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FOREWORD

The 2003 APEC Economic Outlook is the ninth in a series produced by the Economic
Committee. The Economic Committee Chair’s Office prepared the first chapter on the
Economic Performance and Prospects in the Region with the active participation and support
of the APEC Secretariat and member economies, while Thailand led the structura chapter
under the theme of Specidized Financia Institutions (SFIs).

The first chapter of the 2003 APEC Economic Outlook reviews and analyzes recent
developments in, and future prospects of, APEC economies and the globa economy. It reports
that the global economy recorded dightly higher growth rate in 2002 than in the previous year.
Forecasting ingtitutions projected that the global economic growth rates for the whole of 2003
is likely to be 2.0 percent to 2.5 percent and 3.5 percent for 2004, compared to 2.4 percent in
2002. It concludes, however, that the recent improvements to the non-economic environment
and short-term macroeconomic stimuli will not trandate into a robust recovery unless sufficient
underlying economic momentum is regained. This momentum will depend on how far maor
economies adleviate their structural imbalance problems, such as cumulative non-performing
loans, diverging external imbalances, over-investment in information and telecommunication
technology sectors and inflated share prices, and how structural reforms are going to take place
effectively.

In Chapter 2, structural issues are pursued to explore the role and development of SFIs to a
greater extent with the ultimate aim of delivering SFIS' best practices. Thailand examines and
analyzes the impact of SFIs on the socio-economic development of participating APEC
economies. The report includes a comparative study on SFIs that investigates differences and
similarities among 42 specidized financial institutions operating in eight economies. As a
consequence, the role of SFIs has been reviewed in a comparative perspective and is considered
to be an outstanding alternative to SFIs are commercia banks for those who lack access to
other formal sources of credit.

The preparation of this year’s Outlook has involved particular challenges. In addition to the
macroeconomic developments and policy measures dedt with in this chapter, we address other
important issues, such as the outbreak of SARS, the counter-terrorism measures undertaken by
APEC member economies, and the development of knowledge-based economies (KBE), which
might have substantial impacts on recent economic performances and prospectsin the APEC
region. In this context, the 2003 APEC Economic Outlook annexes some specia information on
KBE indicators, the economic impact of SARS on the APEC region, and economic
consequences of terrorism as well as individua economy reports with information on their
structural reforms.

This year’s Outlook report was carried out as a collaboration of distinguished experts.
Particular thanks are due to Mr Perames Mudthitornetiraks and Ms Kirutcha Tintamusk for
preparing the structural chapter. Thanks ae aso due to the research team that prepared the



performance and perspective chapter, most notably to Professor Nam Doo Kim who developed
successive drafts of documents for consideration by member economies. Specia thanks go to
Mr Stephen Joske and Dr Peter Thurlow for their invaluable contribution in drafting Annex |
and Il. Specid thanks are aso due to Mr Charles Jose, program director for the APEC
Secretariat, who has taken responsibility for seeing this report through publication. Last but not
least, | thank Dr Sangkyom Kim who has assisted me in my role as chair of the Committee and
taken particular responsibility for coordinating the final editing and publication.

Choong Yong Ahn
Chair, APEC Economic Committee
Seoul, October 2003
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CHAPTER ONE

ECONOMIC PERFORMANCE AND PROSPECTS
IN THE APEC REGION



1. OVERVIEW

The global economy showed hesitant recovery during 2002 and the first half of 2003. Having
suffered an economic dowdown and mild recession during 2001, the globa economy recorded
dightly higher growth rates in 2002 than in the previous year. World trade grew strongly in
major economies from the first quarter of 2002. Rebounding externd trade growth, in turn,
made a crucial contribution to economic growth in the APEC region. In particular, some Asian
economies, including China, Viet Nam and Korea, saw vigorous economic growth in 2002.
However, the recovery power of the APEC region as a whole has not been strong enough to
absorb the newcomers to the labor market. Therefore, employment conditions did not improve
substantially throughout 2002 and unemployment rates rose in most member economies.

At the start of 2003, APEC economies faced some non-economic shocks: geopolitical risks,
especidly in Irag, and epidemic issues that might have had a negative impact on globa
economic activities. In particular, the severe acute respiratory syndrome (SARS) affected
amost every economy in the Asia Pacific region. These issues may aso have negatively
affected economic activities in the APEC region as a whole. The USA’s recovery was more
fragile and somewhat weaker than expected during the first half of 2003, and in Japan, volatile
movementsin exports have not broadened into a genuine recovery.

As the situation in Irag has stabilized and SARS has been brought under effective control, we
expect the globa economy to gradualy regain strength, heading for another US-led rebound
over this year and the next. The USeconomy is expected to improve gradualy in the coming
months and rebound strongly by the end of this year. North America's recovery should provide
enough impetus to boost economic growth in the rest of the world, particularly in Asia
(excluding Japan) and Oceania.

Forecasting ingtitutions are projecting that global economic growth rates for the whole of 2003
should be 2.0 percent to 2.5 percent, and 3.5 percent for 2004, compared to 2.4 percent in 2002.
Around the fourth quarter of 2003, the APEC economy is expected to escape the short-term
dowdown seen in the first half of 2003, moving towards much stronger economic growth.

However, the recent improvements in the non-economic environment and short-term
macroeconomic stimuli will not trandate into a robust recovery unless sufficient underlying
economic momentum is regained. This momentum will depend on how far major economies
aleviate their problems of structura imbalance such as cumulative non-performing loans
(NPLSs), diverging external imbalances, over-investment in information and telecommunication
technology (ICT) sectors and inflated share prices, and how effective support is being provided
by structural reforms.

I'n addition to the macroeconomic developments and policy measures dedt with in this chapter,
we address other important issues, such as the outbreak of SARS, the counter-terrorism
measures undertaken by APEC member economies and the development of knowledge-based
economies (KBEs), which might have substantial impacts on recent economic performances
and prospects in the APEC region. Thus, this chapter addresses in annexes some specia issues
on KBE indicators, the economic impact of SARS on the APEC region and economic
consequences of anti-terrorism as well asindividual economy reports with structural reforms.



2. RECENT ECONOMIC TRENDS
2.1 Weak Economic Recovery

The APEC economy as well as the globa economy recorded higher growth rates in 2002 than
in 2001, but the growth momentum of this uprising phase was relatively weak compared to the
usual cyclical patterns. According to International Monetary Fund (IMF) estimates, the world
economy grew 1.9 percent in 2002, up from 1.2 percent in 2001. The GDP growth rate of
APEC as awhole was 2.4 percent in 2002 compared to 0.7 percent in 2001. Early in 2002, the
economic recovery in the region was led by the US, with active private consumption and
business investment as well as expanded government spending.

Most of the member economies registered higher real GDP growth rates in 2002 than the
previous year. However, the growth performances were highly differentiated by member. While
China, Viet Nam and Korea recorded growth rates of over 6.0 percent, many other economies
showed moderate rates of 30 percent to 5.0 percent and a few members had very low rates of
below 2.0 percent.



Tablel.1

Real GDP Growth (percent)

1997 1998 1999 2000 2001 2002
Western Hemisphere
Canada 4.2 4.1 5.4 45 15 34
Chile 7.4 39 -11 5.4 31 21
Mexico 6.8 5.0 3.6 6.6 -0.2 0.9
Peru 6.7 -05 10 31 0.6 5.2
The United States 4.4 4.3 4.1 38 0.3 24
Northeast Asia
China 8.8 7.8 7.1 8.0 7.3 8.0
Hong Kong, China 51 -5.0 34 10.2 0.5 23
Japan 18 -1.1 0.1 2.8 04 0.2
Korea 5.0 -6.7 10.9 9.3 31 6.3
Chinese Taipei 6.7 4.6 5.4 5.9 -2.2 36
Southeast Asia
Brunel Darussalam 3.6 -4.0 2.6 2.8 3.0 32
Indonesia 4.9 -13.3 0.8 49 34 3.7
Malaysia 7.3 -74 6.1 8.3 04 4.1
The Philippines 5.2 -0.6 3.4 4.4 3.0 44
Singapore 85 -0.9 6.4 9.4 -2.4 22
Thailand -1.3 -10.5 4.4 4.6 19 5.3
Viet Nam 8.2 5.8 4.8 6.8 6.8 7.0
Oceania
Australia 3.8 5.3 45 2.8 2.7 36
New Zealand 2.0 -0.2 4.0 4.0 2.7 4.4
Papua New Guinea -39 -3.8 7.6 -0.8 -34 -0.5
Russia 18 -4.9 5.4 10.0 5.0 4.3
APEC 39 2.0 3.6 4.0 0.7 24
WORLD 35 2.3 3.0 4.0 12 19
WORLD* 4.2 2.8 3.6 47 23 3.0

Note: The APEC-wide and sub-regional averages were calculated using the previous
year's nominal GDP, valued at market exchange rates, as weghts.
" Using the previous year's GDP valued at purchasing power parity (PPP) exchange

rates as weights.

Sources: Individual Economy Reports. IMF, World Economic Outlook, April 2003
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As the world ICT market slowed in the second haf of 2002, especidly in the US and other
Organization for Economic Cooperation and Development (OECD) economies, genera
economic activities camed in latle 2002 and in 2003. Due to these unfavorable externa
economic conditions, the APEC economies most dependent on ICT production were hit the
hardest. Sngapore and Chinese Taipei recorded low growth rates of 2.0 percent to 4.0 percent
in 2002, higher than the near-absent growth of 2001.

In the US, the underlying economic theme of 2002 was recovery from the contraction of the
previous year. Consumption continued to be the prime engine for recovery in 2002, rising 3.1
percent for the year. Expenditure on consumer durables was especialy strong, in large part
because of strong motor vehicle sales. Zero-percent financing offers and other aggressive sales
promotions sent automobile sales soaring to more than 18 million units at an annual rate in July
and August. Largely as a result, expenditure on consumer durables accounted for more than 1.7
percentage points of GDP growth in the third quarter. Consumption of nondurable goods was
especidly strong in the first quarter, rising 7.9 percent at an annual rate but tailing off afterward.
Finally, consumption of services remained robust, accounting for about 1 percentage point of
GDP growth in each quarter of the year. Non-residentia investment was one of the weskest
components of demand in 2002. Business fixed investment fell 5.7 percent, in large part
because of a precipitous 16.4 percent fal in investment in structures.

The Japanese economy bottomed out in early 2002, supported by export growth and a prompt
end to the decline in production. The recovery of the US economy and the preceding recovery
of the Asian economies contributed to the expansion of exports. Theresfter, its impact has
gradually spread throughout the economy and the economy had been edging toward recovery.
While the economy has leveled out, uncertainty remains. Real GDP growth in 2002 was 0.2
percent, whereas that of 2000 and 2001 was 2.8 percent and 0.4 percent, respectively. As for
short-term prospects, the economy is expected to move towards an incipient recovery if
recovery in the US and other economies sustains. In addition, the environment surrounding the
economy, such as the devel opments of stock prices, and the US economy, are showing signs of
change.

The economy of China continued to perform well in 2002. The GDP in 2002 increased by 80
percent in comparable prices (0.07 percentage points faster) over the previous year due to the
continued stimulation of domestic demand and the implementation of a proactive fiscal policy
and stable monetary policy. In particular, secondary industry was at US$640.09 hillion, with a
growth rate of 9.9 percent. The growth rates in primary and tertiary industries were 2.9 percent
and 7.3 percent, respectively. Investment in fixed assets enjoyed relatively rapid growth, with
investment in fixed assets for the whole economy in 2002 reaching US$521.93 bhillion, an
increase of 16.1 percent from the previous year. Consumer demand rose steadily, mirroring the
continued improvements in real income and living standards. Total retail saes of consumer
goods were US$494.30 hillion in 2002, a growth of 8.8 percent year-on-yesar.

As one of the fastest growing economies, Viet Nam's GDP growth has been picking up since
1999. It has increased from 4.8 percent in 1999 to 6.8 percent in 2000, leveling out at 6.8
percent and 7.0 percent in 2001 and 2002, respectively. Consumption is one of the most
important factors contributing to the growth of an economy. From 2000 to 2002, there was
satisfactory consumption growth in Viet Nam. After three years of decrease (5.7 percent in
1997, 4.3 percent in 1998 and 1.8 percent in 1999), consumption growth rates dtarted to
increase in 2000 with 3.2 percent. The rate continued to increase, by 4.6 percent in 2001 and
5.8 percent in 2002 The private consumption growth rate has increased since 2000 (3.1
percent), with 45 percent in 2001 and 5.8 percent in 2002 The growth rate for government
consumption was 5.0 percent in 2000, reaching 5.5 percent in 2001 and 2002. Total investment
from 2000 to 2002 increased dightly to 10.1 percent in 2000, 10.3 percent in 2001 and 10.6
percent in 2002. The 2000-2002 growth rates were especially noteworthy in consideration of
the 1.2 percent rate in 1999. This high investment growth played an important part in



stimulating domestic demand. Investment growth has also been an important source of GDP
growth in the last few years.

Korea aso continued and accelerated its brisk recovery in 2002, with GDP growing by 6.3
percent compared to 3.1 percent in 2001. Buoyant private consumption made the strongest
contribution to GDP growth in the first half of 2002. Although the pace of consumption growth
dowed in the second haf, a rapid increase in exports offset the dowdown in consumer

spending and congtruction investment. In 2003, however, the Korean economy sowed down

rapidly as both consumption and investment turned subdued as business and consumer
confidence plunged in response to the deterioration of economic conditions at home and abroad.
In the first quarter of 2003, the international economic environment worsened, mainly as a
result of higher international oil prices due to the war in Irag, mounting uncertainties about the
recovery of mgor economies and concerns over the North Korea's nuclear problem. Internaly,

the stability of the financial market was hit by concerns about possible defaults on loans to

households.

The Chinese Taipei economy was in recovery in 2002. With investment and consumption
rebounding from their troughs a year earlier, real GDP growth rose to 3.59 percent from -2.18
percent in 2001. Both domestic and international research institutions repeatedly raised their
forecasts for growth rates of the economy during the year. Globa and domestic forces spurred
the economic recovery in Chinese Taipel. In the international sphere, the steady recovery of the
US economy and the global boost to information and communications industries had a
significant impact on Chinese Taipei’s export-led production. Merchandise exports grew 6.3
percent, with ICT exports expanding by 2.4 percent after shrinking 20 percent the previous year.
The rise in export sales helped lift the industrial production index 6.4 percent.

Hong Kong, China’s economy, following a distinct dowdown in 2001, revived progressively
under the impetus from the externa sector over the course of 2002. Its GDPwas till down by
0.6 percent in red terms in the first quarter of 2002 over 2001. Along with a resurgence in
external trade, GDP resumed growth at 0.8 percent in the second quarter, followed by distinctly
faster growth of 3.4 percent in the third quarter and 5.1 percent in the fourth quarter. For 2002
asawhole, GDP grew 2.3 percent in real terms, up from 0.5 percent growth in 2001.

In line with improved macroeconomic indicators such as the exchange rate, inflation and
interest rates, the Indonesian economy continued to recover in 2002. The economy posted a
modest 3.7 percent growth in 2002 and it had an unbaanced structure. This unbaanced
structure of growth was reflected in the large continuing dependence on consumption, while
investment, exports, and imports contracted during that year. Consumption remained the main
driving force, owing its resilience to lower inflation and interest rates as well as increased
government spending.

Sngapore’s economy expanded 2.2 percent in 2002 after contracting by 2.4 percent in 2001.
The recovery was primarily due to a turnaround in external demand. At the sector level, the
performance was mixed—the manufacturing, wholesale trade, retail trade, transport and
communications sectors registered higher growth while the other magjor sectors deteriorated.
The manufacturing sector was the best performing sector with a growth of 8.3 percent, ashap
reversal from the 12.0 percent contraction of 2001.

Despite the challenging externa environment, the Malaysian economy gained momentum in
2002 and registered growth of 4.1 percent. Economic growth was broad-based, driven by strong
domestic demand and reinforced by improved export performance. Low interest rates,
improved access to financing and the significant improvement in commodity prices provided
strong stimulus for private sector expenditure. In 2002, macroeconomic policy was focused on
mitigating the rising uncertainties emanating from the external environment and enhancing the
long-term fundamentals of the economy. The government played a pivota role in sustaining



growth by providing the necessary support for private and externa demand. This support was
broadly channeled into two directions: direct expenditure, which had a pogtive effect on
private consumption, and the provision of an enabling environment conducive to enhancing
consumer confidence and facilitating a recovery in investment activities by businesses. The
latter was made possible by reducing selected taxes to encourage consumption, implementing
policies to improve employment prospects, adopting an accommodative monetary stance, and
ingtituting measures to improve access to financing.

In 2002, Thailand's economy grew at a rate of 5.2 percent, the highest growth rate sincethe
1997 crisis. The economic growth in 2002 was boosted by both domestic and externa demand,
while the growth in 1999 and 2000 was mainly supported by external demand. In particular,
private consumption and investment grew by 4.7 and 13.3 percent, respectively. Public
consumption also increased by a moderate 0.5 percent. Public investment, however, fell by 6.8
percent. Meanwhile, export and import volumes rose by 10.9 and 11.3 percent, respectively.

