in tandem with
the improvement in external demand, particularly for electronic
products. Agriculture, still rebuilding after last year’s storms, was hit
by an El Nifio drought in the early months of 2010, which curtailed
crop yields in some areas. The government planned rice imports of
2.4 million tons in 2010 (up from 1.8 million tons in 2009), but it might
need to raise this target.

The drought has also reduced hydropower output. Electricity supplies
for the largest island of Luzon, which accounts for about two-thirds
of GDP, were interrupted in the first quarter when a lack of rain for
hydropower coincided with maintenance shutdowns and technical
problems of other plants. Mindanao, the second-largest island, has been
worse hit because hydropower accounts for about 55% of its electricity
supplies.

On drawing these strings together, GDP is forecast to increase by 3.8%
in 2010 (Figure 3.28.10), still below potential and under the 5.5% recorded
in 2004-2008.

Growth is seen accelerating to 4.6% in 2011, when a stronger global
recovery is expected to give impetus to exports and remittances.

The forecast is subject to more uncertainty than usual, since the new
administration’s economic and fiscal policies will have an important
bearing on the momentum of growth.

Inflation is forecast to rise to 4.7% this year, owing to the impact
of the drought, which is putting some upward pressure on food prices,
and higher prices for imported oil and commodities. Electricity charges
look set to increase as producers seek to cover rising costs, and suppliers
turn to more expensive oil-based power generation to compensate for
shortfalls in hydropower. Inflation averaged 4.2% in the first 2 months
of 2010.

External trade will be considerably stronger this year. Merchandise
exports surged by nearly 43% and imports by 30% in January 2010 (both
from low bases in the prior-year month). For the full year, growth of
imports will likely outpace exports, widening the trade deficit. Taking
into account higher remittances and business process outsourcing
income, the current account is expected to record a surplus, although it
will moderate from 2009 to around 3.3% of GDP in 2010-2011.

In the context of improved global financial market conditions, the
government raised $2.6 billion from bond issues overseas in the first
2 months of 2010, securing about half its external borrowing target
for 2010. The authorities also plan to issue bonds targeted at overseas
Filipino workers. Borrowing costs for external debt have broadly
declined to levels of before the financial crisis. Moody’s upgraded its
sovereign credit rating for the Philippines in July 2009, from B1 to Bas,
citing the resilience of the financial system and of the external payments
position during the global recession.

Risks to the forecasts come from the impact on agriculture and food
prices of a more severe El Nifo, and the impact on trade and growth

3.28.1 Selected economic indicators (%)

2010 2011
GDP growth 3.8 4.6
Inflation 4.7 4.5
Current account balance 33 3.2

(share of GDP)

Source: ADB estimates.
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from slower than projected recovery in the global economy. Significant
fiscal slippage could unsettle financial markets and raise the country’s
risk premium. It will be important that the new government commit to
a medium-term plan to strengthen the fiscal position.

Development challenges

Although the economy maintained some growth during the global
recession, the slowdown in 2009, coming just after the surge in food
and fuel prices in 2008, has made the attainment of the Millennium
Development Goals more challenging. One-third of the population was
poor even before the last 2 difficult years.

Over a long period, the Philippines has invested less in social sectors
and infrastructure than most of its neighbors, in large part a result of the
tight fiscal situation, high levels of public debt, and a business climate
that hampers private investment. Gross domestic investment fell to the
equivalent of 14.0% of GDP in 2009, the lowest rate on record.

Fiscal resources are severely constrained by weak revenue generation.
Tax revenue as a share of GDP, also lower than among most of its
neighbors, declined to 12.8% in 2009 (Figure 3.28.11). That decline
reflected not only the temporary effect of lower tax collections during
the economic slowdown, but also a long-term erosion of the tax base due
mainly to tax exemptions. National government debt rose to 57.3% of GDP
in 2009 (Figure 3.28.12), and interest payments on the debt absorb about
20% of total budget outlays, crowding out development expenditures.

Reversing the structural erosion of taxes and reducing government
debt to release budget funds for development expenditure will require
renewed efforts at tax reform by the new administration. That could
include rationalization of fiscal and investment incentives (they cause
large losses of tax revenue), and indexation of excise taxes to inflation.
Enhancing tax administration is equally important, including cracking
down on tax evaders and enforcing anticorruption programs in tax and
customs agencies.

Higher private investment, too, could play a more significant role in
upgrading infrastructure and, more generally, the productive capacity
of the economy. Saving is not the main constraint (Figure 3.28.13), since
national saving has steadily risen, bolstered by remittances.

Rather, sluggish private investment reflects infrastructure deficiencies,
particularly in power and transport, and weaknesses in governance and
the policy climate. According to the World Economic Forum, the global
competitiveness ranking of the Philippines in 2009/10 fell to 87 (out of
133 countries) from 71 (out of 134) in 2008/09, putting it below India,
Indonesia, and Viet Nam, among others. The report cited corruption,
inefficient bureaucracy, policy instability, and inadequate infrastructure as
the main reasons for the low ranking.

3.28.11 Tax revenue
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3.28.13 Saving and investment
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Singapore

Global headwinds buffeted this export-oriented economy in 2009. The slump in trade and dwindling
capital flows knocked down private consumption and investment. Fiscal and monetary stimulus policies
went some way to temper the contraction in GDP. Growth is forecast to rebound strongly this year,
as the impact of the pickup in global trade and finance spreads through the economy. Inflation is
expected to edge higher. The government, turning its attention to a decline in industrial productivity,

will invest in upgrading the economy and its workforce.