Amidst the global and local uncertainties of 2002, the Philippine economy saw sustained
growth in the year 2002. Real gross domestic product grew by 4.4 percent, 1.4 percentage
points higher than its 2001 growth performance and well within the government’s growth
forecast of 4.0 percent to 4.5 percent in 2002. Every production sector grew robustly in 2002,
with industry and services surpassing their previous year's gains and agriculture bucking the
effects of amild El Nifio. Gross national product (GNP) also expanded strongly, by 4.5 percent
in 2002. The growth acceleration in 2002 was accounted mainly by the GDP and GNP growths
of 5.8 percent and 7.8 percent, respectively, in the fourth quarter.

In 2002, Brunel Darussalam's real GDP grew an estimated 3.2 percent—up from the 3.0 percent
estimated growth in the previous year. Almost al sectors recorded improved performance. The
oil sector grew at 2.9 percent, up from 1.5 percent during the same period last year, and the
non-oil sector grew at 3.6 percent in 2002 compared to 4.8 percent in 2001. The government
sector grew at 2.2 percent in 2002, 0.7 percent down from the year before, and the private
sector grew at 5.0 percent compared to 6.8 percent during 2001. The improved performance of
the oil and gas sector for 2002 was attributed to increased production of crude oil and liquefied
natural gas (LNG) as well as higher crude oil prices. Production of crude oil increased by 4.1

percent from 195,065 barrels per day in 2001 to 203,021 barrels per day in 2002. However,

activities in the agriculturd sector dowed in 2002 compared to the previous year. The
agricultural production index contracted by 5.0 percent in 2002 compared to a 14.2 percent
growth in 2001.

Growth in the Australian economy was strong in 2002, reflecting an environment of strong
consumption and investment despite a softening in the rural sector. Real GDP increased 3.6
percent in 2002 (calendar year average terms) following growth of 2.7 percent in 2001.
Throughout 2002, the Australian economy remained resilient in the face of a weak world
economy and one of the most extensive droughts in Australian meteorological records. The
external sector subtracted from GDP growth in 2002, reflecting strong growth in domestic
demand compared with our major trading partners and significantly reduced rura exports due
to the drought. Net exports subtracted 2.6 percentage points from GDP growth in 2002 after
contributing 1.3 percentage points to growth in 2001.

New Zealand's was one of the fastest growing economies in the OECD, expanding 4.4 percent
in calendar 2002. This performance stemmed from a combination of robust domestic demand
and strong export growth. The domestic strength was underpinned by rising house prices,
ongoing employment growth, strong inward migration and supportive interest rates. Key
drivers of the export growth were a good agricultural growing season and some unwinding of
stock levels.

Preliminary estimates of economic activity in Papua New Guinea (PNG) indicate that total real



GDP declined by 0.5 percent in 2002, following a revised decline of 3.4 percent in 2001. The
decline in the growth rate was due to the continued depressed levels of activity in the mineral,
building and construction, retail and wholesale, and electricity, gas and water sectors.

Following the short-lived dowdown in 2001, the Canadian economy surged ahead in 2002,
with real GDP growing by a robust 3.4 percent. Canada's resilient performance reflects strong
economic fundamentals, large tax cuts and an increasingly competitive business sector.

The Chilean economy experienced a modest expansion in 2002, with a growth rate estimated at
2.1 percent. This dow path was in part a consequence of the mild recovery of global economic
activity and international trade. Consequently, the export sector posted a more modest
performance than expected, mainly due to supply factorsin mining and to the somewhat greater
than expected impact of problems affecting several Latin American economies.

The Mexican economy grew by 0.9 percent in 2002, arate that was uneven across the economic
sectors. The growth rate of sectors closaly linked to external markets was weaker than that of
the sectors associated with domestic sources of demand. This Stuation, aong with the
uncertainty that characterized the international financial markets, continued to delay the
consolidation of the recovery process that the Mexican economy saw in the second half of 2002.
GDP in the services sector increased 1.6 percent in rea terms, while GDP in the industria
sector showed no real variation compared to 2001. GDP in the agricultural sector declined 0.4
percent in rea terms as compared to 2001.

Peru's real GDP grew by 53 percent in 2002, driven by favorable growth, both in primary
sectors, which expanded 64 percent, and non-primary sectors that grew 48 percent. These
results reflect, the podtive impact of more dynamic non-primary sectors, in particular
manufacturing and construction, with the latter driven by severa house building programs that
were launched during 2002 and, for the second consecutive year, the impact of mining activities
at Antamina, which accounted for about 1.0 percent of the annual GDP growth.

Russia's GDP growth dowed to 4.3 percent in 2002. In particular, growth in busness
investment and industrial production continued to dow. While the service sector boomed,
fuelled by real wage increases of above 15.0 percent, industrial growth was concentrated in the
oil, metal and food processing sectors, with the rest of industry mostly stagnating.

2.2 Increasing Unemployment

Due to weak economic recovery in 2002, APEC employment conditions showed little
improvement. In most economies, employment increased by only a smal number of workers
and unemployment rates rose during 2002. In the US; Canada; Japan; Mexico; and Sngapore,
unemployment rates in 2002 were higher than the previous year. This was because the
employment response lagged behind production activity and the momentum of economic
growth was not strong enough this time to absorb the newcomersto labor markets. Exceptiona
economies were Australia; New Zealand; Korea; Thailand, Viet Namy and Russa, whose
unemployment rates fell substantially in 2002.

Although the US labor market improved in 2002, most major labor indicators showed little
progress over the course of the year. The unemployment rate hovered between 5.5 percent and
6.0 percent throughout the year after risng 1.9 percentage points in 2001. Non-farm payroll
employment in 2002 was similarly weak, with 463,000 jobs lost during the year, compared with
1.8 million jobs lost the previous year. Asin past business cycles, the decline in manufacturing
employment has been especially pronounced. Another feature of previous business cycles that
has recurred in the past two years is the increase in the number of workers who report a long
unemployment spell. Like the overal unemployment rate, the number of workers unemployed
for 26 weeks or more rose in 2001 and remained high in 2002. In other ways, however, the



recent behavior of the labor market has been different from that in past business cycles. One
difference is the high fraction/number of job losers who reported a permanent rather than
temporary lay-off in 2001—almost 90 percent. This may reflect structural changes in the labor
market during the past two decades, with more firms using temporary workers rather than
adding regular staff. When demand fdls, the firm severs the relationship with temporary
workers rather than placing aregular worker on temporary layoff.

In Japan, the number employed each month fell throughout 2002 compared with the same
month of the previous year. The decline continued for more than 12 months. The
unemployment rate remained a over 5.0 percent during 2002 and reached 5.5 percent in
January 2003, the same rate as August and October 2002. The employment situation remains
severe, with the unemployment rate remaining a a high level, though movements of an
incipient recovery can be seen in some areas. It is estimated that some 80 percent of the
unemployed lost their jobs due to structura factors in the first half of 2002. It is also projected
that it will take time for both the “mismatch of employment” (vacancies and unemployment
occur simultaneously because of the shortage of qualified applicants), and unemployment based
on structural factors, to decrease. Therefore, it is expected that unemployment will remain high
for the time being.

Tablel1.2
Unemployment Rates (percent)
1997 1998 1999 2000 2001 2002
Western Hemisphere
Canada 9.1 8.3 7.6 6.8 7.2 7.6
Chile 6.1 6.3 9.8 9.2 9.1 9.0
Mexico 3.7 32 25 22 25 27
Peru 7.7 7.8 8.0 6.5 8.9 8.7
The United States 4.9 45 4.2 4.0 48 5.8
Northeast Asia
China 31 31 31 31 3.6 4.0
Hong Kong, China 22 4.7 6.2 49 51 7.3
Japan 34 41 4.7 4.7 5.0 54
Korea 2.6 7.0 6.3 41 38 31
Chinese Taipei 2.7 27 29 3.0 4.6 52
Southeast Asia
Brunel Darussalam 4.2 4.7 4.5 4.7 5.6 35
Indonesia 4.7 55 6.4 6.2 8.1 9.1
Malaysia 2.4 32 34 31 3.6 35
The Philippines 8.7 10.1 9.8 11.2 111 11.4
Singapore 18 32 35 31 33 44
Thailand 2.2 44 4.2 3.6 33 24
Viet Nam 6.0 6.9 74 6.4 6.3 6.0
Oceania
Australia 8.2 7.7 7.0 6.3 6.7 6.3
New Zealand 6.6 75 6.8 6.0 53 52
Papua New Guinea
Russia 10.8 11.9 12.9 105 9.0 8.0

Sources: Individual Economy Reports IMF, World Economic Outlook April 2003;
Global Insight Inc., World Outlook, June 2003.



China's efforts for improving employment have been strengthened. By the end of 2002, 737.4
million people were employed, 7.15 million more than the previous year. Of these employed,
247.8 million were in urban areas, an increase of 8.4 million year on year. By the end of 2002,
4.1 million employees were laid off from state-owned enterprises-1.05 million fewer people
than the last year. By the end of the year, the urban registered unemployment rate was 4.0
percent, 0.4 percentage points higher than 2001. Unemployment will remain an important long
termissuein China

In 2002, Chinese Taipe's employment saw a rebound to 0.8 percent growth from the previous
year's contraction. However, as the increase in labor demand was not sufficient to absorb the
expansion of the labor force, the unemployment rate for the year rose to an historic high of 5.2
percent. In Chinese Taipel, knowledge-based employment has been growing in line with the
development of the knowledge-based economy, with its ratio of total employment rising from
23.0 percent in 1992 to 28.9 percent in 2002. Between 1992 and 1997, such employment
increased at an average annual rate of 4.4 percent. Although it dowed to 2.6 percent between
1997 and 2002, this was till above the economy-wide average.

Hong Kong, China’s labor market remained dack in overal terms in 2002. Yet, some
improvement was seen in the latter part of the year, mainly because total employment picked up
dueto an upturn in economic activity. For 2002 as awhole, the unemployment rate averaged at
7.3 percent, markedly higher than 5.1 percent in 2001. The seasonally adjusted unemployment
rate surged in the early part of the year—from 6.2 percent in the fourth quarter of 2001, to 7.0
percent and 7.7 percent, respectively, in the first two quarters of 2002—amidst extensive
downsizing and lay-offs in the corporate sector. It then fell back somewhat in the latter part of
the year to 7.4 percent in the third quarter and 7.2 percent in the fourth quarter. Upon the
outbreak of SARS, the seasondlly adjusted unemployment rate soared to a new high 8.6 percent
in the second quarter of 2003, with particularly pronounced increases observed in the tourism
and consumption-related sectors.

In Indonesia, the number of newly created jobs fell well short of the number of people entering
the workforce. Thiswas dueto the relatively low economic growth. Moderate economic growth
of 3.7 percent is estimated to absorb only 0.8 million workers, out of 1.7 million new entrants
into the labor force in 2001. Consequently, the open unemployment rate rose from 8.1 percent
in 2001 to 9.1 percent in 2002. Furthermore, the number of unemployed in 2002 reached 38
million, 28.9 million of whom were underemployed and 9.1 million were openly unemployed.
Domestic labor problems and issues of illega Indonesians working abroad added to
employment hardships in 2002.

Sngapore's labor market remained soft in 2002 due to a dow economic recovery in externd

demand. A second consecutive year of below-trend growth saw total employment contracting
by 22,900 in 2002 after the marginad decline of 100 in 2001. This was attributable to the
persistent decline in employment in good-producing industries. Retrenchments, however,
dowed from 25,800 in 2001 to 19,100 in 2002. Supported by higher seasona hiring at year-end,
the overdl seasonally adjusted unemployment rate declined to 4.2 percent in December 2002.
For the whole year, the unemployment rate averaged 4.4 percent, compared to 3.3 percent in
2001.

Malayda's recovery in economic activity led to a moderate expansion in the labor force of 3.1
percent to 10.2 million in 2002 compared to 9.8 million the previous year. The labor market
remained favorable with the unemployment rate declining dightly from 3.6 percent to 3.5
percent in 2002, arate still below the full employment level. The positive changes were aso
reflected in a significant decline in the number of retrenched workers and a higher demand for
labor. The total number of retrenched workers fell by 30.6 percent to 26,457 workers in 2002.
During the same period, a total of 162,787 vacancies were crested, indicating a significant
increase of 23.8 percent compared with 6.5 percent in 2001.
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In Thailand, the labor force expanded by 1.3 percent, whereas the number of employed
increased by 2.9 percent, reflecting the strong economic growth of 2002. Consequently, the
unemployment rate dropped to 2.4 percent in 2002 compared with 3.3 percent in 2001. With
continuing economic growth in 2003, the unemployment rate is expected to drop further, to
2.08 percent.

In the Philippines, around 30.1 million workers were employed as of 2002, 3.1 percent more
than in 2001, as the government embarked on various programs to achieve full employment.
Services and agriculture recorded increased employment levels while industry posted a dight
decline with the reduction in employment in manufacturing, and mining and quarrying. Some
906,000 new jobs were created, but this figure is still lower than the 2001 level of 1.7 million
new jobs. Services and agriculture were the main job creating sectors, but jobs were logt in
manufacturing. However the labor market, was unable to generate enough jobs to keep pace
with the labor force. The latter grew by 3.4 percent during the year. The number of unemployed
rose by 6.0 percent, thereby increasing the unemployment rate further, to 11.4 in 2002 percent
from 11.1 percent in 2001. The country’s labor situation eased during the first haf of 2003 as
the average unemployment rate declined, to 11.4 percent from 12.1 percent during the same
period in 2002.

In Viet Nam employment steadily increased thanks to high economic growth. The
unemployment rate in urban areas was 6.4 percent in 2000, 6.3 percent in 2001 and 6.0 percent
in 2002. During the last 10 years, Viet Nam's population growth rate has falen significantly,
with an average annua growth rate of only 1.7 percent. The population was 77.6 million in
2000, 78.7 million in 2001 and 79.7 million in 2002.

The tota population of Brunei Darussalam grew by 2.4 percent in 2002, to 340,800. Tota
employment grew by 3.6 percent in 2002, to 158,000, due to the favorable economic gowth,
with 5,200 new jobs being created. The unemployment rate was 4.6 percent in 2002, down
from 5.6 percent in 2001.

Australian employment grew by 1.9 percent in 2002, while the unemployment rate fell steadily
over the year, from 6.7 percent in the first quarter of 2002 to 6.1 percent in the last quarter of
that year. Wages, as measured by average weekly ordinary-time earnings for full-time adults
and average weekly earnings for all employees, rose 4.8 percent and 3.9 percent respectively
through the year to the last quarter of 2002. The wage cost index rose by 3.4 percent through
the year to the last quarter of 2002.

In New Zealand, three years of relatively strong economic growth have improved its labor
market outcomes. Initialy, employment growth was in the agricultural and manufacturing
sectors, but more recently it has spread more into the health, education and community services
sectors. The unemployment rate has fallen to 4.7 percent—the lowest rate since the late 1980s.

Canada’s economic recovery snce 2001 has aso led to improved labor market conditions.
During 2002, the Canadian economy created 560,000 new jobs. This represents the largest
number of jobs created over any 12-month period on record (from 1976) and the fastest growth
rate in 15 years (3.7 percent). This trend has continued in 2003, albeit at a Sower pace: in the
first four months of 2003, more than 48,000 jobs were created. The unemployment rate,
however, has remained steady at around 7.5 percent since the first quarter of 2002 as labor
force participation rates have increased markedly.

In Chile, job creation has tended to consolidate. Better labor market conditions are occurring
amidst relatively stable wages and modest growth in average productivity. Both e ements have
helped the labor market to adjust to the slack observed in recent years, as have modest pay
increases in the public sector. Unemployment was 7.6 percent of the workforce in the moving

11



guarter ending January 2003—the lowest rate since early 1999.

Mexico’s labor markets reflected the weakness of both the industrial sector and investment
demand. The number of employees registered with the Mexican Institute of Social Security, a
measure of employment in the formal sector of the economy, saw a moderate increase of
61,500 workers during 2002, reaching 12.22 million workers at the end of December 2002.
Similarly, the unemployment rate averaged 2.71 percent during 2002, 0.25 percentage points
higher than the average for 2001.

2.3 Continued Disinflation or Deflation

Reflecting the weakness of aggregate demand and substantial output gaps in member
economies, APEC economies continued the trend of disinflation or deflation during 2002. In
most APEC member economies, inflation rates fell to a very low level and some Asan
economies recorded negative inflation rates in 2002 In terms of consumer price inflation,
amost al the member economies recorded the lower inflation rates in 2002 than in 2001. In
particular, Brunei Darussalam; China; Hong Kong, China; Japan; Sngapore; and Chinese
Taipel; showed minus inflation rates, that is, deflation. Malaysia; Mexico; New Zealand; Papua
New Guinea; and Viet Nam were exceptions to the trend of falling inflation rates, but their
inflation rates were till very low.

Tablel1.3
Consumer Price Inflation (percent)
1997 1998 1999 2000 2001 2002
Western Hemisphere
Canada 16 10 17 27 25 23
Chile 6.0 51 33 38 36 25
Mexico 15.7 18.6 12.3 9.0 44 5.7
Peru 85 7.3 35 38 2.0 0.2
The United States 17 16 27 34 28 1.6
Northeast Asia
China 2.8 -0.8 -1.4 0.4 0.7 -0.8
Hong Kong, China 5.8 2.8 -4.0 -3.8 -1.6 -3.0
Japan 18 0.6 -0.3 -0.7 -0.7 -0.9
Korea 4.4 7.5 0.8 23 41 27
Chinese Taipei 09 17 0.2 13 -0.0 -0.2
Southeast Asia
Brunei Darussalam 17 -04 -0.1 13 0.6 -2.3
Indonesia 116 77.6 20 9.4 12.6 10.0
Malaysia 2.7 53 2.8 16 14 18
The Philippines 5.9 9.7 6.7 44 6.1 31
Singapore 20 -0.3 0.0 13 1.0 -04
Thailand 5.6 81 0.3 16 16 0.7
Viet Nam 3.6 9.2 0.1 -0.6 0.8 40
Oceania
Australia 0.3 0.9 15 4.5 4.4 3.0
New Zedland 0.8 04 0.5 4.0 18 27
Papua New Guinea 39 13.6 14.9 15.6 10.3 14.8
Russia 147 27.8 85.7 20.8 18.6 15.1

Sources: Individual Economy Reports. IMF, World Economic Outlook, April 2003



Figurel.2
Consumer Price Inflation (percent, per annum)
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In 2002, the US inflation rate rose dightly compared to that of 2001. The consumer price index
(CPI) rose 2.4 percent in 2002, compared to 1.6 percent in 2001. The core CPI, which excludes
volatile food and energy prices, increased 1.9 percent. Broader measures of inflation also
remained low—the chain-weighted price indexes for GDP and personal consumption
expenditure increased 1.1 percent and 1.4 percent respectively on ayear-on-year basis.

Japan’'s CPl in 2002 fell by 0.9 percent from the preceding year, showing a four-year decline
for the first time since the current time series began in 1970. It is suspected that the decline was
mainly due to afal in the prices of industrial products such as durable goods and food products.
Taken together, these movements show that the Japanese economy has been in a mild
deflationary phase.

Market pricesin China were stable throughout the year of 2002. The consumer price index of
the year 2002 was down by 0.8 percent over the previous year, with arate of—1.0 percent in
urban areas and -0.4 percent in rural areas. As shown by components of the price index of
goods and services, manufacturing prices of industrial products declined by 2.2 percent. The
purchasing price of raw materias, fuel and power declined by 2.3 percent, and the price of
fixed-asset investment rose by 0.2 percent.

Intensifying competition in Chinese Taipe's domestic market, the effect of increased
production on fruit and vegetable prices, and the falling imported consumer goods’ prices and
residential rents caused Chinese Taipei’s CPlI to fall dightly for the second consecutive year to -
0.2 percent in 2002. However, the core CPI, excluding fresh food and energy prices, rose by
0.69 percent.

Hong Kong, China’s overall consumer prices, as measured by the Composite Consumer Price
Index, fell by 3.0 percent in 2002, nearly double the 1.6 percent fdl of 2001. Yet, to alarge
extent, this was due to the rates concession and the waiver of water and sewage charges granted
by the government during the year. Meanwhile, domestic cost pressure continued to ease, along
with a softening of labor wages and property rentals. Loca retailers lowered the prices of their
goods and services further, in face of subdued consumer demand and keen competition in the
retail market. While import prices stayed soft in overal terms externdly, the decline flattened
out over the past year on a weaker US dollar and a rebound in world commaodity prices. In the
first and second quarters of 2003, the Composite CPI remained on a downtrend, declining by
2.0 percent and 2.5 percent respectively over the previous year. The short-term economic
forecasts announced at end-August put the composite CPI decreaseat 3.0 percent for 2003 asa
whole.

In Indonesia, significant strengthening of the rupiah and weak aggregate demand helped put
inflation on a downward trend in 2002. CPI inflation during 2002 declined to 10.03 percent,
much lower than the 12.5 percent in 2001 but the highest among Asian members in 2002.
Inflationary pressures originated in government policy on prices and incomes. The pressure
aso resulted from supply shocks, mainly caused by the reduced food supply and disruptions to
the distribution network following floods early in the year.

The Sngapore CPI fell by 0.4 percent in 2002 compared with a 1.0 percent increase ayear ago.
Domestic sources of the drop were responsible for 0.1 percent of the decline in the CPI while
external factors reduced the CPI by 0.3 percent. The main factors contributing to the fal in
overal prices were energy prices and accommodation costs. In particular the 2.2 percent fdl in
housing costs, reflected both lower electricity tariffs and housing costs.

Malaysa's inflation remained subdued in 2002. The CPI's dight increase of 1.8 percent was

attributed to low import prices and excess capacity in severa sectors of the economy. Producer
prices were, however, higher, in tandem with the sharp recovery in commodity prices of crude
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palm oil, crude petroleum, and rubber during the year. The Producer Price Index rose by 4.4
percent compared with a decline of 5.0 percent in 2001.

The Philippines’ average inflation rate in 2002 slowed to 3.1 percent from 6.1 percent in 2001—
—the lowest rate in 15 years. It was aso lower than the 2002 monetary policy target of 4.5
percent to 5.5 percent. Prudent monetary policy, ample food supply from domestic production
and timely importation of key food items such as rice contributed to the dowdown in inflation.
The cost of manufactured products was tempered by the reduction in tariffs on their inputs. The
liberalization of retail trade and deregulation of the domestic oil industry also heightened
competition. Decderating inflation rates were observed in al commodity groups, with inflation
in: fud, light and water dowing down from 12.3 percent in 2001 to 4.8 percent in 2002
housing and repairs from 6.8 percent to 4.9 percent; and food from 4.1 percent to 1.9 percent.
Inflation rates for the first half years averaged 2.9 percent, lower than the 3.5 percent average
posted in the same period in 2002, despite an increase in prices in June by 3.4 percent due to
increased prices of food and electricity. The low inflation rate reflects the continued absence of
significant demand-pull pressures on consumer prices as well as positive supply-side factors,
particularly the downtrend of international oil prices and the weakening El Nifio phenomenon.

In Brunei Darussalam the CPI showed adeflation of 2.3 percent during 2002. This was
brought about by decreases in the mgor group indices for transport and communication (9.5
percent); clothing and footwear (1.7 percent); and housing (1.3 percent). The maor group
indices for food and miscellaneous, however, increased by 0.3 percent and 0.2 percent,

respectively.

In Viet Nam, CPl inflation was -0.6 percent in 2000, 0.8 percent in 2001 and 0.4 percent in
2002. The GDP deflator was 4.0 percent in 2000, 2.1 percent in 2001 and 5.1 percent in 2002.

The Augtralian CPI increased by 30 percent through the year to the last quarter of 2002.
Various one-off factors have contributed to inflation over that period, in particular higher fuel
prices and some drought-related increases in food prices. There were also substantia increases
in housing costs and higher insurance premiums.

In New Zealand, strong demand and high levels of capacity utilization saw non-tradable
inflation running at close to 40 percent at the end of 2002. However, the appreciation in the
currency and muted world export and import prices provided an offset by reducing inflationary
pressures in the tradable sector. CPl inflation in the first quarter of 2003 was 0.4 percent, taking
annud inflation to 2.5 percent, but staying in the top half of the Reserve Bank’s 10 percent to
3.0 percent target band.

Papua New Guinea’s headline inflation rate for 2002 was 14.8 percent, compared to 10.3
percent in 2001. The upward trend in CPI inflation that began in 2001 continued into 2002, as
significant downward pressure on the kina contributed towards the upward movements in
consumer prices.

Domestic inflation in Canada has remained within the Bank of Canada's inflation target bands
of 10 percent to 30 percent over the last five years. Since mid-2002, however, tota CPl
inflation has moved up, from 2.1 percent in July 2002 to 4.6 percent in February 2003, and has
been outside the inflation-control target range.

In Chile, CPI inflation was 2.8 percent in 2002. This figure was mainly due to changes in
public transportation fares, the fluctuating exchange rate and the price of some perishable
goods and fuels.

Mexico's annud inflation rate, measured by the National Consumer Price Index, stood at 5.7
percent at the end of 2002, a figure higher than both the original 4.5 percent inflation target for
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the year and the 4.4 percent inflation rate registered in 2001. The most important events that

influenced price behavior during 2002 were: the downward rigidity of services prices; the
partial eimination of eectricity subsidies; a significant increase in the price of domestic gas,
driven by the evolution of international oil prices, and the volatile behavior of agricultura

product prices.

Russian inflation continued to decline gradually, supported by the continuing real appreciation
of the ruble against the US dollar. The central bank’s recent inflation targeting also points to
enhanced determination to stem inflation.

2.4 Rebounding External Trade

Growth momentum of major economies amplified external trade in 2002. According to the IMF
World Economic Outlook (April 2003), the world trade volume of goods and services increased
by 2.9 percent in 2002, while it had only increased by 0.1 percent in the previous year. In
particular, East Asian economies were senditive to demand growth in maor markets. Trade
volume began to increase strongly in the region. Rebounding trade growth, in turn, made a
crucia contribution to economic growth in the APEC region.

Comparing trade performance by sub-region or economy in the APEC region, some economies
in Northeast and Southeast Asia were outstanding, with fast growth of exports and imports as
well as gross domestic products in 2002. China, Korea, Thailand and Viet Nam recorded
double-digit increases to exports and imports. The trade volume of Brunei Darussalam
Indonesia and Papua New Guinea contracted in 2002. In contrast, member economies in
Oceaniaand the Western Hemisphere did not increase their trade volume substantidly. In al
the membersin these regions, except New Zealand and Peru, exports of goods and services
increased at arate of less than 2.0 percent or even fell in 2002.

As the United Sates growth in domestic demand still outpaced that of its mgor trading
partners, US exports performed very poorly compared with imports. Exports fell 1.6 percent
while imports grew 3.7 percent. This discrepancy between the rates of growth in exports and
imports led to an increase in the US trade deficit and net exports exerted a drag on GDP growth
in every quarter of the year.
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Tablel4

Trade of Goods and Services (percent)

Export

Import

1997 | 1998| 1999 | 2000 | 2001 | 2002

1997 | 1998 | 1999 | 2000 | 2001 | 2002

Western Hemisphere
Canada

Chile

Mexico

Peru

The United States
Northeast Asia
China*

Hong Kong, China
Japan

Korea

Chinese Taipei*
Southeast Asia
Brunel Darussalam
Indonesia
Malaysia

The Philippines
Singapore*
Thailand

Viet Nam
Oceania
Australia

New Zealand
Papua New Guinea*

Russia

83
11.2
10.7
131
12.3

20.9
5.0
11.3
21.4
53

33
78
55
17.2
-0.2
72
26.6

11.5
39

-148

11

9.1
59
121
5.6
21

0.5
-39
-2.3
141
-94

-21.7
10.6
0.5
-21.0
-120
82
19

-0.2
16

-16.1

19

10.0
6.9
12.4
7.6
34

6.1
4.0
15
15.8
10.0

31.2
-31.8
13.2
3.6
54
9.0
23.3

46
81

91

95

80 -38
75 6.1
164 -36
79 6.7
97 -54
27.8 6.4
165 -16
124 -61
20.5 0.7
220 -172
52.7 14
26.5 19
161 -75
177  -34
20.0 -110
175 -41
255 38
10.8 15
6.4 24
73 -137
9.8 3.6

0.8
13
14
6.3
-16

22.3
92
82

14.9
6.3

-0.7
-12
3.6
36
32
10.9
11.3

-0.2
59

-14.7

10.2

14.2
12.9
22.7
12.2
13.7

25
6.8
12
32
11.8

31
14.7
5.8
135
0.7
-11.3
4.0

10.5
22

-1.6

31

51
54
16.6
23
11.8

-15
-6.3
-6.8
-22.1
-85

-137

-54
-18.8
-14.7
-233
-21.6

-0.8

6.0
14

-27.0

-136

78
-14.6
14.1
-152
10.9

18.2
-0.2
30
28.8
58

-31
-40.7
10.6
-28
9.3
10.5
21

92
12.0

-0.1

-9.6

82
10.1
215

3.6
13.2

35.8
16.8

92
20.0
26.5

-1.8
211
24.4

40
24.1
27.3
33.2

7.1
01

-7.0

20.2

-5.8 0.8
32 05
-15 16
27 25
-29 37
82 212
-15 71
01 20
-30 164
-234 49-
142 -05
81 -8.3
-8.6 6.1
35 47
-155 01
-55 113
34 194
-41 116
16 87
93 -128
19.2 191

Note: * Based on merchandise exports and import s.
Sources: Individual Economy Reports; IMF, World Economic Outlook, April 2003; ADB, Asian Development

Outlook, April 2003
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Japan’s exports of goods and services dropped sharply by 6.1 percent in 2001 compared with
the previous year, but in 2002, they showed dramatic recovery at 8.2 percent growth. Recently,
exports to Asia have been declining, especialy to China, due to the effects of SARS. Exportsto
the US as awhole remained flat, although they have decreased recently in reaction to arise in
exports of automobiles on May 2003. Imports in 2002 increased by 2.0 percent compared with
the previous year. Recently, imports from Asia have increased moderately as a whole, as
imports from China, ASEAN and NIEs increased moderately. Imports from the US have been
on adecreasing trend, although the monthly fluctuation has become wider.

China’s foreign trade increased rapidly in 2002. Exports rose to US$325.6 hillion, up by 22.3
percent over the previous year. Imports also surged 21.2 percent to US$295.2 million, driven by
domestic consumption and spending on infrastructure, as well as market-opening related to
China s entry into the WTO. The trade surplus reached US$30.4 hillion in 2002.

Chinese Taipei’s goods exports in value terms expanded by 6.3 percent to US$130.6 hillion in
2002, mainly due to strong growth in its exports to East Asian economies, including mainland
China; Hong Kong, China; and The Republic of Korea. Imports in value terms rose by 4.9
percent to US$112.5 hillion, owing to an increase in induced demand from exports and the
lower base of the previous year. The goods trade balance showed a surplus of US$18.1 billion
for the year, the highest on record.

Hong Kong, China's exports of goods registered notable growth at 8.6 percent in real termsin
2002, with growth picking up to the double-digit range in the third and fourth quarters of the
year. Inthefirst half of 2003, total exports of goods remained robust, surging by 16.5 percent in
real terms over a year earlier, trade performance being relatively unaffected by SARS.
Continued robust demand in mainland China and improved external price competitiveness
brought about by a weaker US dollar were the key factors underpinning the robust performance
of merchandise exports. Exports of services had an even stronger performance than exports of
goods in 2002, with a double-digit growth of 11.7 percent in rea terms. There was a further
double-digit growth in the first quarter of 2003, mainly bolstered by inbound tourism and
offshore trade. However, with the severe blow SARS dedlt to inbound tourism and the travel
related sectors, and notwithstanding offshore trade sustaining robust growth, exports of services
still plummeted by 14.7 percent in real terms in the second quarter year-on-year.

In Thailand, exports rebounded strongly in 2002. Exports vaued at US$66.9 billion, expanded
by 5.7 percent. Likewise, imports amounted to US$63.4 billion, up by 4.6 percent. The
remarkable pick-up in exports and imports together with a decline in export and import prices
also contributed to a surge in the export and import volume, which increased by 10.9 percent
and 11.3 percent respectively. In 2003, export growth in value terms is expected to remain high
at 9.5 percent, following improvements in the economic conditions of major trading partners,
particularly the strong momentum for the growth in regional economy. Meanwhile, imports are
likely to grow by 11.5 percent as aresult of increases in domestic and foreign demands.

The Fhilippines merchandise exports reached US$34.38 hillion in 2002, up by 10.1 percent
from 2001. Increasing intra-regional trade in Asia, particularly with China; Hong Kong, Ching
the Republic of Korea; Maaysia; Singapore; Chinese Taipel; and Thailand supported the strong
export performance. The successful penetration of exports to these new markets compensated
for the dack demand from its traditional partners, the United States and Japan. Imports grew by
6.2 percent in 2002 after contracting by 4.5 percent in 2001. Increased demand for electronic
inputs by export- oriented industries contributed to this growth.

For Viet Nam, 2001 was a year of great decline in exports and imports. The export growth rate
of goods and services was 25.5 percent in 2000, 3.8 percent in 2001 and 11.3 percent in 2002.
The growth rate of imports was 33.2 percent in 2000, 3.4 percent in 2001 and 19.4 percent in
2002.
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Exports from Brunei Darussalam in 2002 increased by 1.6 percent, to BN$6.63 billion, from
BN$6.52 billion in 2001. Exports of both oil and gas, and non-oil and gas sectorsin 2002 were
at BN$5.83 hillion and BN$793.8 million respectively. The value of non-oil and gas exports
increased by 14.0 percent from BN$695.3 million to BN$793.8 million. Liquefied natura gas
(LNG) exports decreased by 7.0 percent, from BN$2.81 billion in 2001 to BN$2.60 billion in
2002. However, petroleum exports increased by 8.0 percent from BN$2.89 billion in 2001 to
BN$3.14 billion in 2002.