Economic performance

The world financial crisis and slump in global trade had a deep impact on

this exceptionally open economy (exports of goods and services represent
over 200% of GDP). From the first quarter of 2008 to the first quarter

of 2009, GDP fell by 9.5%. By the fourth quarter of 2009, though, the
economy was growing again on a year-on-year basis (Figure 3.29.1), the
recovery fueled by a rebound in exports. That late lift contained the 2009
full-year GDP contraction to 2.0%, not as severe as had been expected
earlier in 2009.

Singapore’s total trade in goods and services in volume terms fell
by nearly 12% last year, the sharpest fall in at least 3 decades. The slump
in trade, which started in 2008, sent shockwaves through the economy,
battering most manufacturing and services industries, weakening the
labor market, and severely denting consumer and business confidence.
Private consumption and investment fell from 2008’s levels.

Private consumption declined by 0.5%, undermined by the fall
in consumer confidence, job layoffs, and lower incomes. (Per capita
gross national income in nominal terms fell by 6.5%.) To counteract
the weakness in private consumption, the government ramped up its
expenditure, lifting public consumption by 8.3%.

The biggest drag on GDP on the demand side came from investment
which, measured as gross fixed capital formation, fell by 3.1% in 2009
(Figure 3.29.2), carried down by a 5.3% drop in private investment. That
latter decline more than offset the impact of a 14.4% rise in public sector
investment, as the government accelerated infrastructure works, such
as mass transit rail lines. While investment in equipment fell by 14.6%,
that in construction rose by 13.1%, largely stemming from the public
infrastructure spending and the continued building of the large casino-
entertainment projects, Resorts World Sentosa and Marina Bay Sands.

The economic rebound in the fourth quarter, when GDP rose by 4.0%
year on year, was spurred by a 4.5% rise in real exports (imports fell by
1.8%). Higher exports and a generally better international environment

This chapter was written by Arief Ramayandi of the Economics and Research
Department, ADB, Manila.

3.29.1 GDP and export growth

Il GDP year on year

[] GDP, quarter on quarter Export growth ==

% %
10— _24
5_ 12
0_ _0

5_ —-12
-10_ _-24
Q1 Q2 Q3 Q4 Q1 Q2 Q3 4

2008 09

Source: CEIC Data Company (accessed 11 March 2010).
Click here for figure data

3.29.2 Growth in consumption and
investment

Il Private consumption

[ Government consumption  Gross fixed capital ==
% %
12_ 20

2005 06 07 08 09
Source: CEIC Data Company (accessed 11 March 2010).
Click here for figure data


http://www.adb.org/Documents/Books/ADO/2010/figs/f3-29-1.xls
http://www.adb.org/Documents/Books/ADO/2010/figs/f3-29-2.xls

Southeast Asia

Singapore 223

raised consumer and investor sentiment—fixed investment increased by
8.3% and consumption by 6.2% in the October-December period.

On the production side, weakness in domestic demand and a fall in
tourist arrivals caused wholesale and retail trading to contract by 9.1%,
and transport and storage to fall by 7.0% (Figure 3.29.3). The freezing up
of international financial markets and investment flows was reflected in
a 1.4% decline in financial services. Manufacturing production, which is
heavily export oriented, fell by 4.1%. However, construction expanded by
16.0%, a third consecutive year of double-digit growth. Business services
and information and communications grew slightly.

Employment fell by about 14,000 in the first half of 2009,
predominantly in manufacturing, raising the seasonally adjusted
unemployment rate to 3.3% for the period. When economic activity
rebounded in the fourth quarter, employment also started to recover,
particularly in services industries such as retailing and hotels. The
unemployment rate fell to 2.1% in the fourth quarter.

The weakness in domestic demand, coupled with lower prices for oil and
commodities, pulled inflation down to just 0.6% in 2009, from 6.6% in 2008.
The consumer price index fell for 7 months, year on year (Figure 3.29.4).

In the context of low inflation and contracting GDP, the Monetary
Authority of Singapore maintained the effective loosening of monetary
policy that it adopted in October 2008 by allowing a depreciation of the
nominal effective exchange rate. The Monetary Authority sets policy
by managing the Singapore dollar in a trade-weighted band against a
basket of currencies, rather than by setting interest rates. In October
2008 it changed a 3-year-old policy of allowing a “modest and gradual”
appreciation of the Singapore dollar against the currency basket to a
target of zero appreciation, and in April 2009, lowered the center of the
trade-weighted band. Liquidity in the economy remained high and broad
money (M2) grew by a relatively strong 11.3% in 2009.

An expansionary budget for FY2009 (ended 31 March 2010) included
a S$20.5 billion stimulus package. Notable measures were a Jobs Credit
Scheme to curb layoffs by offering employers a temporary wage subsidy,
and a Special Risk-Sharing Initiative to assist firms facing a squeeze on
credit with access to funds. Other elements of the package were cuts
in corporate income taxes and rebates on personal income taxes, and
additional assistance for low-income earners. The programs performed
fairly well in stimulating the economy.

As it turned out, spending on several stimulus measures fell short of
the budgeted amounts, in large part because the economic performance
turned up earlier than expected. Similarly, revenue held up better than
previously anticipated. The overall fiscal deficit was equivalent to 1.1% of
GDP, compared with a small surplus in 2008.

In United States dollar terms, merchandise imports dived by 23.3%
last year, outpacing a 20.3% drop in merchandise exports (weak domestic
demand cut imports, as did the slump in manufacturing industries, which
use mainly imported materials). The decline in trade bottomed in the
first quarter of 2009 (Figure 3.29.5). External balances for goods, services,
and income remained in surplus, so that the current account surplus was
barely changed from 2008, at 19.1% of GDP. International reserves rose by
about 8% to US$187.8 billion, or 7 months of import cover.

3.29.3 Contributions to growth (supply),
selected sectors, 2009
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Economic prospects

The recovery in world trade projected in ADO 2010 and pickup in
financial flows bode well for Singapore’s outlook. In particular, the
economy will benefit from the V-shaped recovery in Asia, a region
that accounted for about 60% of Singapore’s total exports in 2008
(Figure 3.29.6). The share of exports shipped to industrial economies,
including Japan, was about 30%.

Merchandise exports surged by 35% and imports by 31% on a customs
basis in the first 2 months of 2010, from a relatively low base in the
prior-year period. Stronger external demand for goods and services will
have spillover effects throughout the economy. Indeed, manufacturing
production rose by just over 29% in the first 2 months of this year.

Fiscal policy has shifted focus from dealing with the recession and the
immediate recovery to the medium- and long-term goals of upgrading the
economy and reducing dependence on foreign labor. The fiscal stimulus
is being gradually removed. The Jobs Credit Scheme will be phased out
by the third quarter of 2010 and the program to help firms obtain credit
will finish by year-end. The FY2010 budget allocates more for education
and research and development programs aimed at raising productivity.
The fiscal deficit is expected to be similar to last year’s outcome, at 1.1%
of GDP. Monetary policy is expected to remain generally accommodative
this year.

Investment is forecast to rebound in 2010, stimulated by the better
global trade and financial climate and an accommodative monetary
environment. Business confidence already recovered in the second half of
2009 (Figure 3.29.7). In particular, investment is expected to strengthen
in financial and business services, tourism, and manufacturing.
Construction investment will be supported by strong demand for
residential property and the infrastructure projects (the casino-
entertainment projects were largely completed in early 2010).

Private consumption will recover from last year’s weakness, benefiting
from growth in employment and incomes and from the income effect of
higher equity and property prices. Net exports are expected to contribute
to GDP growth in the forecast period.

Taking these factors into account, GDP is forecast to rebound to 6.3%
growth in 2010 (Figure 3.29.8), and to expand by about 5.0% in 2011 (the
pace easing because of 2010’s higher base). The outcome in both years
depends heavily on the global economic recovery.

The expected level of GDP for the next 2 years is below the output
trend since 2001 (Figure 3.29.9). Upward pressure on domestic prices
from the demand side will therefore remain subdued. Inflation is forecast
to speed up a little to 2.3%, on rising international prices for oil and
commodities and the low base set in 2009. (In the first 2 months of 2010,
the consumer price index rose by an average of 0.6%.) Inflation is forecast
to slow to about 2.0% in 2011 as the low-base effect dissipates.

The rebounds in domestic demand and in exports will likely mean
slightly stronger growth in merchandise imports (21.0%) than exports
(19.5%) this year. This variation will contribute to a narrowing in the
current account surplus as a share of GDP, to a still-substantial 18.0%. In
2011, this surplus is likely to rise, to about 21.0% of GDP.

Strong demand for residential property in the second half of 2009,

3.29.1 Selected economic indicators (%)
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accompanied by rising prices (Figure 3.29.10), was driven both by an
upturn in market confidence as the domestic outlook brightened, and by
inflows of foreign capital. The government moved to contain speculation
in housing by imposing new stamp tax on homes sold within 1 year of
purchase and by capping housing loans at 80% of a property’s value. A
significant number of housing projects are in the construction stage,
which indicates that supply will pick up next year. This should ease
pressure on prices, provided that speculation is contained.

Development challenges

Labor productivity has declined over recent years in construction,

manufacturing, and some services, especially business services, hotels and

restaurants, and wholesale and retail trading (Figure 3.29.11).

A government-appointed Economic Strategies Committee noted
in a report this year that Singapore’s productivity in manufacturing
and services, in absolute terms, is 55%-65% that in the United States
and Japan. Hong Kong, China’s productivity levels rank higher than
Singapore’s in construction and services.

The report observed that a large part of Singapore’s average 5%
economic growth over the past decade had been achieved through
expansion of the labor force, including foreign workers, who now make
up almost one-third of the workforce. GDP growth averaged 8% from
2004 t0 2007, a period when the increase in foreign workers accelerated.
However, average labor productivity tends to decline if industries
employ an increasing number of workers, while keeping other factors
of production, and levels of innovation, relatively steady. Easy access
to low-cost labor from abroad provides little incentive for Singapore’s
employers to invest in productivity improvements, the report noted.
Moreover, there are “physical and social limits” to the number of foreign
workers the country can accommodate.

Responding to the report, the government in February this year laid
out a strategy to drive growth through a greater focus on productivity,
rather than on an increasing labor force. It sets a goal of achieving
productivity increases of 2%-3% a year over the next decade, more than
double the rate of the past decade. This higher rate, even with slower
labor force expansion, would enable the economy to grow by 3%-5%

a year and to raise real incomes by one-third in 10 years. The FY2010

budget committed to spend S$5.5 billion over the next 5 years on training,

on tax incentives for companies to upgrade and automate operations, on
stimulating research and development, and on encouraging mergers and
acquisitions.