Australia’s exports (at current rices) fdl 2.3 percent in 2002, while the export volume fell 0.2
percent in 2002. Imports increased 6.8 percent (at current prices) in 2002, while import
volumes increased 11.6 percent in 2002 (which included significant expenditure on civil
aircraft). The terms of trade increased 2.3 percent in 2002, following a 1.2 percent rise in 2001.
The trade balance worsened by A$13.9 billion in 2002 to record a trade deficit of A$11 billion.

Chile’s export projections for 2002 were aso corrected downward due to lower sales abroad of
some specific products including copper and non-traditional exports. Thus, goods exports by
volume rose about 3 percent for the year. Annua copper exports by volume fdl about 2.5
percent in 2002. Non-copper exports continued to be the strongest performers amongst foreign
sdes. The main non-copper exports rose about 5.5 percent while other or non-traditional
exports increased somewhat more than 7 percent.

During 2002, Mexico’s foreign trade registered a modest expansion. Tota exports amounted to
US$160.7 billion, 1.4 percent higher than in 2001. This moderate increase was due to a boost in
petroleum-related exports of 13.1 percent and an expansion of 0.4 percent in non-petroleum
exports. Totd imports during 2002 amounted to US$168.7 billion, 0.2 percent higher than in
2001. This result is mainly attributable to the modest recovery of economic activity and
domestic demand, as well as the moderate rebound of manufacturing exports, which tend to use
imported inputs.

With functiond integration in the APEC region there has been a trend of growing
interdependency for the last decade in terms of the weight of intraaAPEC trade. APEC export
dependency on APEC markets themselves was as high as 73.7 percent in 2002, with many
APEC members exporting more than 75 percent of their goods to other member economies.
The degree of dependence in 1992 was 68.3 percent. The share of the US market for APEC
members exports rose from 22.2 percent to 25.6 percent and that of the Chinese market from
4.2 to 6.5 percent. In the case of Japan, whose economy has stagnated during the last decade,
the share declined alittle, from 8.7 percent to 7.2 percent.
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Tablel15
Direction of Trade (per cent)

APEC
To Western Northeast Southeast ) EU

From Hemisphere Asia Asia Oceania Tota

1992 2002 1992 2002 1992 2002 1992 2002 | 1992 2002 | 1992 2002
Western Hemisphere
Canada 784 884 8.2 4.2 0.9 0.6 0.5 0.3 88.1 936 7.7 4.2
Chile 188 235 287 242 20 16 03 04 497 50.2 315 232
Mexico 83.7 888 2.4 1.9 0.4 0.4 0.1 0.2 86.6 913 74 3.6
Peru 285 36.6 236 185 13 14 0.4 0.5 538 574 280 210
The United States 300 37.9 212 183 54 6.0 2.3 2.2 50.3 64.7 241 20.8
Northeast Asia
China 112 313 61.2 364 51 6.1 09 19 811 764 93 152
Hong Kong, China 255 181 400 499 6.6 7.0 1.6 11 737 76.2 171 133
Japan 320 322 21.3 288 121 133 25 2.4 68.2 76.9 19.7 147
Korea 273 251 29.0 329 117 114 1.6 1.9 69.7 718 127 127
Chinese Taipel 318 226 313 434 104 119 2.0 14 754 794 161 130
Southeast Asia
Brunel Darussalam 09 83 69.4 60.8 259 188 22 114 985 994 0.2 19
Indonesia 142 163 487 374 133 190 2.4 3.9 786 76.7 145 137
Malaysia 201 229 269 289 296 26.0 2.3 2.6 789 805 153 126
The Philippines 411 30.2 285 37.7 56 149 13 12 76.6 84.1 194 16.8
Singapore 221 16.2 219 288 243 296 31 3.2 715 779 158 125
Thailand 243 217 275 30.2 127 179 1.8 2.7 66.3 728 206 1438
Viet Nam 0.1 168 46.2 278 19.0 126 0.7 7.9 69.6 65.6 83 248
Oceania
Australia 108 117 435 412 141 121 6.7 7.3 751 725 133 115
New Zealand 158 194 274 249 7.3 7.7 188 20.6 695 730 153 150
Papua New Guinea 21 33 311 172 7.1 4.6 410 252 813 50.3 0.0 9.0
Russia 23 71 123 101 14 13 0.0 0.0 16.1 185 50.7 36.9
APEC 321 364 254 257 8.7 9.2 21 2.1 68.7 737 185 151

Source: IMF, Direction of Trade Satistics, June 2003. (www.imf.org)
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2.5 Widening External |mbalances

Dueto the differencesin the pace of economic growth and trade performances among APEC
members, balance of payments in the current account continued to vary widely among major
economies. Members from the Western Hemisphere and Oceania registered high deficits with
the exception of Canada and Papua New Guinea. In Asia, each member recorded a large
surplus and most saw arise in the ratio of current account surpluses to their GDPs. In the case
of Hong Kong, China; Sngapore; and Chinese Taipei, current account surpluses accounted for
10.9 percent, 21.5 percent and 9.1 percent of their GDPs, respectively, in 2002.

In the United Sates, the current account deficit increased sharply to US$481 hillion in 2002, or
4.6 percent of GDP, from 3.9 percent of GDP in 2001. The US has run a current account deficit
for most of the past two decades, indicating that the US is consuming and investing more than
it is producing. That is, US investment has been outpacing domestic saving. One factor
contributing to high US investment relative to saving during the last decade is the rapid
increase in US productivity relative to that in many other economies, which makes the USa
good placeto invest.

The surplus in Japan’strade in goods and services doubled in 2002, mainly reflecting the
increase of exports. Recently, it has been flat. The surplus in the current account balance is
expected to remain roughly flat (2.7 percent of nominal GDP), since as well as exports will
increasein fiscal year (FY) 2003.

China’s trade surplus in 2002 reached US$30.4 hillion, bringing about a big surplus in the
current account in the same year. In addition, foreign direct investment (FDI) in China
increased rapidly. The actua vaue of FDI utilization was US$52.7 billion, up by 12.5 percent
over the previous year. Thus, China's foreign exchange reserves continued to increase. By the
end of 2002, the tota amount of the foreign exchange reserves reached US$286.4 hillion,
US$74.2 billion more than the previous year.

Chinese Taipei’s current account balance recorded a surplus of US$25.7 hillion, hitting a
historic high. The current account surplus rose to 9.1 percent of GDP, as exports expanded
faster than imports. While the trade in services has dways shown a deficit, the deficit has
narrowed since 1996 and it shrank to US$3.9 hillion in 2002 from US$5.2 hillion in the
previous year. The overall baance of payments posted a record-breaking surplus of US$33.7
billion in 2002, thanks to a sizable current account surplus and a huge financial account inflow.
External debt jumped 31.2 percent from US$34.3 hillion in 2001 to US$45.0 billion in 2002.
Most of the increase was in private debt, and was mainly attributable to the increased issuance
of euro-dollar convertible bonds by loca firms.



Table 1.6

Current Account Balance (per cent of GDP)

1997 1998 1999 2000 2001 2002
Western Hemisphere
Canada -13 -1.2 0.2 2.6 2.8 15
Chile -5.0 -5.7 -0.1 -14 -1.7 -0.8
Mexico -1.9 -3.8 -2.9 -3.1 -2.9 -2.2
Peru -5.8 -6.0 -29 -29 -22 -2.1
The United States -15 -2.3 -3.2 -4.2 -39 -4.8
Northeast Asia
China 33 3.0 11 19 15 29
Hong Kong, China -35 2.7 75 55 7.5 109
Japan 22 3.0 2.6 25 21 29
Korea -17 12.7 6.0 2.7 19 13
Chinese Taipei 24 13 29 29 6.4 9.1
Southeast Asia
Brunel Darussalam 51.7 53.8 62.6 92.8 91.6 86.5
Indonesia -2.3 4.3 4.1 5.3 47 39
Malaysia -5.9 13.2 15.9 9.4 8.3 7.6
The Philippines -5.2 23 9.5 111 18 5.4
Singapore 15.6 226 18.7 145 19.0 215
Thailand -3.1 14.4 124 9.3 6.2 6.1
Viet Nam -6.9 -4.6 41 17 15 -2.8
Oceania
Austraia -3.1 -5.0 -5.7 -4.0 24 -4.5
New Zealand -6.5 -4.0 -6.3 -54 -2.8 -3.1
Papua New Guinea -24 16 43 101 94 11
Russia 0.0 0.1 12.6 18.0 113 95

Sources: Individual Economy Reports;

ADB, Asian Development Outlook, April 2003; OECD, OECD Economic Outlook, June
2003; IMF, World Economic Outlook, April 2003
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Figurel.4

Current Account Balances (per cent of GDP)
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Hong Kong, China’s current account yielded a further sizable surplus of HK$137.3 hillion
(US$17.6 billion) in 2002, equivalent to 10.9 percent of GDP in that year. However,
concurrently there was a substantial net outflow of financia non-reserve assets in the capita
and financial account, totaling HK$194.2 hillion (US$24.9 hillion) or 15.4 percent of GDP.
This was largely attributable to a substantial net portfolio investment outflow, which in turn
was partly due to increased holding of overseas debt securities by residents in Hong Kong,
China, concelvably seeking a higher return amidst the low interest rate environment.

Indonesia’s overdl balance of payments in 2002 improved to a surplus of US$5.0 billion
compared with the previous year’s deficit of US$2.1 billion. The surplus in the current account
in 2002 was estimated to reach US$7.5 hillion (4.3 percent of GDP), compared to the previous
year's surplus of US$6.9 hillion (4.7 percent of GDP). The improved current account was
mainly due to better export performance. The improved capital account was mainly due to
successful foreign debt restructuring.

Singapore’s overall balance of payments turned in a small surplus of US$2.3 billion in 2002,
following the US$1.6 hillion deficit in 2001. This was mainly due to an expansion in the
current account surplus, which more than compensated for the dightly larger outflow from the
capital and financial account. Both the goods and services accounts showed an improvement.
Reflecting these developments, Singapore's official foreign reserves rose by US$2.8 hillion to
reach US$142.7 hillion as at the end of 2002. Singapore has no officia foreign debt.

Malaysia’s overdl balance of payments strengthened further to record a larger surplusin 2002.
The improvement reflects the sustained strong current account surplus and declining net
outflows in the financial account. The current account surplus narrowed marginaly but
remained large at RM27.3 billion (8.1 percent of GNP). Maaysid stotal externa debt increased
by 7.0 percent to RM186.6 billion (US$49.1 hillion) as at the end of 2002. This was largely due
to the increase in both the private sector’s short-term and the Federd Government’s debt.
However, externa debt as a percent of GDP decreased to 51.7 percent in 2002 from 52.2
percent in 2001 (60.6 percent in 1997). At this level, the debt postion remained within
prudential limits.

In 2003, Thailand's trade balance will remain in surplus. At US$2.5 billion it will be dightly
lower than the 2002 surplus of US$3.5 hillion, as the import vaue startsto grow at a higher rate
than the export value. Consequently, the current account is expected to register a surplus of
US3$5.3 hillion in 2003 (3.9 percent of GDP), compared to a surplus of US$7.6 billion (6.0
percent of GDP) last year. As of March 2003, Thailand's gross external debt amounted to
US$55.7 billion, down from US$58.9 hillion in 2002.

The Philippines’ balance of payments reversed to a surplus of US$660 million in 2002 from a
deficit of US$192 million in 2001. This was spurred mainly by the strong performance of the
current account, which offset, in part, the weakness in the capital and financia account. The
current account surplus more than tripled to US$4.19 million in 2002 from US$1.32 million in
2001. The combined effects of higher net inflows to the income account, the positive gains in
the trade-in-goods account, and higher net inflows from current transfers strengthened the
current account position. The Philippines’ total outstanding external debt rose by 2.9 percent to
reach US$53.9 hillion in 2002.

For Viet Nam, inflow of FDI is one of the most important sources of economic development. In
2002, FDI projects were producing about 13 percent of GDP and 36 percent of gross industrial
output, funding 450,000 employees. However from 1997 FDI inflows decreased since Viet
Nam’'s main FDI partners are from East Asia, which Suffered from the Asian Financial Criss.
FDI inflowsin the first half of 2002 fell by 55 percent to less than U S$500 million.

25



Audtralia’s current account deficit increased to A$32.6 billion or 4.5 percent of GDP in 2002,
up from A$16.8 hillion or 2.4 percent of GDP in 2001.

New Zealand's current account deficit fell from 6.6 percent of GDP in the first 2000 quarter to
2.2 percent of GDP in the first quarter of 2002—its lowest level as a proportion of GDP in 13
years. The improvement was largely driven by an improvement in the goods and services
balance. However, the impact of lower commodity prices and a higher dollar on export incomes,
and increased demand for imports on the back of the strong domestic economy, has seen the
current account deteriorate to 3.1 percent of GDP in the year to December 2002. A further
increase in the current account deficit to around 50 percent of GDP is likely over 2003 and
2004.

Papua New Guinea’s overall deficit in the balance of payments was K239 million in 2002,
compared to a surplus of K708 million in 2001. The deficit was due to deterioration in the
current account, which more than offset alower deficit in the capital account.

Canada’s current account has improved dramatically from the deficits of the 1990s, due in part
to significant improvements in government finances. The current account moved into surplus
late in 1999 and the surplus has continued to increase despite the US dowdown. In 2002, the
current account balance as a share of GDP was 1.5 percent, up from 0.2 percent of GDP in 1999.
Canada's net foreign debt is now below that of the US. With continuing budgetary and current
account surpluses expected in Canada and continuing deficits anticipated in the US, Canada' s
net foreign debt should continue to fall and the gap vis-a-vis the US should continue to widen.

In 2002, Chile’s balance of payments posted a current account deficit of about US$600 million.
Meanwhile, the trade balance posted a US$2.44 hillion surplus. Net foreign currency holdings
increased by US$17 million to total of US$16.45 hillion. The increase was largely due to
profits from portfolio management that were countered by parity and price adjustments. The
only exchange transaction was the purchase of US$7.2 million from the treasury.

Mexico' s trade baance for 2002 registered a deficit of US$7.99 billion, 19.7 percent lower than
in 2001. The factoring service baance registered a deficit of US$12.3 billion in 2002, a modest
decrease as compared to 2001. The non-factoring services balance recorded a deficit of US$4.0
billion in 2002, US$490.6 million higher than in 2001. Similarly, the surplus in the tourism
balance amounted to US$3.95 hillion, an increase of US$176.2 hillion with respect to 2001,
while the balance of transfers registered a surplus of US$10.3 hillion, 10.0 percent higher than
in 2001. In this context, the current account deficit during 2002 totaled US$14.1 hillion,
equivalent to 2.2 percent of GDP. This deficit was significantly lower than that registered in
2001 of US$18 hillion (2.9 percent of GDP).

Russian exports rose in value terms driven by higher export volumes. With import growth
moderating, the current account surplus remained above 9.0 percent of GDP, though decreasing
somewhat in 2002.

2.6 Foreign Exchange Markets

A decade-long trend of a strong USdollar reversed in 2002. Since the second quarter of 2002,
the US dollar has depreciated rapidly. It weakened notably from the third quarter of 2002,
somewhat rebounding in the second quarter of 2003. A large part of the adjustment has falen
on the euro, againgt which the dollar lost 25.1 percent of its vaue up to late June 2003. The
exchange rate of the dollar to the euro rose 1.1511 a late June 2003 from 0.8620 a January
2002 when the European Monetary Union launched the euro as the legal currency in the Euro
zone. The dollar has also falen by about 10.0 percent against the Japanese yen. In nomina
terms, during 2002, the dollar depreciated close to 18.0 percent against the euro and about 10.0
percent against the yen.
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Since early 2002 when several bouts of effectively serile officia intervention by the Bank of
Japan on the foreign exchange market failed to prevent the Japanese yen from appreciating,
domestic price levels were depressed. Entering the year 2003, however, the exchange rate of
the yen stopped its one-sided appreciation, oscillating within a relatively narrow band.

China; Hong Kong, China; and Malaysia; kept their exchange rates stable using either fixed
exchange rate regimes or another forms of a pegged system. The exchange rate of the China’s
yuan against foreign currency remained stable. By the end of 2002, one US dollar was equd to
8.277 yuan. The Hong Kong dollar remained stable against the US dollar, staying close to the
convertibility rate of HK$7.8/US$1 in the first seven months of 2003. Reflecting a weakening
of the US dollar against other major currencies, the nomina effective exchange rate for the
Malaysian ringgit decreased to 101 as of end-July 2003, compared with an average of 104.11in
2002.

In the first half of 2003, most East Asian currencies and the Russian ruble increased against the
USdallar, with Sngapore the exception. The Thai baht, Indonesian rupiah, Korean won (after
the depreciation of the first quarter of 2003) and Russian ruble recorded appreciations of
between 3.0 percent and 8.0 percent against US dollar.

In Chinese Taipel, the NT dollar to US dollar exchange rate fluctuated around 35 from the
beginning of 2003 to mid-April due to aternating bullish and bearish factors, including inflows
of foreign funds to the Taipel stock market and the weakening of the Japanese yen. The NT
dollar started to appreciate in late April in line with the softening of the USdollar as investors
pulled money out of the US market after a series of corporate accounting scandals that seriously
undermined investor confidence. The NTD/USD exchange rate reached 33 on July 17, the
highest level for the year. The NT dollar’s depreciation during this period largely offset its
appreciation in the second quarter, pushing the currency back to the same level as at the
beginning of the year. It subsequently fluctuated within a narrow range to end the year at 34.58
to the US dollar, adide of 2.2 percent from 33.81 at year-end 2001.
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Figurel.5
Foreign Exchange Rates*
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During 2002, the Indonesian rupiah exchange rate appreciated noticeably and exhibited greater
stability as compared to the previous year. This was driven by improved fundamentals, such as
a turnaround of balance of payments performance from deficit to surplus;, regiona and
sentiment factors; and occasional Bank Indonesia intervention in the market to reduce
fluctuations. On average, the rupiah gained 9.8 percent in 2002. Looking a economic
fundamentals, predictions for the exchange rate have been based on the improved performance
of the Indonesia’s economy, including the balance of payments in 2002. For the whole of 2003,
the exchange rate is expected to move within the range of Rp 8,400 to Rp 8,600 per US dollar.

Reflecting the decline of the greenback, the Singapore dollar appreciated by 6.6 percent against
the US dollar in 2002. Compared with the US dollar-pegged currencies of other mgjor trading
partners, the Sngapore dollar showed smilar strength. It also gained 6.6 percent against the
Hong Kong dollar and the Malaysian ringgit. The reative stability of the nomina effective
exchange rate in 2002 implied that the significant appreciation of the Sngapore dollar against
the US dollar, and currencies linked to it, was accompanied by weakness vis-a-vis the
currencies of other important trading partners. The Singapore dollar lost 9.9 percent against the
euro, 3.4 percent against the pound sterling and 3.6 percent against the yen.

The exchange rate of the Malaysian ringgit has been pegged to the US dollar at RM3.80 per
USD since 2 September 1998. In 2002, the ringgit depreciated against most major and regional
currencies in tandem with the weaker US dollar. The dollar generally weakened because of
concerns over the pace of the US economic recovery as well as heightened geopolitical tensions
in the Middle East. Consequently, the ringgit depreciated 15.4 percent against the euro, 9.5
percent against the pound sterling and 6.2 percent against the Japanese yen. The ringgit peg
continues to provide an environment of predictability and stability to facilitate economic
activities and is supported by strong economic fundamentals. These include a strong current
account surplus, higher international reserves, low inflation as well as a strong and well
capitalized banking sector.

The average exchange rate of the Thai baht appreciated to 43.0 baht per US dollar in 2002,
compared with 44.5 baht per dollar in 2001. In 2003, the baht is expected to appreciate to 42.5
baht per dollar.

The average Philippine peso-dollar exchange rate for 2002 stood at P51.60 per dollar, a
depreciation of 1.2 percent against the 2001 average of P50.99 per dollar. The depreciation of
the peso mirrored concerns over potential risks in the internationa financial markets, as the
tension in the Middle East, the economic recovery of the United States, threats of terrorism and
the domestic challenges confronting the Philippine economy, particularly the huge budget
deficit.

The average Brune dollar exchange rate with respect to the US dollar, was generally down, by
4.8 percent from 1.84 in January 2002 to 1.75 in December 2002. The Japanese yen Vis-4-vis
the Brunel dollar on average deteriorated by 3.7 percent from 1.39 in January 2002 to 1.44 in
December 2002.

The currency of every member economy in the Western Hemisphere and Oceania appreciated
sharply against the US dollar with the exception of the Mexican peso. Notably, the Canadian,
Australian and New Zealand dollars gained 12.0 percent to 20.0 percent against the US dollar
in the first haf of 2003.

Since 1983, Australia has had a floating exchange rate. During 2002, the Australian dollar
appreciated (in nomina terms) by 10.8 percent against the US dollar, and depreciated 5.5
percent against the euro and 0.3 percent against the Japanese yen. The Australian dollar
appreciated 20 percent against the US dollar in the first haf of 2003.
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The exchange rate of the New Zealand dollar generally appreciated in 2002. On a trade-
weighted basis, the exchange rate moved to just under the 60 mark by the end of the year 2002,
up from a low of around 48 following 11 September 2001 The biggest gains have been against
the US dollar, with the NZ dollar risng from a low of just under US$0.40 in kte 2000 to
around US$0.59 in late June 2003.

In Chile, trends in the exchange rate shifted in the second half of 2002. From late August to
early October, the Chilean peso, depreciated quickly due to lack of liquidity in the spot market
amidst general uncertainty and an apparent overreaction to political and economic conditionsin
Brazil. From mid-October to through mid-December, the peso recovered strongly, thanks to
improving terms of trade and sovereign spread, better conditions in major world stock markets,
and the completion of negotiations for a free trade agreement with the United States.

In case of Mexico, the exchange rate of the Mexican peso recorded was Ps. 10.395 per US
dollar at end of 2002, a depreciation of 13.48 percent as compared to the end of 2001. Since the
second quarter of 2003, the peso stopped depreciating, keeping movement relatively stable
around 10.3 pesos per US dollar.

The Canadian dollar has, in recent years, experienced downward pressure as a result of
weakness in world commodity prices and flights to the quality of the US dollar. The Canadian
dollar began 2001 at close to US$0.67 but has trended downward since then, remaining around
US$0.64 in 2002. Since the beginning of 2003, however, the Canadian dollar has gained
significant strength vis-a-visthe US dallar.

The USdollar is expected to continue to depreciate against most other major currencies. After a
first-haf-year dide, the trade-weighted value of the dollar against industrial economies

currencies is expected to rebound briefly as the market focuses on growth differentials between
the United States and other industrialized economies. World Outlook (June 2003) of Global

Insight is forecasting that over the year 2003 the value of the trade-weighted dollar will fall 8.0
percent vis-a-vis industriad economy currencies. Against the euro, the US dollar is projected to
reach US$1.15 per euro at the end of 2003 and US$1.20 per euro at the end of 2004. Against
the Japanese yen, the US dallar is expected to continue fluctuating around 120 yen per US
dollar in the short term. The US dollar should weaken against the yen in the long term, partly
reflecting the higher rate of inflation in the United States.

World Outlook (June 2003) of Globa Insight aso is warning that a hard landing for the US
dollar could lead to competitive currency depreciation, generating additional deflationary
pressures in the global economy. There is a high risk that the US dollar could be substantially
weaker than is usudly projected, due to various factors weighing it down, especially the large
US current account deficit.

2.7 World Commodity M arkets

Since the first quarter of 2002 with its incipient economic recovery, world prices of primary
commodities started to rise after the sharp decline of the second half of 2001. This was driven
mainly by a series of supply-side shocks. For the year as a whole, the overall index of primary
commodity prices rose by over 3.0 percent in US dollar terms, partly reversing the decline of
2001. The increase through the year 2002, particularly in the second haf, was much greater,
with petroleum and non-fuel primary commodity prices rising by 50 percent and 17 percent,
respectively, in December 2002 in relation to 2001.

Higher oil prices came in 2002, that is, early in the recovery stage whilst inflation trends were
generaly benign. This was an unusua phenomenon—at least from the viewpoint of business
cycles. Spot ail prices steadily climbed from US$20 per barrel in December 2001 to US$30 per
barrel in December 2002 for Brent crude.



Qil price hikes, a least until late 2002, appear to have been related mainly to market
perceptions of potential supply disruptions rather than to an actua shortage of supply. The
increased tensions between the United States and Irag over UN arms inspections sparked
concern over the possibility of military action in the region where close to two-thirds of the
world’'s proven crude oil reserves are located. Consequently, petroleum prices rose sharply
despite a significant expansion in global production during the year.

Furthermore, entering 2003, oil prices had surgedto US$34.3 by February. Apart from arising
war-premium, this increase also reflected the supply shortfals caused by strikes in Venezuela
and Nigeria, the demand boost from wnusualy cold weather in North America and Japan, and
unusudly low OECD crude oil stocks. In the early stages of the war in Irag, oil prices
plummeted and were hovering around US$25 per barrel by early April 2003.

Asthe war in Irag has ended without significant spillovers to neighboring countries and limited
damage to production facilities, Irag's production capacity can be expected to restore to pre-
war levels of about 2.8 million barrels per day reasonably soon. Venezuelan and Nigerian
output isaso expected to recover following the resolution of current political tensions, as long
as production facilities have not incurred major damage. In such circumstances, crude oil could
well stabilize at alevel significantly below US$30 a barrel.

In these circumstances, many institutions, including the OECD, are expecting oil prices to day
around US$25 per barrd over the coming year, the mid-point of the range targeted by the
Organization of Petroleum-Exporting Countries (OPEC). According to World Qutlook (June
2003) projections of Globa Insight, oil prices in terms of the benchmark Western Texas
Intermediate (WTI) spot price will fal to between US$20 and US$30 in the second half of
2003, following the anticipated resumption of Iragi oil output and further recovery of
Venezuela s oil exports. Average annual oil prices will be US$29 per barrel in 2003 and US$24
per barrel in 2004 and 2005.
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Tablel1.7

Forecast Oil Prices

2000 2001 2002  2003***  2004***
OECE import oil price (US#bbl)* 28.0 236 241 26.0 25.0
Changein oil price (percent) 621 -15.8 24 7.8 -3.8
Change in non-oil commaodity prices** 3.1 -8.6 -0.3 9.5 5.1

Notes: * Based on average cost, insurance and freight (cif) prices per barrel as calculated by the Internationa
Energy Agency.

** |n terms of total Hamburg commaodity price index, excluding energy.

*** OECD projections.

Sources: OECD Economic Outlook, June 2003

Figure 1.6
World Oil Pricesand Commodity Prices
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3. POLICY RESPONSE AND ECONOMIC PROSPECTS
3.1 Expansionary Fiscal Policy

Looking a macroeconomic policies to stimulate economic recovery, member economies
maintained an expansionary fiscal stance during the period up to 2002. The public deficits of
major OECD economies have aready reached the high level of 3.0 percent to 6.0 percent of
GDP in 2003. During 2001 and 2002, most members experienced a deterioration in government
financing, with a shift of budget balances from surpluses to deficits, or an increasing budget
deficit.

This marked deterioration stems from a cyclica weakness in tax receipts, but aso reflects a
serious worsening in the underlying position of public finances. Structura factors of deficits are
associated with aging in many economies. In addition, the reform of pension and hedth care
systems is too slow, while many economies have to start consolidating their fiscal position
immediately. Therefore, running a prudent fiscal policy is essential for stabilizing policies
because it will help avoid premature hikes in long-term interest rates. However, at present there
may be little room for maneuver left in fiscal policies.

Fiscal positions have deteriorated sharply n the course of the downturn since 2001, both for
cyclica and for dructura reasons. Looking forward, the OECD overdl fiscal deficit is
expected to widen further in 2003, partly because of built-in stabilizers. Aswell, additiona ex
ante gimulus is likely to accrue from a further increase in the cyclicaly adjusted deficit
amounting to a little under 0.5 percent of GDP. The fiscal stance is set to loosen in the United
Sates in particular. In Japan, the stance is expansionary this year, reflecting the increase in
expenditures in the fiscal year 2002 supplementary budget and the planned tax cuts in the FY
2003 budget. Australia, Canada, Korea, and New Zealand are expected to continue recording
budget surpluses.

US fisca policy maintained an expansionary stance in 2002, including income tax-reductions
and measures to promote business investment. After four years of surplus, the unified Federal
budget recorded a deficit of US$158 in fiscal year 2002 (1.5 percent of GDP). The return of the
deficit was primarily due to five factors. the lingering effects of the recession of 2001; the stock
market plunge; increased Federal expenditure necessitated by the war on terrorism; an
additional tax cut in May 2003; and the cost of homeland security.



Tablel1.8

Budget Balances (percent of GDP)

1997 1998 1999 2000 2001 2002
Western Hemisphere
Canada 0.2 0.1 17 31 18 13
Chile -50 57 -01 -14 -17 -08
Mexico -07 -13 -11 -11 -07 -12
Peru 02 -08 -32 -32 -25 -23
The United States -0.3 1.0 16 2.3 04 -24
Northeast Asia
China -08 -15 -21 -28 -26 -30
Hong Kong, China 65 -18 08 -06 -50 -49
Japan* -56 -74 -86 -70 -6.6 N.A.
Korea -5  -42 27 13 13 38
Chinese Taipei 25 12 05 -13 -25 -30
Southeast Asia
Brunel Darussalam -0.02 16 07 174 60 -42
Indonesia -02 -16 -37 -16 -28 -17
Maaysia 24 -18 -32 -58 -55 56
The Philippines 01 -18 -37 -40 -40 52
Singapore 11.8 34 35 25 -18 -01
Thailand -13 -25 -28 -23 -26 -29
Viet Nam 4.0 25 5.0 5.0 5.0 5.0
Oceania
Australia -1.0 0.2 0.7 21 09 -01
New Zealand 19 25 17 13 12 19
Papua New Guinea 01 -18 -26 -20 -36 42
Russia 7.7 59 -11 24 29 14

Note: * Refersto fiscal year (April to March)

Sources: Individual Economy Reports; ADB, Asian Development Outlook,
April 2003; OECD, OECD Economic Outlook, June 2003.




Japan’s fiscal imbalances remain most worrying, with a deficit exceeding 7.0 percent of GDP
in 2002 and a rapidly risng gross public debt ratio that exceeded 140.0 percent of GDP at the
end of 2002. In 2003, the deficit is to widen a bit further, reflecting the spending increases
enshrined in the FY 2002 supplementary budget for public works and unemployment benefits
as well as the tax cuts built into the FY 2003 budget. Considering the serious situation of the
economy, a supplementary budget of 4.5 trillion yen was passed by the Diet in February 2003
based on the “Program to Accelerate Reforms” formulated in December 2002. The program
contains measures to build a safety net in preparation for Japan’s economic and socia structural
transformations and public investment. Consequently, the government’s revenue and
expenditure structure is becoming increasingly rigid. To promote fiscal structura reform, the
government will concentrate funding in areas that will lead to future development. The FY
2003 budget of 81 trillion yen was formulated, and the amount of general account expenditures
wasincreased by 0.7 percent from the FY 2002 initia budget.

China aso maintained an expansionary fiscal policy. The fiscal balance in 2002 was minus
US3$37.43 hillionand the total fiscal expenditure was US$265.93 hillion, up 16.4 percent year-
on-year. In line with WTO commitments, the Chinese government cut the overal tariff rate
from 15.3 percent to 12.0 percent. During the process of finance system reform, stock trade
taxes were reduced from 0.4 percent (A share market) and 0.3 percent (B share market) to 0.2
percent in both markets. The pause before reducing state-owned shares also had negative
impact on revenue. In 2002, the total fiscal revenue reached US$228.50 hillion, up by 15.4
percent year-on-year.

In Chinese Taipe, the duggishness of the economy and various tax-cutting measures during
recent years has squeezed government revenue. In addition, the growth of social expenditure
and the massive funding required for reconstruction after the devastating earthquake of 1999
have greatly increased the burden of government expenditure, resulting in a substantia
widening of the fiscal deficit. In 2002, the ratio of the public deficit to annual expenditure stood
at 13.8 percent (3.3 percent of GDP). In addition, with the government depending increasingly
on raising public debt to cover expenditure, outstanding debt climbed to 31.5 percent of GNP.

Hong Kong, China’s financia results for 2002—03 (ending 31 March 2003) showed a deficit of
HK$61.7 billion or 4.9 percent of the forecast GDP for 2002 as compared with the anticipated
budgeted deficit of HK$48.2 billion. The 2003-04 budget forecasts a deficit of HK$67.9 hillion,
equivalent to 5.3 percent of the forecast GDP for 2003. The budgeted government expenditure
represents a growth of some 11.0 percent in real terms over 2002—03.

Indonesia’s government budget during 2002 reflected financial consolidation to ensure
medium-term fiscal sustainability. However, the deficit narrowed much more than expected,
mainly due to lower development spending outcome. The fiscal deficit for 2002 is estimated to
stand at 1.7 percent of GDP, lower than the budgeted 2.5 percent. The 2003 state budget aimed
at controlling the deficit while seeking to ameliorate the negative impact of the Bali incident by
accommodating a strong public interest in fisca stimulus. The budget deficit is forecast to be
1.8 percent of GDP, virtually unchanged from the preliminary realization for 2002. Control of
the 2003 deficit would be achieved through a continued increase in budget revenues (mainly
tax collections) and through belt-tightening measures (largely cuts in oil/gas subsidies) and
lower domestic debt servicing.

In Sngapore, an expansionary fiscal policy stance was maintained in 2002, as the economic
recovery from the recession in 2001 remained weak. The sizeable off-budget packages
announced in 2001 were generally continued through 2002 to alleviate the burden on
households and businesses.