At the same time, the government will increase levies on companies
that employ low-skilled foreign workers, to encourage them to put more

emphasis on productivity improvements by making labor more costly. The

levies will be increased gradually over several years, starting in July 2010.

Although the higher levies are to be phased in, there is a risk that this
more restrictive approach could increase domestic production costs, given

that the labor market is tight. That could put a strain on companies still
striving to recover from recession.

3.29.9 Actual versus trend GDP
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Thailand

Fractious politics aggravated the impact of the global recession on this economy, which contracted steeply
in 2009 despite expansionary fiscal and monetary stances. Consumer prices fell over the year. The pace of
recovery is expected to be moderate in 2010, in light of political tensions that will likely cause some delays
in a government infrastructure program. Inflation will quicken and the current account is likely to record a
surplus. Economic growth is forecast to pick up in 2011, based on stronger exports and investment.

Economic performance

The impact of the global recession, coupled with a fractious domestic
political setting, caused this economy to contract by 2.3% in 2009, the
deepest decline in Southeast Asia last year. A steep slide in exports led

to cutbacks in manufacturing and in investment. Then, antigovernment
street protests in April 2009, coming after a long period of rising political
tensions, eroded consumer sentiment and aggravated a decline in
tourism prompted by recession in industrial countries. GDP contracted
for 4 consecutive quarters year on year, then sprang back in the fourth
quarter of 2009 (Figure 3.30.1).

Manufacturing production fell by 5.1% in 2009, a result of the slide
in export demand. Worst-hit industries were those making capital goods
and higher-technology products such as automobiles and electrical
appliances. These industries led the recovery in the fourth quarter, when
export demand rebounded. Construction activity started to pick up in
the second quarter as the government accelerated public works under
two fiscal stimulus packages aimed at cushioning the impact of the
global forces on the economy. For the full year, though, construction
output was flat. Total industrial output fell by 4.3% (Figure 3.30.2).

Weak consumer confidence and declining tourist arrivals contributed
to a 0.4% fall in services output last year. Tourist arrivals fell for most of
the year, then rebounded in the fourth quarter, but still showed a full-year
decline of about 3%. The services subsectors of hotels and restaurants and
transport and communications fell particularly sharply from the fourth
quarter of 2008 through the third quarter of 2009. Even agriculture had a
bad year in 2009, with production down by 0.6% owing, on the one hand,
to price declines, notably for paddy, cassava, maize, and natural rubber,
and, on the other, to pest infestations.

Private consumption contracted by 1.1% in 2009, crimped, particularly
in the first half, by the weaker labor market, declines in farm incomes,
and the political strife. Consumer sentiment improved in the second half,
when the government rolled out fiscal stimulus measures, employment
started to pick up, and prices for farm products bottomed. In contrast

This chapter was written by Luxmon Attapich of the Thailand Resident Mission, ADB,
Bangkok.

3.30.1 Quarterly GDP growth
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to private consumption, public consumption spending rose by 5.8% in
2009, as the government ratcheted up its outlays, including the stimulus
measures.

Investment was a major drag on GDP in 2009. Fixed capital
investment fell by 9.0%, and the private sector segment dropped even
more sharply, by nearly 13% (government fixed investment rose by
about 3%). Fixed investment in construction was virtually flat, but that
in equipment fell by 13.4% as companies cut back on expansion and
reequipment plans. The contraction in private fixed investment slowed in
the fourth quarter (Figure 3.30.3).

Net exports were positive in 2009 because real imports fell much
more sharply than exports.

An expansionary fiscal policy played an important role in moderating
the recession. The first stimulus package of B116 billion ($3.4 billion)
was implemented from March 2009. It included monthly cash payments
of B2,000 a person for about 9 million low-income earners, assistance
for the aged, and extra spending on skills training and public health
programs. Businesses received tax breaks for small and medium-sized
firms and the property and tourism industries, and certain businesses
were given access to concessional loans. Altogether, this package was
valued at the equivalent of 1.3% of GDP.

A second stimulus package that could cost as much as B1.43 trillion
($42 billion) is being implemented over 3 fiscal years starting from
October 2009. This program, named Thai Khem Kaeng, or Strong
Thailand, covers public investment mainly in infrastructure such as
transportation, water, and energy, as well as extra funding for health,
education, and tourism. The planned outlays represent about 5% of GDP
for each of the 3 years.

State enterprises are responsible for driving around one-third of the
infrastructure program over the 3 years. Most of the funding for the
infrastructure will be off budget, sought from domestic debt markets and
public—private partnerships, supplemented by budget funds. However,
disbursement of the Thai Khem Kaeng program got off to a slow start in
the fourth quarter of 2009.

Additional government spending in FY2009 (ended 30 September
2009), at a time of subdued growth in revenue, widened the budget deficit
to the equivalent of 4.3% of GDP, from just 0.4% in FY2008.

Lower prices for imported oil and commodities, and weak domestic
demand, brought down inflation in 2009 from high levels in the prior
year. Government concessions introduced in 2008 to help those on low
incomes (such as free electricity, water supply, and public transportation)
contributed to downward pressure on prices. The consumer price index
fell for much of the year, then turned up late in the year (Figure 3.30.4)
when oil prices rose.