The 2002 Malaysian budget remained expansionary to support growth momentum. Fisca
incentives and expenditure alocations were targeted at increasing domestic capacities to



enhance long-term growth prospects. The actual out-turn for revenue collected in 2002 was
sgnificantly higher than the initia projections on account of improved economic activities and
increased efficiency in tax collection. Nevertheless, higher expenditure resulted in a deficit of
RM20.3 billion (5.6 percent of GDP) for the year 2002 compared with an original budget
estimate of RM18.8 hillion (5.1 percent of GDP).

Sustained improvements in revenue collections enabled the Philippines to post a fiscal deficit
of P210.74 billion, P12.3 hillion lower than the revised deficit target of P223.04 billion. The
full-year deficit was approximately 5.2 percent of the nominal GDP in 2002. Government
revenues collected in 2002 amounted to P567.14 billion while total disbursements reached
P777.88 hillion. The government continued to implement reform measures aimed at
strengthening the enforcement of tax laws and increasing revenue recovery.

In 2002, the Brunei Darussalam budget continued to be increased, to stimulate growth.
Increases in expenditure allocations were targeted to build domestic capacities and encourage
foreign direct investment to accelerate the economic diversification programme. Government
expenditure thus showed an increase of 17.4 percent from BND 3.78 billion in 2001 to BND
4.44 hillion in 2002. The revenue collected in 2002 fell by 1 percent, from BND 4.23 billion in
2001 to BND 4.17 hillion in 2002, due to an overal decrease in tax collection and non-tax
revenues. Overal the country experienced a budget deficit of BND 267.7 million in 2002
compared to the surplus of BND 449.7 million recorded in 2001.

Australia’s budget returned to cash surplus in 1997-98, and the 2003-04 budget provided the
sixth cash surplus since then. In the 2003-04 financial year, the government expects to see an
underlying cash surplus of around 0.3 percent of GDP (or 0.1 percent measured on an accrua
basis). This is lower than the projected cash surplus of 0.5 percent of GDP (or an accrua
surplus of 0.3 percent of GDP) forecast in the 2002-03 budget, after the government’s
announcement of US$2.4 billion of persona income tax reductions, with effect from July 1,
2003. The expected outcome for the 2002—03 underlying cash balance is an estimated surplus
of 0.5 percent of GDP.

New Zealand has been running an operating surplus since the June 1994 fiscal year. As a
percentage of GDP, government operating expenses fdl from 41.6 percent in 1992—93 to 29.8
percent in the 2001-02 financial year. The operating baance before revauations and
accounting changes is estimated to be 3.1 percent of GDP for 200203, rising to 4.0 percent of
GDP in 2006-07 as tax revenue growth remains higher than expense growth through the
forecast horizon. By 2006-07 the persistent operating surpluses are expected to reduce net
Crown debt (including the NZ Super Fund assets) to below 3.0 percent of GDP.

Following the election of the new government in early August 2002 in Papua New Guinea, a
supplementary budget was introduced. It contained major adjustments aimed at restoring fiscal
macroeconomic stability, following unprecedented levels of expenditure in the first half of 2002,

Canada's federal government has now recorded five consecutive surpluses for the first time in
over 50 years. The surplus in 2001-02 was US$8.2 hillion in Canada. Furthermore, Canada was
the only member o the G-7 country to run atotal government sector surplus in 2002. Federa
surpluses have helped to reduce the federal debt by US$47.6 billion since 1996-97. This has
also lowered the federal net debt-to-GDP ratio from 67.5 percent in 1995-96 to 44.5 percent in
2002—-03. With the commitment to balanced budgets in each of the next two fisca years, the
federal net debt-to-GDP ratio is forecast to decline to about 40 percent in 2004-05.

During the third quarter of 2002, Chile's fisca accounts posted an overdl deficit, of -1.2
percent of GDP, accumulated in annual terms. With this result, fiscal figures approached the
objectives set during the recent budget debate (including an accounting deficit of 0.9 percent in
2002), thus reversing the increasing tendency of the annua deficit. Spending with a



macroeconomic effect was also adjusted, with annual growth reaching 3.8 percent in the third
quarter compared to 7.7 percent during the first half of 2002. Public investment increased by
amost 20 percent in the first half of the year but fell 0.4 percent, in annua terms during the
third quarter. The fourth quarter of 2002 experienced additiona spending limits to meet
budgetary constraints for the full year.

In Mexico, fisca discipline will remain the cornerstone of the 2003 budget. In particular, the
fiscal package approved by Congress is consstent with an overal public sector deficit
equivaent to 0.5 percent of GDP. Federa government revenues comprised 71.3 percent of tota
budgetary revenues, while revenues of agencies and entities under direct budgetary control
comprised the remaining 28.7 percent. Federad government revenues totaled Ps. 989,281.9
million during 2002, an increase of 0.3 percent in rea terms as compared to revenues recorded
in 2001. This increase was primarily attributable to the 6.1 percent increase in tax revenues
mentioned above.

3.2 Supportive Monetary Policy

In the APEC region, monetary policy has remained accommodative and thus supportive to the
economic recovery for 2002 and 2003. Against a background of low inflation and widening
output gaps, many central banks have brought down policy-controlled interest rates to historica
lows. Low interest rates have helped contain the size of the downturn.

Given the lags associated with monetary policy, monetary policies will continue to support
demand in the course of 2003 and 2004. There is clearly more scope for further interest rate
cuts in some economies, athough monetary policy alone cannot put economies back on a
balanced and sustainable growth path. Monetary conditions appear well adapted to the current
Stuation in most member economies, including the United Sates. In Japan, more aggressive
liquidity provisions combined with a decisive restructuring of the financia sector are advisable.
Money market rates are assumed to remain low for some time, before rising as the recovery
firms.

Faced with signs of a duggish growth, the US monetary authority continued to ease monetary
conditions. The Federa Reserve reduced the target federd funds rate 11 times in 2001, (a total
of 4.75 percentage points) to 1.75 percent. The Federa Reserve then held the funds rate steady
through most of 2002, until a 0.5 percent cut on 6 November brought the rate down to 1.25
percent. In the United Sates, short-term interest rates are at their lowest levels in over four
decades due to a cumulative 5.25 percent cut in the Federal Reserve's target rate in 2001 and
2002. The Federa Reserve lowered the target rate by another 0.25 percent to 1.0 percent on 25
June 2003. This monetary easing significantly supported investment and consumption,
particularly the consumption of autos and other durables. Following a large decline in 2001, the
interest rate on 91-day treasury bills fell an additional 50 basis points in 2002 and ended the
year at 1.2 percent. These reductions reflected the Federal Reserve's efforts to stimulate the
economy, which left real short-term rates (nomina rates less expected inflation) close to zero.
The 10-year treasury hills ended the year at 3.9 percent compared to 5.2 percent at the end of
2001. Room for lowering the federal funds rate is now limited. Rather, as the recovery

strengthens in 2004, it will be desirable to start moving the policy rate back towards neutrality.

In Japan, short-term interest rates have been amost zero since 1999. Liquidity injections have
been stepped up several times. Even so, broad money has recently been expanding at a year-on-
year rate of only about 2.0 percent, while private bank lending has continued to contract by 2.0
percent to 3.0 percent. While liquidity creation may have helped contain the acceleration of
deflation, it has clearly not been sufficient to pull the genera price level back up. In October
2002, the Bank of Japan decided to conduct money market operations aiming at the outstanding
balance of current accounts held at the bank at around 15 to 20 trillion yen. Furthermore, in
May 2003, the Bank of Japan decided to dhange the guideline for money market operations,
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and raised the target balance of current accounts held at the bank to around 27 to 30 trillion yen.
Looking at short-term interest rates, the overnight call rate moved at low levels in 2002,
reflecting the centra bank’s monetary easing policy, which was conducted several times
throughout the year. The overnight call rate remained at its lowest level. Interest rates for two-
and three-month contracts remained almost unchanged. Long-term interest rates remained at
0.7 percent, supported by strong demand from investors and other sources.

Tablel9
Short-term Interest Rate (percent, per annum)
1997 1998 1999 2000 2001 2002
Western Hemisphere
Canada 33 47 4.7 55 3.8 2.6
Chile 6.8 9.6 6.0 54 45 2.3
Mexico 19.8 24.8 214 15.2 11.3 7.1
Peru 12.8 18.7 14.9 12.7 8.6 32
The United States 5.2 49 4.8 6.0 35 16
Northeast Asia
China 77 6.3 5.6 5.6 5.6 5.6
Hong Kong, China 7.1 8.1 5.8 6.1 36 18
Japan 0.6 0.7 0.2 0.2 0.1 0.03
Korea 134 15.2 6.8 7.1 53 4.8
Chinese Taipei 6.9 6.6 4.8 4.7 37 21
Southeast Asia
Brunei Darussalam
Indonesia 30.5 64.1 26.0 125 17.6 12.9
Malaysia 7.8 9.4 4.1 32 31 29
The Philippines 131 153 10.2 9.9 9.9 5.4
Singapore 41 17 17 17 1.0 0.8
Thailand 224 13.6 15 18 21 20
Viet Nam 11 12 11 0.9 0.8 0.8
Oceania
Australia 54 50 5.0 6.2 49 4.8
New Zealand 7.9 4.6 5.4 6.7 5.0 5.9
Papua New Guinea - 19.0 22.7 15.7 10.2 155
Russia 32.0 41.8 39.7 24.4 179 15.7
LIBOR (3-months US$) 5.8 5.6 5.4 6.5 3.8 18

Note: " London Inter-Bank Offer Rates on USdollar deposits.
Sources: Individual Economy Reports. IMF, World Economic Outlook, April 2003



Figurel.7
Short-term Lending Rate (percent, per annum)
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In China, the growth of the monetary supply was consistent with economic growth and the
objects of monetary policy were achieved. By the end of 2002, the balances of the broad money
supply (M2), the narrow money supply (M1) and cash in circulation (M0O) reached US$2235.1
billion, US$856.34 hillion and US$208.74 hillion, respectively, and increased by 16.8 percent,
16.8 percent and 10.1 percent year-on-year, respectively.

Chinese Taipe’s central bank maintained a loose monetary policy aimed at fostering economic
growth in 2002. In the two years leading up to June 2003, the central bank cut the discount rate
15 times, reducing it by 3375 basis points from 4.75 percent to 1.375 percent. Both long-term
and short-term interest rates are at historic lows. With the economic recovery yet to feed
through into stronger demand for funds, and with the continuous transfer of bank depositsinto
bond funds, growth of the M2 monetary aggregate was markedly sow. In 2002, M2 grew by
3.55 percent, near the lower end of the 3.5 percent to 8.5 percent target range, while M2 plus
bond funds grew by 5.64 percent.

In Hong Kong, China, Hong Kong dollar interest rates softened during most of the first seven

months of 2003. Reflecting ample liquidity in the banking system, short-term Hong Kong

dollar inter-bank interest rates generaly fell in the first seven months, except for a brief
increase in March-April owing to concerns about the economic impact of the outbreak of SARS.
Specificaly, the three-month rate declined from 1.41 percent at end-December 2002 to 1.13

percent at end-July 2003. Its spread over the US dollar counterpart narrowed from 9 basis

points to 3 basis points during the same period.

In Indonesia, 2002 ended with the good economic and monetary conditions, athough economic
recovery was lower than anticipated. Prudent monetary policy with fiscal consolidation
supported by further advances in economic restructuring during 2002 has facilitated the way to
economic and monetary stability. The exchange rate appreciated noticeably and moved steadily,
while base money has been kept in check below its indicated target. Monetary conditions have
been encouraging since early 2002. Base money was quite stable and below its indicated target,
with the stronger and less volatile exchange rate contributing to reducing inflationary pressures.
These conditions provided room for Bank Indonesia to gradually lower interest rates.

In Sngapore, monetary policy remained neutral and the nominal effective exchange rate was
alowed to follow a zero percent appreciation policy path within the new band. The neutra
monetary policy stance was reaffirmed in the second half of the year as inflationary conditions
remain subdued.

In 2002, Malaysa’'s monetary policy remained accommodative to support the economic
recovery. The thrust of monetary policy focused on ensuring ample market liquidity and
access bility with low interest rates to support economic growth. The accommodative monetary
stance was facilitated in turn by the absence of inflationary pressures. Bank lending recovered
strongly in 2002 in line with the improving economy. The improved economic activity was aso
reflected in the growth of all monetary aggregates. M1, M2 and M3 had expanded strongly by
10.3 percent, 5.8 percent and 6.7 percent, respectively, as at the end of 2002.

Thailand continued to operate on accommodative monetary policy in order to maintain
supportive economic conditions. In 2002, the Bank of Thailand reduced the 14-day repurchase
rate (apolicy instrument) twice, from 2.25 percent per annum (p.a.) to 2.0 percent per annum in
January and from 2.0 percent pa to 1.75 percent pa. in November 2002. In 2003 the inflation
rate remained low, so there was no negative effect to further easing monetary policy to
safeguard against uncertainties in economic conditions and support the growth process. In
addition, a wider differential between domestic and foreign interest rates can cause voldtility in
short-term capital movements that may exert an adverse effect on economic recovery. The
Bank of Thailand therefore decided to lower the 14-day repurchase rate by 0.5 percent pa
from 1.7 percent p.a to 1.2 percent p.a., effective on June 27, 2003.



The Philippines monetary authorities focused on providing the appropriate liquidity conditions
needed to support a non-inflationary growth path for the economy in 2002. In January 2002, the
Bangko Sentral ng Pilipinas (BSP) adopted an inflation-targeting framework for monetary
policy to promote a low and stable rate of inflation conducive to baanced and sustainable
economic growth. Againgt a backdrop of benign inflation, the BSP reduced its policy interest
rates three times (by a cumulative amount of 75 basis points) in the first quarter to 7.0 percent
for its overnight borrowing rate and 9.2 percent for its overnight lending rates.

In Brunei Darussalam monetary expansions in the domestic banking system decreased by 2.1
percent from June to November 2002. The contraction in broad money was due to the fall in
demand deposits and quasi money by 0.5 percent and 3.4 percent, respectively. Interest rates
remained low compared to other rates offered by commercia banks in the region. The lending
rate to the prime borrowers of the commercia banks has remained unadjusted at 5.5 percent
since September 2000.

The Reserve Bank of Australia has the primary responsibility for the direction of monetary
policy. In pursuing the goal of medium-term price stability, the Reserve Bank has adopted the
objective of keeping average inflation between 2.0 percent and 3.0 percent over the medium
term.

The Reserve Bank of New Zealand is charged with maintaining price stability. The most recent
Policy Targets Agreement was signed in September 2002 and requires the bank to maintain
inflation in the range of 1.0 percent to 3.0 percent on average over the medium term. When it
comes to implementing monetary policy, the Reserve Bank uses the Officia Cash Rate (OCR)
target. The OCR was reduced to 4.75 percent in November 2001. However, ongoing strength in
the domestic economy saw this stimulus gradually withdrawn over the first half of 2002, with
the Reserve Bank gradualy raising the OCR to 575 percent by July 2002. A weakening
outlook more recently has seen the OCR gradualy lowered from April 2003 to reach 5.0
percent by July 2003.

The Bank of PNG maintained a neutra monetary policy stance over the first half of 2002,
following improvements in the exchange rate and a lower than anticipated inflation outcome
for the same period. Accordingly the bank maintained its signaling policy rate, the Kina Fecility
Rate (KFR), at 12.0 percent.

Canada’'s Federa Government and the Bank of Canada have maintained an official target range
for the inflation rate since 1991. Thistarget range was gradually lowered and is now 1.0 percent
to 3.0 percent. The commitment to leep inflation within that target range was renewed in
February 1998 and again in May 2001, with the latter commitment in effect until the end of
2006. The commitment to a low and stable inflation environment enables policy to best
contribute to sustained €onomic expansion in Canada, thereby leading to the likelihood of
lower unemployment and improved productivity. Between early 2001 and mid-January 2002,
the Bank of Canada lowered its target for the overnight interest rate (its key policy instrument)
on 10 occasions for a cumulative decrease of 3.7 percent. Since April 2002, however, the bank
has increased its rate by 1.25 percent in response to strong growth in the economy.

In Chile, duggish activity throughout 2002 encouraged the new monetary impulse applied early
2003. For mogt of 2002, interest rates on centra bank notes fell significantly, with an increase
in volatility in the last months of the year. Consistent with the reference rate and medium-term
inflationary expectations, interest rates on short-term promissory notes were cut by about 37
percent from January to September 2002. Since then, they have held steady around the policy
rate, although thereis still some volatility.
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In Mexico, the Banco de Mexico's primary objective is to seek the stability of the purchasing
power of domestic currency. Consistent with this view, the board of governors established that
the annua growth rate of the nationa consumer price index should fal to 3.0 percent by
December 2003 as a medium-term objective in the Monetary Program of 2001, in line with the
inflation rates of Mexico's main trading partners. Additionaly, it was announced that the
inflation target for 2002 should be no higher than 4.5 percent.