Fading inflation and the weak economy prompted the Bank of
Thailand to cut its policy interest rate by 250 basis points, to 1.25%,
between early December 2008 and April 2009. Credit growth was
sluggish, though—private credit rose by only 3% in 2009, and most of
that was for households. The government directed state-owned financial
institutions to step up their lending, particularly to small businesses
facing a credit squeeze.

3.30.3 Private fixed investment growth
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Merchandise exports fell by 13.9% in US dollar terms last year,
reflecting the slump in external demand (Figure 3.30.5), especially in
industrial countries (exports to the People’s Republic of China and
India were little changed from 2008). Sharp falls were recorded in both
manufactured and agricultural exports. The slide hit bottom in the
first half, and by November exports had rebounded on a year-on-year
basis. Imports tumbled by nearly 25% in 2009, a result of the slump in
manufactured exports (which require imported raw materials), weak
domestic demand, and lower prices for oil and commodities.

Partly as a consequence of the steep drop in imports, the trade
balance showed a record surplus of $19.4 billion. With balances in
services, income, and transfers close to 2008 levels, the trade surplus
pushed up the current account surplus to the equivalent of 7.7% of
GDP. Net outflows in the capital account slowed last year from 2008
to $1.3 billion. By year-end, foreign reserves were up by nearly 25% to
$138.4 billion, or 10.6 months of import cover (Figure 3.30.6).

Large current account surpluses during the year contributed to a 4.1%
appreciation of the baht against the US dollar in 2009 (Figure 3.30.7),
and a rise of about 0.4% in its nominal effective exchange rate. The Bank
of Thailand in August eased regulations on Thai investment in foreign
securities to facilitate capital outflows and ease upward pressure on the
baht. The Thai stock market hit its nadir in March 2009 and rallied
strongly (up by 63% over the year), in line with other Asian markets.

Nevertheless, Standard & Poor’s lowered Thailand’s local currency
debt rating from A to A- in April 2009, while Fitch downgraded the
long-term foreign currency rating to BBB that month, on the ground
that political uncertainty undermined the ability of the government to
implement policies.

Economic prospects

The forecasts assume that there will be no severe political disruptions in
the next 2 years, and that national elections to be held later in 2010 will
go smoothly.

It is also assumed that a serious legal wrangle, which led to the
suspension of $12 billion of projects at the Map Ta Phut industrial
estate on Thailand’s eastern seaboard, and has created uncertainty
about environmental regulations, will be resolved soon. The new Thai
constitution that came into effect in 2007 requires that certain industries
conduct health impact assessments on new projects. But laws to
implement this provision were not put in place and the assessments not
done. In a case backed by residents and environmental activists, a Thai
court ruling in September 2009 suspended the projects, which are mainly
in petrochemicals, steel, and power plants. Some were later allowed to
proceed, but most remained suspended in March 2010. The government is
working to resolve the problem so the projects can proceed this year, and
so new investors face a more certain regulatory environment.

On this basis, the economy is expected to recover this year, but probably
at the mild pace of about 4.0% (Figure 3.30.8), even though it comes off a
low base (GDP in 2009 was barely above that of 2007). Growth is forecast to
pick up to 4.5% in 2011 as exports and investment strengthens.

3.30.5 Merchandise trade growth
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The rebound in exports that started late last year will accelerate in
2010, boosting manufacturing production, employment, and investment.
Industries like electronic products, household appliances, and motor
vehicles are benefiting from inventory restocking in industrial economies
and strong growth in many Asian countries.

Private consumption is forecast to rise by about 3% this year. It is
getting support from growth in employment and wages (minimum
wages were raised in January 2010), increases in rural incomes based on
higher prices for agricultural products, and rising consumer confidence
(Figure 3.30.9). Sales of automobiles soared by just over 60% in January,
and motor cycle sales jumped by 24% (from a low base in the prior-year
period).

Investment will recover from last year’s low levels, and is expected
to move up by about 6% in 2010, quickening in 2011. Stronger export
demand has led to a rise in industrial capacity utilization (Figure 3.30.10),
which, if continued, will pave the way for an expansion of capacity in
industries such as food processing, petroleum products, and construction
materials.

Interest rates are expected to stay relatively low, and growth in credit
is edging up this year. The infrastructure program should stimulate
private investment, particularly in construction and buildings materials.
The Board of Investment reported a surge in applications for investment
incentives late last year, and the index of business confidence has turned
up. Nevertheless, the recovery in investment will be constrained for at least
part of 2010 by uncertainties over the election and the Map Ta Phut issue.

Political protests in the streets of Bangkok during March and April
2010 set back the recovery in tourism, but arrivals for 2010 are still
expected to rise from last year’s levels.

Fiscal policy will be expansionary this year, with the extent of the
stimulation depending in large part on the ability to disburse budget and
infrastructure funds. The government has budgeted for a reduction in
spending in FY2010 and an increase in revenue, with a deficit target of
2.7% of GDP. The budget will be supplemented by the off-budget spending
on the Thai Khem Kaeng program. Furthermore, the budget proposed
for FY2o011 (starting in October 2010) includes a significant increase in
spending over the FY2010 level.

However, disbursement of the Thai Khem Kaeng program has
sputtered. Of B486 billion ($14.5 billion) allocated for FY2010, only about
22% was disbursed in the October 2009-March 2010 fiscal half-year. The
government will need to accelerate disbursement of the infrastructure
program if it is to meet its target spending for FY2o010.

Political tensions have caused delays as meetings on investment
projects were postponed. The government is likely to be cautious in
approving projects and disbursing funds during periods of disruption.
Moreover, cases of alleged corruption have delayed disbursement in
health and education projects.

Merchandise exports are forecast to increase by 16.0% in 2010 and
merchandise imports by 26.0% from last year’s low base. (Customs based
exports rose by 27% and imports by 58% in the first 2 months of 2010.)
The trade surplus is projected to decline and the current account surplus
will fall to a still sizable 4.0% of GDP this year.

3.30.8 GDP growth
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Inflation is forecast to rise to 3.5% in 2010 (Figure 3.30.11), due mainly
to higher food and fuel prices. The rate for the first quarter was 3.7%, but
core inflation, excluding food and energy prices, remained within the
central bank’s target range. The government again extended the fee-free
electricity, water, and public transportation for low income earners, this
time through to June 2010.

The Bank of Thailand is expected to gradually move its policy interest
rate up to more normal levels, from the exceptionally low level set in
2009. It also appears likely to favor a moderate appreciation of the baht
against the US dollar, in line with other Asian currencies, as a means
of keeping inflation in check. In February 2010 the central bank eased
foreign-exchange rules on overseas investment and hedging transactions
in a further move that is expected to facilitate capital outflows.

Downside risks to the forecasts from domestic factors are headed
by the political tensions and uncertainty, which if prolonged, could
further delay fiscal implementation and hamper policy making in
general. More significant disruptions would hurt consumer and investor
sentiment, and fiscal revenue. On the other hand, a more settled political
situation and resolution of the Map Ta Phut issues would likely spur
stronger growth.

Development challenges

Investment in infrastructure has lagged during the past 4 years, in
large part a result of the political turbulence. Thailand’s rank in terms of
infrastructure in the 2009 IMD World Competitive Yearbook fell to 42 of
55 countries, from 39 in the previous year. A $40 billion “megaprojects”
infrastructure plan prepared in 2005 was only partly implemented. The
challenge is to do better with the Thai Khem Kaeng program, which also
involves about $40 billion in projects, although they are mostly smaller
and more manageable than the previous plan.

Reforms in the regulatory environment to encourage public—private
partnerships would increase the private sector’s contribution to
infrastructure. The establishment of a high-level committee on public-
private partnership issues chaired by the deputy prime minister has been
an important step in this direction. What is needed now are clear policy
framework guidelines for assessing bankable projects, and transparent
regulations and procedure for private sector participation.

The government has the scope to borrow to fund much of its
contribution to infrastructure. Public debt is at manageable levels—it
rose last year to the equivalent of 43.9% of GDP (90% domestic) and
is projected to peak at 58.5% in 2012 (Figure 3.30.12), then decline as
economic growth accelerates. Total external debt has declined to about
27% of GDP, from over 70% a decade ago, and foreign reserves have
increased by s100 billion in this period.

Still, the fiscal deficit and public debt need to be reined in when
economic growth is stronger and sustained. (At this stage, the
government aims to run budget deficits through 2014.) Broadening the
tax base would be helpful in this regard.

3.30.11 Inflation
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Viet Nam

Substantial and timely policy responses helped the economy weather the global recession, allowing
for reasonably high economic growth in 2009. GDP growth is projected to accelerate in 2010 and 2011,
although not to the rapid rates seen in 2001-2007. Devaluation and inflation pressures built up in
late 2009, in part a result of economic stimulus policies. Inflation is forecast to accelerate in 2010. The
authorities face a challenge to ratchet up economic growth while safeguarding macroeconomic stability.

Economic performance

Growth slowed sharply in the first quarter of 2009 as the impact of the
global recession intensified. Spurred by a strong fiscal and monetary
stimulus, the economy picked up over the rest of the year (Figure 3.31.1),
putting full-year growth at 5.3%, the slowest since 1999.

On the demand side, the expansionary fiscal and monetary policies
supported both consumption and domestically financed investment. Net
exports improved because imports fell more steeply than exports (though
the country is still a net importer in real terms). But foreign-financed
investment declined owing to a downturn in foreign direct investment
(FDI) inflows.

As for the sectors of production, agriculture (including forestry and
fisheries) expanded by 1.8%, weaker than its average growth of about 4%
in 2004-2008. The main cause was a poor summer—-autumn rice harvest,
which largely offset an abundant winter-spring harvest.

Industry grew by 5.5%, slowing from rates of about 10% in most recent
years. Declining demand for exports as a result of the global recession
weighed on manufacturing production. However, construction got a boost
from the government’s policy stimulus, and output of crude oil rose by
9.8% to 16.4 million metric tons, as new fields came on stream.

Services expanded by 6.6%, the pace easing a little from recent years.
The expansionary policies and generally buoyant consumption bolstered
financial services and domestic trade. At the same time, declines in
foreign trade and tourist arrivals hurt the transport industry, and
tourism-linked services such as hotels.

Businesses shed labor early in 2009 as the economy sagged, then,
when many reversed course, employment picked up in the second
half. The proportion of people living below the official poverty line
declined to an estimated 12.3% in 2009 (from 13.4% in 2008), despite the
global recession, suggesting the positive impact of government support
programs.

Inflation pulled back abruptly last year, suppressed by the domestic
economic slowdown and lower world commodity prices. Year-average

This chapter was written by Dao Viet Dung, Yumiko Tamura, Chu Hong Minh,
and Nguyen Luu Thuc Phuong of the Viet Nam Resident Mission, ADB, Ha Noi.