3.3 Progressive Structural Reform

To regain and sustain economic growth momentum, a renewed commitment to economic
reform has been, and will be, important in many economies. Therefore, policymakers should
push ahead with economic reforms without waiting for a fully-fledged recovery to materialize.
Governments show a readiness to intervene in the short-run to support the economy, while at
the same time providing economic agents with a sense d long-term direction and governance
to establish confidence.

During the years 2002 and 2003, economies in the region made various efforts to enhance
economic efficiency by reforming their economic structures. Recent mgor structural reform
issues included labor market flexibility; financial system stability; the efficacy of financia
supervisory ingtitutions and asset management agencies to resolve non-performing loans; the
hedlthcare and welfare system; thefair competition system; and the fiscal and taxation systems.

In Japan, the non-performing loan (NPL) problem continues to be one of the major

challenges to structural reform of Japanese economy. With a view to accelerating
structural reform, the government announced a “ Comprehensive Policy Package for

Accderating the Structural Reform” in October 2002. As one part of this package the
“Program for Financial Revival” was announced and its goal is to normalize the NPL

problems by the end of FY 2004. By July 2003, all necessary measures in this program

were implemented, including the adoption of a discounted cash flow-type method,
conducting another round of special inspections, and introducing an early war ning system
The good effect of the policy has already shown in major banks’ balance sheets of FY 2002.
In addition, to resolve the NPL problems, it was necessary to continue a policy response
that took an integrated approach to issues in the industrial and financial sectors. From
this viewpoint, the role of the Industrial Revitalization Corporation of Japan, established
in May 2003, is very important. There has been consensus building among creditors on

business restructuring and its implementation by purchasing part of the loan assets of

distressed but viable companies at their market price, after reviewing their rehabilitation

plans. In March 2003, the government revised its “Three-Year Program for Promoting
Regulatory Reform (FY 2001-FY 2003).” It is the second revision since the program was
formulated in 2001. The revised program consists of 1,153 items including reinforcing the Fair
Trade Commission through amending the surcharge system under the Anti-Monopoly Law. It
also includes plans for promoting specia zones for structura reform.

China will focus on accomplishing the following structural reform tasks in 2003 (1)
Accelerating the restructuring of agriculture and the rura economy and doing everything
possible to increase rural income; (2) Working hard to increase job opportunities and constantly
improving the socia security system; (3) Acceerating adjustment and improvement of the
industrial  structure in accordance with the requirements for taking a new road to
industridization; (4) Continuing with the implementation of market-oriented reform and
rectifying and standardizing the order of the market economy; (5) Opening more widely to the
outside world and making better use of both domestic and international markets and resources,
and (6) Continuing to implement the strategy of reuvenatiing China through science,
technology and education, sustainable development, and promoting comprehensive progress in
all socia undertakings.
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In Korea, the central aim of financia and corporate restructuring has been to raise the overal
efficiency of the economy. That has been done by heightening the soundness and profitability
of the corporate and financial sectors through the forced exit of ailing financial institutions and
firms, improvement of the financia structure of financial institutions and companies capable of
aturnaround, the putting in place of systems relating to management transparency, and so forth.

Chinese Taipei has made or is preparing some institutional measures for reforming its economic
structure. Its main aims are to strengthen the banking system, to establish free ports, to improve
the flexibility of its labor market and to improve the environment for FDI. Chinese Taipel will
ease restrictions on the recruitment of overseas hi-tech personnel and introduce attractive new
tax concessions for investors. At the same time, efforts will be focused on developing various
high-tech industrial clusters, including an ICT cluster in the north, a nanotechnology cluster in
the centra region, and an optoelectronics cluster in the south. Maintaining its emphasis on
developing a knowledge-based economy and promoting private investment, Chinese Taipel will
step up the pace of privatization and deregulation while strengthening support for R&D and
industria innovation. To improve fiscal strength, Chinese Taipei has been taking vigorous steps
to augment government revenues while scaling back government spending. A cabinet-level task
force has been formed to explore al possihilities of fisca reform and formulate plans for
balancing fiscal revenues and expenditures within the next five to ten years. In July 2002, a
Financial Reform Committee was set up to draft proposals for accelerating financia
reconstruction over the next few years. It included formulating effective methods to reduce
NPL ratios and improve the quality of bank assets, promoting vertical and horizontal mergers
of financial ingtitutions and paving the way for enhancement of financia asset liquidity. In July
2003, Chinese Taipe’s legidature enacted crucial new laws on real-estate securitization, the
establishment and management of free ports, agricultura finance and the organic law of the
Executive Yuan's financia monitoring and management committee. Furthermore, in April 2003,
Chinese Taipel launched a fiscd reform program to improve the structure of the fiscal system
with the target of balancing fiscal revenues and expenditures by 2012.

Hong Kong, China is a free market economy, and thus the prime mover of economic
restructuring is mainly the private sector. Yet the government is actively promoting the
development of hard and soft infrastructure by investing heavily in education, upgrading
economic infrastructure, promoting innovation and technology, improving the business
environment, helping the business sector to develop new markets, protecting ecology and
environment and improving qudity of life. Along with enhancing strengths in the four core
industries—finance, logistics, tourism and producer services sectors, the government is also
aming to assist the private sector to capitdize on the rapid development of China
Specifically, the government has entered into a Closer Economic Partnership Arrangement with
China, and has pushed through several measures to improve boundary crossings, with aview to
expediting economic integration with the Pearl River Delta region.

In Indonesia, some programs and acts were ingtituted for banking rehabilitation, effective anti-
corruption measures and appropriate labor rights during 2002 and 2003. As a continuation of
the banking policy pursued a year earlier, in 2002 Bank Indonesia focused its policy on three
programs: banking rehabilitation, banking resilience, and bank intermediation. Under the
banking rehabilitation program, the government continued to implement the state's guarantee
program, although this guaranteed coverage will eventually be eiminated. In the area of
banking supervision and regulations, the government aims to meet international standards as
defined by the 25 Basle Core Principles. The structura reform programs, supported by
improved macro-monetary conditions, have strengthened the banking system. This was
reflected in a stronger capital structure, improved NPLs, stronger profitability, and recovery in
bank intermediation. Banking efforts to restructure credit have reduced their gross NPL ratio to
8.3 percent (2.9 percent on a net basis), as compared to 12.1 percent (net 3.6 percent) in 2001.
Although the overal net NPL ratio is below 5.0 percent, there were still 20 banks with a net



NPL ratio above 5.0 percent. On the profitability front, banking net interest income has risen to
Rp 42.9 trillion compared to Rp 37.8 trillion the previous year, reflecting a wider spread
between credit and deposit rates due to declining SBI rates. Indonesia has aso made
remarkable progressin legal and judicial reform. The Anti-Corruption Law was passed before
the end of 2002 and the Weath Commission has functioned well in an uncoercive role and
should become an effective component of the Anti-Corruption Committee with enhanced
investigatory power. Indonesia’s House of Representatives has aso pased an Anti-Money-
Laundering Bill, appointed key officias and is close to launching its Financial Transactions
Reporting and Analysis Unit.

The Philippines financial policy emphasized strengthening of the banking system to secure
efficient financia intermediation and restoring confidence in the stock market. “The Generd
Banking Law of 2000" (GBL) (RA No. 879) aligned domestic banking standards with
international best practices and improves regulatory oversight. The GBL aso alowed foreign
banks to acquire up to 100 percent of a domestic bank within seven years of the implementation
of the law. The BSP continued to implement measures to improve prudential and supervisory
regulation over the banking system. To address the non-performing assets problems of the
financia sector, RA No. 9182, otherwise known as the Special Purpose Vehicle Act of 2002,
was enacted on 10 January 2003. The law aims to encouraged private sector investments and
eliminate barriers in the acquisition of non-performing assets. The law is expected to help in the
rehabilitation of distressed businesses and improve the liquidity of the financia system. The
implementing rules and regulations were issued on 19 March 2003.

Sngapore is restructuring the economy in response to changes in the externa environment and
domestic economy. The key strategic thrusts include expandingexterna ties, maintaining
competitiveness and flexibility, promoting entrepreneurship, upgrading manufacturing and
services, and developing human capital. As economic restructuring will inevitably have a major
impact on workers, with more frequent job displacements and higher structural unemployment,
there is a need to manage the dislocation and difficulties, and help workers make these changes
through retraining, job-matching, and more focused assistance. Through the structural reforms,
Singapore aims to become a globalized, entrepreneurial and diversified economy, and sustain
medium-term economic growth at 3.0 percent to 5.0 percent p.a..

In the past decade, Thailand has been influenced by the impact of globalization and
technologica development. Some essential structural reforms have been undertaken in several

areas. First, bureaucratic reform in Thailand has been reshaped and downsized to increase its
efficiency and effectiveness. Two major aims characterize the direction of bureaucratic reform-
to modernize and to improve the efficiency of the civil service system by restructuring
government organizations and restricting the number of government officials. Tax reform
measures have been implemented to upgrade the tax system to international standards. Income
taxes have been reformed by lowering tax burdens and simplifying compliance in line with
other regional economies. Vadue-added tax refunds and duty drawback from exports have been

further accelerated so exporters receive money back in a reasonable time. Furthermore, the
tariff structure has gradualy undergone further rationaization in view of globa trade
liberalization and the redlization of the ASEAN Free Trade Area The Tha government has dso
emphasized the important of restructuring corporate governance. In 2002, the “Good Corporate
Governance Campaign” was initiated to create a transparent investment environment in
Thailand. So far, new laws and regulations have been enacted covering investments, the system
of property ownership for nonrresidents, and new taxation schemes. In conclusion, the Thai
government is confident these fundamenta reforms will ultimately enhance Thailand's
economic growth and competitiveness.

In an effort to improve Brunel Darussalam’s competitiveness, increase foreign direct
investment, and help diversify its economy, the government has launched severa important



initiatives. Regulatory reforms have been made reducing the tax burden of new and expanding
companies, lifting foreign ownership redtrictions on indudtrid land, and promoting the
development of offshore financial activities. Institutional reform has also been made to
strengthen the corporate body responsible for spearheading economic development while
strategic reaignment of the civil service sector is currently being undertaken to improve the
efficiency and effectiveness of public services. Due to the importance of human resource
development, Brunei Darussalam, with the help of ateam of international consultants, isin the
process of formulating its new Human Resources Policy and Plan. In the Eighth Nationa
Development plan special emphasis § aso placed on the promotion and development of
human resources, ICT and science and technology, privatization, development of an offshore
financia center and the tourism and hospitality industry.

In recent years, Viet Nam has been continuously carrying out a structural reform program along
with economic renovation (Doimoi) in order to realize its industrialization and modernization
strategy, stimulate economic growth, enhance the economy's competitiveness, and actively
integrate into the regional and international economy. At the beginning of 2001, with financia
supports from international organizations such as the International Monetary Fund (IMF), the
World Bank and other donors, the government has gpproved the reform programme in seven
areas. (1) trade policy; (2) improving the climate for enterprises; (3) reforming state-owned
enterprises; (4) strengthening the banking system; (5) managing public resources, (6)
formulating a legal sector strategy; and (7) reforming public administration.

In Australia, the Intergenerational Report 200203 informs the wide-ranging structura policy
reforms of the 2003 budget. Following a review of Austrdias international taxation
arrangements, the government has announced a package of reforms that continues its
commitment to improve the international competitiveness of Australian business. The reforms
include reduction in compliance costs associated with the controlled foreign company rules,
reduction of tax on certain forms of foreign business income and gains, modernization of
Augralia’s taxation treaty network and better targeting of foreign investment fund rules.
Proposed amendments to the Workplace Relations Act will smplify procedures and increase
labor market flexibility in areas such as unfair dismissal cases. Under current arrangements,
industrial disputes have fallen significantly. Enacting further reform will provide substantial
dividends. Higher education reforms will establish a more efficient and responsive higher
education sector lifting both productivity and participation. It should also enable the rapid
utilization and transmission of new skills and production technologies, with a dynamic effect in
increasing productivity. Health reforms will ensure that future governments can afford health
support systems well into the future. The government has reaffirmed its commitment to
universal health care through funding for new Health Care Agreements with the states. These
agreements seek to improve the cost-effectiveness, accessibility and quality of services. Welfare
reforms will assist those with disabilities and their families, and parents of children with specia
needs to participate in work and education.

In New Zealand, far-reaching structura reforms commenced in the mid-1980s were aimed at
improving the microeconomic efficiency of the economy while simultaneously bringing greater
macroeconomic stability. The reforms included the floating of the exchange rate; abolition of
controls on capitd movements, the remova of import quotas and reduction of tariffs
(elimination of subsidies and other forms of protection and regulatory distortions on relative
prices); putting government-owned trading entities on a commercia footing; extensive
privatization of government-owned enterprises, major taxation reform to reduce distortions and
create more efficient incentive structures; and greater trangparency in the setting and operation
of fiscal policy. Key transport sectors (land, sea and air) were aso deregulated and measures
were taken to promote a more flexible labor market. More recently, corporate law reforms have
been undertaken to strengthen corporate governance and encourage greater financial disclosure
by corporations. The Securities Amendment Act 2002, the Takeovers Amendment Act 2002 and
the Securities Markets Amendment Act 2002 were passed on 1 December 2002 (Securities



Markets and Ingtitutions Bill). The purpose of the bill was to promote confidence in the New
Zedland market by increasing the effectiveness and efficiency of the law and regulatory
ingtitutions governing securities markets and aligning the law with international best practice.

Papua New Guinea’'s Structurad Reform Program in the 2003 budget emphasized
macroeconomic stability, international competitiveness, price and trade liberalization, taxation
reforms, investment policy reforms, public expenditure management, and decentralization of
responsibilities and finances from the national to the provincial and district levels.

Canadian economic efficiency and the competitiveness of the tax system has been significantly
improved in recent years. In 2000, the government set out a plan to reduce taxes by US$100
billion over five years—the largest tax cut in Canadian history. The government’s plan provided
sgnificant personal income tax reductions and strengthened the foundation for economic
growth and job creation by creating a competitive environment for business investment.
Specificdly, all personal income tax rates were lowered and full indexation of the tax system
was reinstated. By 200405, when the plan is fully implemented, federal personal income taxes
will have been reduced by 21 percent on average. Canada has also implemented a number of
significant structura reforms to its financial sector regulatory framework. For example, in 1999,
Canada implemented a new foreign bank branch regime as well as a demutualization regime for
the life and health insurance industry. In 2001, it implemented a new policy framework with a
view to fostering the competitiveness of he sector, streamlining regulation and protecting
consumers. Important changes included a new ownership regime for banks and the opening up
of the payments system. Over the last three years, Canada has aso put in place an anti-money-
laundering and anti-terrorist regime that meets international standards and ranks near the top of
aligt of our international partners.

The Chilean government's structura reform policies aim at broadening the foundations for
long-term growth and building socid consensus. The government has developed and
implemented a modern socia agenda and, in particular, has guided its efforts to improve access
to equity and efficiency in health and education while giving more explicit consideration to
their links with economic growth. The government introduced a new fisca rule in 2000 (the
structural budget surplus rule) that puts a cap on expenditure with a view to maintaining a
surplus of the structural budget of 1.0 percent of the GDP This rule allows the government to
pursue some degree of counter-cyclical fisca policy, within prudent margins. In financia
capital markets, the Chilean government is developing structural reforms to improve the
institutional features to protect creditor and debtor rights. Progress in financing to SMEsis aso
amgjor area of the reforms implemented. Since 2001, a package of reforms has been adopted in
order to modernize the capitad market, and in 2003, tax and deregulatory measures were
adopted to stimulate the development of the capital market.

Mexico’s National Development Plan (PND), which was presented on 29 May 2001, contains a
set of structurd reforms to be implemented during the current administration. The objectives
and economic impact of the financial, fiscal and budgetary reforms proposed are the following:



Table 1.10: Mexico' s National Development Plan (PND)

Reforms Objectives Economic I mpact
= Promote domestic savings, with emphasisin| = Increases domestic saving in a sustained and
popular and long-term savings. permanent basis.
= Speed the modernization of the financial | = Establishes a more competitive financia
system and facilitate the reactivation of system and provides more financing options to
Financial bank lending. the private sector.
Reform = Deepen domestic stock and debt markets. = Reducestherisk of systemic crises

= Modernize development banks in order to | = Increases the informational content of financial
accelerate the achievement of the social an asset prices.
economic goals set forth in the PND = Promotes the efficient allocation of resources
to productive investment.

= Maintain a solid fiscal stance and promote | = Reduces the absorption of financial resources
an alocation of resources that favors social and increases the amount of resources available
and investment projects. for private investment.

= Increase permanent and current expenditure. | = Decreases the volatility of public sector income

= Reduce the dependency on oil-related by limiting the government’s dependence on

revenues. oil-related revenues.
Fiscal = Ameliorate the crowdingout of private| = Decreasgs the vulnerability of the economy to
Reform investment. _ speculative att_acks. _
= Improve tax compliance sources of revenue| = Reduces the size of the informal sector of the
in order to attend social needs. economy.
= Diminishes economic distortions and generates
amore competitive economic environment.
= Strengthens regional development.
= Increases the ability of the d<ate to support
socia needs.
= Modernize the budgetary approval process | = Allows for the implementation of contra-
and its execution. cyclical policesin the medium term.
= Establish rules on medium-term fiscal | = Provides certainty over the medium-term fiscal
policy. stance.
Eu?getary = Increase the efficiency of public sector| = Strengthens the evaluation process of public
etorm expenditures. expenditures.
= |Improve the account rendering process. = Increases the transparency of fiscal policy
management.