3.31.1 Quarterly GDP growth
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inflation slowed to 6.9% from 23.0% in 2008 (Figure 3.31.2). Toward the
end of 2009, though, rapid growth of money supply and a depreciation
of the exchange rate stoked inflation again, and by March 2010 the
consumer price index was rising at a year-on-year rate of 9.5%.

When the global recession hit the economy in late 2008, the State
Bank of Viet Nam (SBV), the central bank, loosened monetary policy
significantly. It slashed the base rate from 14.0% in October 2008 to 7.0%
in February 2009 and sharply reduced the reserve-requirement ratio for
banks” domestic currency deposits. Late in 2009, however, the SBV raised
the base rate to 8.0% (Figure 3.31.3) in an effort to reduce devaluation
pressure on the dong.

Lending interest rates fell to single digits in early 2009. The lower
rates, coupled with interest-rate subsidies launched in February 2009 as
part of the stimulus package, prompted rapid growth of credit and money
supply. Bank credit to the economy expanded by 39.6% and M2 money
supply by 29.0% in 2009 (Figure 3.31.4). Many banks started experiencing
a shortage of liquidity in late 2009, partly a result of a slowdown in
growth of deposits due to expectations of rising inflation. A subsequent
tightening of bank credit continued into 2010.

Expansionary fiscal measures adopted in the first half of 2009
included tax reductions and deferrals, additional financial assistance
to poor households, a 4 percentage point interest-rate subsidy on short-
and medium-term bank loans for certain sectors, and a hike in capital
expenditure. The measures, as approved, totaled the equivalent of
$8.5 billion, or 8.8% of GDP. About 70% of these measures were actually
implemented, given financing and other constraints. Still, the overall
fiscal deficit jumped to an estimated 11.8% of GDP, from 4.1% in 2008
(Figure 3.31.5).

Viet Nam’s foreign exchange market remained turbulent in 2009.
Declines in exports, tourist arrivals, remittances, and capital inflows
reduced the supply of foreign exchange, while rapid growth of credit
increased demand for it. The shortage of foreign currency in the formal
market that had emerged in late 2008 persisted, despite extensive
interventions by the central bank. The SBV widened the dong’s trading
band against the United States (US) dollar to 5% around its reference
rate in March 2009, but kept the rate itself roughly unchanged until
November 2009 (Figure 3.31.6).

Sales of foreign exchange by the central bank, as well as a
deterioration in the balance of payments, cut into official foreign reserves,
raising expectations of a devaluation. Exporters began hoarding foreign
currency, and capital flight (mostly in the form of speculative imports and
residents shifting their portfolio toward gold and US dollar-denominated
assets) intensified. The spread between the black market rate and the
SBV’s reference rate increased to more than 15% in November 2009.

In response, the SBV devalued its reference rate by 5.4% and
narrowed the trading band to +3.0% in November 2009. In February
2010, it devalued the reference rate by another 3.4%, lowered the reserve-
requirement ratio for foreign exchange deposits, and introduced a 1% cap
on dollar deposit rates for non-individuals. The SBV also ordered that
gold-trading floors in Viet Nam and residents’ gold trading accounts
abroad be closed by 30 March 2010. The government instructed several
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large state-owned enterprises to sell their foreign exchange (to the
government). These measures reduced capital flight and improved the
availability of foreign exchange. Consequently, the spread between the
black market rate and the SBV’s reference rate decreased to 3.5% in
February 2010.

Weaker external demand reduced exports in 2009, particularly for
rice, coffee, rubber, and shoes. Total exports fell by 8.9% in US dollar
terms, and imports by 13.3%, the latter brought down by weaker economic
activity and lower global commodity prices. (The start of domestic oil
refining contributed to declines in exports of crude and imports of
refined products.)

A sharply narrower trade deficit reined in the current account
deficit to 7.4% of GDP in 2009 from 11.8% in 2008 (Figure 3.31.7). The
overall balance of payments recorded a deficit, and gross official reserves
dropped to an estimated $15 billion (equivalent to 2.8 months of imports,
the lowest since 2004 on this basis) (Figure 3.31.8), from $23.0 billion a
year earlier.

In the business environment, Viet Nam’s ranking in the World
Bank’s Doing Business 2010 report declined to 93 of 183 countries listed,
from 87 in 2008. Aware of shortcomings, the government took steps
to improve governance and the business environment in 2009. On the
former, it adopted a national anticorruption strategy and consolidated
most public debt management in one department within the Ministry of
Finance.

On the latter, it strengthened the regulatory framework for small and
medium-sized enterprises, simplified procedures for business registration,
and eased some restrictions on foreign investment.

Equitization (partial privatization) of VietinBank was completed in
2009 and equitization plans for Vietnam National Petroleum Company
and Vietnam Steel Corporation were approved in early 2010. Government
efforts to reduce administrative procedures by about a third should
benefit the business climate.

Economic prospects

As Viet Nam completes the Socio-Economic Development Plan 2006-
2010, aimed at raising the economy to middle-income status (Box 3.15.1),
the challenge is to ratchet up economic growth while safeguarding
macroeconomic stability.

Fiscal policy has been tightened somewhat: the 2010 budget targets
a narrower overall fiscal deficit of 8.3% of GDP. On the monetary side,
interest rate subsidies on short-terms loans have been ended, but subsidies
are maintained for medium-term loans to selected sectors at a reduced
level of 2 percentage points. The central bank also removed interest rate
caps on medium- and long-term loans in February 2010, enabling banks
to raise lending rates. In addition to the increase in the central bank’s
base interest rate in late 2009, the authorities set a target for credit growth
in 2010 at 25%, below the actual growth rate of 39.6% last year.

Forecasts are based on the assumption that the government will
do the following: tighten monetary and fiscal policies further during
2010 to limit inflation and devaluation pressures, and keep the policies
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3.31.8 Current account and reserves
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3.31.1 Achieving middle-income
status

Under the World BanKk’s classification,
developing countries graduate from
“low income” to “lower middle
income” when per capita gross
national income reaches $976. In
Viet Nam it stood at $890 in 2008,
according to the World Bank.
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moderately tight in 2011; not resort to administrative measures to control
inflation; and maintain stability of the banking system.

On these assumptions, GDP growth is projected to accelerate
to 6.5% in 2010 and to 6.8% in 2011 (Figure 3.31.9). Expected
increases in remittance inflows and incomes will speed up growth
of private consumption. Improvement and consolidation of global
financial conditions will bring about an upturn in FDI inflows and
foreign-financed investment. At the same time, growth of public
consumption and domestically financed investment will moderate due to
the decline in budget spending and tighter bank credit.

The strengthening of external demand is set to spur growth of
agriculture and manufacturing in both 2010 and 2011. Oil output will
likely stay at about 16.5 million metric tons in 2010 but slip in 2011
as output at old fields declines. Construction will be damped by the
weakening of domestically financed investment. The services sector will
benefit from the projected expansion of foreign trade and increase in
tourist arrivals.

Inflation in 2010 is forecast to accelerate to average about 10.0%,
on account of the rapid growth of money supply in 2009, the dong
devaluations, and projected pickup in economic activity and world
commodity prices in 2010. Inflation rose to 8.5% year on year in the first
quarter of 2010. Assuming monetary and fiscal policies are tightened this
year, inflation could ease to about 8.0% in 2011 (Figure 3.31.10).

Exports will pick up in 2010 as external demand strengthens. Tourism
and remittance flows are projected to rise in line with improvements in
the performance of industrial economies. However, imports will rise more
than exports because of the projected acceleration of domestic growth
and higher import prices.

Trade with the People’s Republic of China is expected to expand
rapidly now that a free trade agreement between the PRC and the
Association of Southeast Asian Nations has come into force from 1
January this year.

On these factors, the current account deficit is forecast to widen
slightly to 7.6% of GDP in 2010.

FDI inflows will rebound, as global financial conditions improve.
Inflows of portfolio investment will likely remain small and outflows of
short-term capital will probably moderate. The capital account is expected
to be in surplus and the overall external position to be close to balance—
provided that confidence about medium-term macroeconomic stability is
restored—leaving official reserves little changed.

In 2011, an expected quickening of growth in exports, tourism, and
remittances will pull the current account deficit back to about 5.5% of
GDP (Figure 3.31.11). Capital inflows should also pick up as the global
recovery gathers momentum. The overall balance of payments is expected
to be in surplus in 2011, lifting official reserves.

Domestic risks to the outlook are mostly on the downside. If
monetary and fiscal policies are not tightened adequately, inflation could
spurt above the forecast rate and the current account deficit would
deteriorate (GDP growth in 2010 would likely exceed the forecast). Such
circumstances might well require an abrupt tightening of policies in 2011,
pulling GDP growth below the forecast. Two episodes of high inflation
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within 3 years (it averaged 23% in 2008) would also erode business and
consumer confidence, and hinder poverty reduction.

There have been some official proposals to use administrative
measures such as price controls and import restrictions to curb inflation
and devaluation pressures. Controls might limit price rises and imports,
although they, too, might damage foreign investor confidence (and would
likely lead to shortages).

Development challenges

The end of subsidies on short-term loans and expected tightening of
monetary policy will squeeze some borrowers and could lead to a rise

in nonperforming loans, adding to stresses in the banking system. It

will be necessary, therefore, to manage the slowdown in growth of

credit and money supply through an orderly rise in interest rates, rather
than a shortage of liquidity in the banking system. In this context, the
elimination of caps on interest rates on medium- and long-term loans was
a step in the right direction.

Shortages of foreign exchange in the formal market, which undermine
confidence in the currency, fuel inflation, and hurt investment, should
be addressed through a combination of tighter monetary policy and
increased exchange-rate flexibility.

Over the medium term, it will be important to improve the legal and
institutional framework for monetary policy. Maintaining price stability
should be the primary goal of monetary policy, and the SBV should be
given enough operational autonomy to pursue this goal effectively.

Large strides have been taken to raise the efficiency of the economy
and ease supply-side constraints to growth, but more needs to be done
on this front. Infrastructure bottlenecks, deficiencies in the legal and
regulatory framework for the private sector, and shortages of labor skills
remain.

It is estimated that investment in infrastructure over the next 10 years
will cost the equivalent of 11% of GDP each year. Only about half could be
met from the budget. Clearly it would be helpful to create policy and legal
frameworks that encourage private sector participation in infrastructure
through public-private partnerships.

Improvements in economywide efficiency also require greater efforts
to restructure state-owned enterprises, which employ a substantial
proportion of available resources in this economy but do not always use
them efficiently.

3.31.11 Fiscal and current account deficits
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