In Russia, there has been some progress on structura reform. Electricity reform made
substantial progress as the Duma approved the plan to split the monopoly eectricity company
along functional lines and to introduce competition in the sector. While the situation for small
and medium-sized enterprises remains difficult, deregulation policies recently approved have
led to some improvement in the business climate. The current revision of the bankruptcy law
should help to make property rights more secure. There has aso been some recent progress on
railway and pension reform and the government has started to tackle regulatory, administrative
and military reforms. While the reform process is taking time, the recent large investment by
British Petroleum in the Russian oil sector suggests improving confidence among the
international business community in the capacity of the current government to deliver on
reforms.

3.4 Prospects for an Economic Recovery

The world economy is expected to head for another US-led rebound over this year and the next
year. We expect the US economy to improve gradualy in the coming months and rebound
strongly by the end of this year. Its rebound should provide enough sparks to boost economic
growth in the APEC region as well as in the rest of the world, particularly in Asia (except
Japan) and Oceania.

The SARS outbreak has been brought under control and as the military Situation in Irag
stabilizes, we expect the global economy to regain its strength gradually. The rapid end of the
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war in Iraq has already significantly improved the economic prospects of the United States, the
Middle East and the rest of the world and has discouraged OPEC from pushing up oil prices. It
is worth noting that the 25.0 percent post-Irag decline in global oil prices by itsdf is a maor
boost to consumer discretionary income and business profits. The favorable outcome of the Irag
war has aso reduced the geopolitical uncertainties that have been depressing consumer and
business confidence for the past two years.

In terms of policy direction, monetary and fiscal easing in several countries, notably the United
States, will continue to support demand, in a context of declining core inflation. If oil prices
remain around US$25 per barrel, economic activities are expected to regain growth momentum.

OECD (June 2003) revealed the projections that real GDP in OECD would grow 2.5 percent in
2003 and 4.0 percent in 2004, compared to 2.4 percent in 2002. It aso projected that world
trade growth rates would be 5.9 percent this year and 8.8 percent next year, compared to 3.6
percent last year. The IMF (May 2003) is forecasting that the world economy will grow 3.2
percent and 4.1 percent in 2003 and 2004, respectively, up from 3.0 percent in 2002.

Dignflation is likely to continue in the near future. Inflation is generally low or decreasing in
core terms. Although US inflation has tended to pick up alittle, reflecting rising energy prices
and stronger import prices resulting from a weaker dollar, it will remain moderate. As higher
energy prices unwind, inflation should dow, consistent with the negative output gap prevailing
over the entire projection period. In Japan, deflation is not expected to abate and the
consumption deflator should continue to decline by about 1.5 percent per year.

Reflecting the uneven recovery, current account imbalances are projected to widen among
members. The US current account deficit is set to rise by 0.7 percent of GDP between 2002 and
2004 to 55 percent of GDP, while the Japanese and euro area surpluses would increase by 1.0
percent and 0.2 percent of GDP respectively over the same period.

The United States economic growth is projected to pick up in 2003. The consensus of private
forecasters, as of August 2003, is that there will be 2.3 percent GDP growth for the 2003
calendar year. In addition, private forecasters are predicting growth of 3.7 percent in 2004, in
line with the administration’s forecast of 3.7 percent. The growth rate of the economy over the
long run is determined primarily by the growth rates of its supply-side components, which
include population, labor force participation, productivity and the work week. Non-farm labor
productivity is expected to grow at 2.1 percent a year on average, and the labor force is
expected to grow at 1.0 percent at an annual rate.

The Japanese economy is not expected to sustain the growth performance recorded in 2002,
when it grew by 25 percent during the year (but 0.3 percent year-on-year). Going forward,
growth is expected to average 1.0 percent in 2003-2004, driven largely by exports as subdued
wage growth and deteriorating employment prospects restrain household spending. Deflation
nonetheless is expected to persists over the period and interest rates will remain low. With
continuing large structural fiscal deficits of up to 8.0 percent of GDP, in part reflecting the
ongoing fiscal costs associated with population aging, public debt continues to accumulate at an
unsustainable rate.

Growth in Asian member economies (except Japan) should rebound in 2003 with OECD
markets recovering. For the Asian APEC area as a whole, the current account balance remains
in small deficit over the medium term, although in the absence of ngor changes in potential
growth rates or trade openness and at broadly unchanged real exchange rates, there is little
overal adjustment in the current external imbalances between regions.

China’'s major anticipated targets for economic and social development in 2003 are: an
economic growth rate around 7.0 percent; an increase of the consumer price level by 1.0



percent; an increase to China's foreign trade by 7.0 percent; new job creation of no less than 8
million jobs, registered unemployment in urban areas of under 4.5 percent; and natura
population growth of under 0.75 percent.

Tablel.11
Forecasts of GDP Growth (percent)
2003 2004 Medium-term
2002
Official IMF OECD ADB | Official IMF OECD ADB| Official GI*
Western Hemisphere
Canada 34 32 19 2.7 - 35 30 34 - 30 31
Chile 20 36 33 - - 42 45 - - 30 55
Mexico 0.9 30 15 25 - - 35 39 - - 4.2
Peru 53 40 40 - - 40 40 - - 45 53
The United States 24 29 26 25 - 37 39 4.0 - 33 33
Northeast Asia
China 8.0 70 75 1.7 7.3 - 75 71 76 7.0 6.6
Hong Kong, China 23 20 15 - 20 - 28 - 40 30 49
Japan 0.2 06 20 10 - - 14 11 — | 1.50ver 20
Korea 6.3 31 25 52 40 - 47 60 53 - 6.0
Chinese Taipel 36 31 27 - 37 38 38 - 39 - 51
Southeast Asia
Brunei Darussalam 32 32 51 - - 45 01 - - - 24
Indonesia 37| 3540 35 - 34 - 4.0 - 40 - 53
Malaysia 42 45 42 - 43 - 53 - 51 75 53
ThePhilippines 44 | 4252 40 - 40| 4958 40 — 45| 5867 55
Singapore 22 0-10 05 — 23 — 4.2 - 42 — 37
Thailand 52| 4555 50 - 42 - 51 - 55| 5055 54
Viet Nam 7.0 73 60 - 6.9 - 7.0 - 71 75 73
Oceania
Australia 36 30 30 32 - 33 35 38 - 35 34
New Zealand 44 27 26 31 — 27 29 29 - 30 36
Papua New Guinea -05 27 25 - 10 - 23 - 20 25 45
Russia 43 59 60 50 - 52 50 35 - 59 39
APEC 24 27 - - - - - - - - -
World 19 - 32 — - - 41 - - - 33

Note: *Gl stands for Global Insight.

Sources: Individual Economy Reports; ADB, Asian Development Outlook, April 2003; Globa Insight Inc.,
World Outlook, June 2003; IMF, World Economic Outlook, September 2003; OECD, OECD Economic
Outlook, June 2003.
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Table1.12
Forecasts of Consumer Price Inflation (percent)

2002 2003 2004 Medium-term

Official IMF OECD ADB| Official IMF OECL ADB | Official GI*
Western Hemisphere
Canada 2.3 24 28 3.7 - 22 17 21 - 18 16
Chile 25 25 34 - — 24 30 - - - 3.0
Mexico 5.7 30 46 44 - - 34 35 - - 38
Peru 0.2 15 25 - - 25 25 - - 25 24
The United States 1.6 23 21 24 — 17 13 17 - 2.2 2.2
Northeast Asia
China -0.8 10 08 - 05 15 - 10 35 4.6
Hong Kong, China -30 -30 -26 - -15 - -19 - 0.5 - 12
Japan -09 -04 -03 -09 - - -06 -10 - 10 04
Korea 2.7 35 33 37 40 - 30 33 35 - 3.8
Chinese Taipel -0.2 -01 01 - 04 0.5 0.8 - 0.6 - 16
Southeast Asia
Brunei Darussalam -23 -23 10 - — - 13 - - 3.0
Indonesia 10.0 9.0 66 - 100 - 54 - 85 - 56
Malaysia 18 15 17 - 19 - 22 - 2.2 - 2.6
ThePhilippines 31| 4045 30 - 45 4050 34 - 4.5 - 6.0
Singapore -04] 05-10 06 - 05 - 12 - 1.0 - 20
Thailand 0.6 16 14 - 13 - 01 - 16 24 2.3
Viet Nam 4.0 57 40 - 50 - 35 - 5.0 - 54
Oceania
Australia 3.0 33 29 25 — 2.8 23 25 - 25 2.8
New Zedand 2.7 20 20 2.0 - 17 20 2.0 - 20 2.8
Papua New Guinea 14.8 138 17.2 - 90 - 80 - 5.0 - 81
Russa 151 120 144 140 - - 129 - - - 103

Note: *Gl stands for Global Insight.

Sources: Individual Economy Reports; ADB, Asian Development Outlook, April 2003; Global Insight Inc.,
World Outlook, June 2003; IMF, World Economic Outlook, 2003; OECD, OECD Economic Outlook, June
2003.




Table1.13
Forecasts of Budget Balances (percent of GDP)

2002 2003 2004
OECD ADB | OECD ADB

Western Hemisphere
Canada 13 11 - 10 -
Chile -0.8 - - - -
Mexico -1.2 - - - -
Peru -2.3 - - - -
The United States -24 -4.6 - -4.2 -
Northeast Asia
China -3.0 -3.0 -2.8 -3.2 -2.6
Hong Kong, China -4.9 - -5.7 - -4.2
Japan N.A. -7.7 - -7.8 -
Korea 38 34 1.0 39 2.0
Chinese Taipel -3.0 - -25 - -25
Southeast Asia
Brunei Darussalam -4.2 - - - -
Indonesia -17 - -1.8 - 0.0
Malaysia -5.6 - -4.0 - -25
The Philippines -5.2 - -45 - -4.0
Singapore -0.1 - -0.6 - 25
Thailand -2.9 - -22 - -2.0
Viet Nam 5.0 - -5.3 - -4.6
Oceania
Australia -0.1 0.2 - 05 -
New Zedland 19 0.8 - 05 -
Papua New Guinea -3.8 - - - -
Russia 14 0.1 - 10 -
Sources: Individual Economy Reports; ADB, Asian Development

Outlook, April 2003; OECD, OECD Economic Outlook, June 2003.
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Table1.14

Forecasts of Export Increase (percent)

2003 2004
2002 . .
Offical OECD ADB* GI* | Offical OECD ADB* GI*
Western Hemisphere
Canada 0.8 - 44 - 2.7 - 7.3 - 0.3
Chile 13 - - - 6.0 - - - 6.7
Mexico 14 104 52 - -17 - 82 - 99
Peru 6.3 13.6 - - 6.5 83 - - 6.1
The United States -16 - 40 - 85 - 9.0 - 117
Northeast Asa
China* 223 - - 83 135 - - 92 165
Hong Kong, China 9.2 78 - 6.5 6.4 - - 6.2 6.8
Japan 82 18 77 - 113 - 94 - 6.8
Korea 14.9 10.5 12.8 80 123 - 119 80 6.6
Chinese Taipel* 6.3 71 - 74 71 75 - 7.8 75
Southeast Asia
Brunel Darussalam -0.7 - - - - - - - -
Indonesia -12 | 1.0-15 - 30 51 - - 55 7.7
Maaysia 36 70 - 81 82 - - 102 6.5
ThePhilippines 36 | 5257 - 6.0 74| 46-51 - 70 6.4
Singapore* 32 - - 75 118 - - 102 109
Thailand 10.9 80 - 6.6 9.1 - - 75 71
Viet Nam 113 14.8 - 91 154 - - 84 131
Oceania
Australia -02 0.0 34 - 48 6.0 84 - 51
New Zealand 43 50 46 - 94 49 6.4 - 85
Papua New Guinea -14.7 - - - - - - - -
Russia 10.2 - - - 45 - - - 10

Note: * Based on merchandiseexports.
Sources: Individua Economy Reports; ADB, Asian Development Outlook, April 2003; Global
Insight Inc., World Outlook, June 2003; IMF, World Economic Outlook, April 2003; OECD,
OECD Economic Outlook, June 2003.
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Table1.15
Forecasts of Import I ncrease(percent)

2003 2004

2002 Official OECD ADB* GI* | Offical OECD ADB* GI*
Western Hemisphere
Canada 0.8 - 6.1 - 52 - 73 - 33
Chile 05 - - - 82 - - - 82
Mexico 16 83 48 - 14 - 82 - 104
Peru 25 99 - - 54 52 - - 7.7
The United States 37 - 6.4 - 82 - 9.0 - 42
Northeast Asia
China* 21.2 - - 10 176 - - 140 182
Hong Kong, China 7.1 57 - 59 6.9 - 6.7 7.1
Japan 20 16 36 - 134 - 42 - 73
Korea 16.4 15.0 114 90 158 - 11.9 9.0 94
Chinese Taipei* 49 9.8 - 115 838 82 - 100 87
Southeast Asia
Brunei Darussalam -05 -181 - - - - - - -
Indonesia -83 | 1722 - 10 167 - - 45 9.3
Malaysia 6.1 71 - 88 101 - - 113 8.7
The Philippines 47 | 5055 - 5.0 99 | 85-90 - 58 136
Singapore* 01 - - 98 153 - - 116 161
Thailand 11.3 9.9 - 70 100 - - 80 73
Viet Nam 194 16.7 - 131 150 - - 120 137
Oceania
Australia 115 13.0 6.9 - 7.0 6.0 82 - 85
New Zealand 8.7 9.9 6.3 - 9.6 5.0 5.6 - 83
Papua New Guinea -128 - - - - - - - -
Russia 19.1 - - - 6.9 - - - 46

Note: * Based on merchandiseimports.

Sources: Individual Economy Reports; ADB, Asian Development Outlook, April 2003; Global
Insight Inc., World Outlook, June 2003; IMF, World Economic Outlook, April 2003; OECD, OECD
Economic Outlook, June 2003.




Table1.16
Forecasts of Current Account Balances (percent of GDP)

2003 2004

2002 OECD IMF ADB | OECD IMF ADB
Western Hemisphere
Canada 15 20 16 22 16 -
Chile -0.8 - - - - - -
Mexico -2.2 -25 - - -2.8 - -
Peru - - - - - - -
The United States -4.8 -5.4 -5.1 - -5.5 -4.7 -
Northeast Asia
China 15 13 4.6 16 11 34 15
Hong Kong, China 109 - 139 115 - 14.3 85
Japan 29 31 29 - 39 29 -
Korea 13 0.3 16 0.0 0.2 18 -03
Chinese Taipel 9.1 - 85 7.9 - 8.8 8.0
Southeast Asia
Brunei Darussalam 86.5 - - - - - -
Indonesia 39 - - 3.0 - - 33
Malaysia 7.6 - - 6.3 - - 5.7
The Philippines 5.4 - - 2.0 - - 25
Singapore 215 - 23.7 215 - 230 193
Thailand 6.1 - - 4.1 - - 45
Viet Nam -2.8 - - -3.7 - - 52
Oceania
Australia -4.4 -3.9 -5.2 - -3.7 -4.8 -
New Zealand -3.1 -4.6 -3.7 - -4.6 -4.1 -
Papua New Guinea -11 - - - - - -
Russia 9.5 85 - - 55 - -

Sources: Individual Economy Reports; ADB, Asian Development Outlook, April 2003;
World Economic Outlook, September 2003; OECD, OECD Economic Outlook, June 2003.

IMF,




The forecast growth rate (in rea terms) of Hong Kong, China’s GDP for 2003 is now put at 2.0
percent. Overall economic activity began to bottom out towards the end of May, and has been
turning progressively better in the ensuing months. Hong Kong, China’s economy should
continue to pick up in the rest of the year. The externa sector should provide the main driver of
growth on the back of firmer globa demand, continued strong growth in China s economy, and
the envisaged rebound in inbound tourism from the earlier severe setback. The domestic sector
likewise looks set to recover as the impact of SARS dissipates and local consumer sentiment
improves.

During 2003, Korea's GDP growth is forecast to stand at 3.1 percent and consumer price
inflation at an average of 3.5 percent (core inflation of 3.2 percent) with a current account
surplus of around US$2 billion. In the latter half of the year, GDP growth should increase while
consumer prices dow their upward pace and the current account moves toward surplus. The
unemployment rate is expected to reach 3.4 percent because of the recent economic sowdown.

As the upswing in domestic and foreign demand gains strength, Chinese Taipei’s GDP growth
rate is projected to rise to 3.1 percent in 2003, accompanied by continued price stability.
Chinese Taipei's foreign trade will increase moderately in 2003 driven by the expansion of
global trade. Merchandise exports and imports are forecast to grow 7.1 percent and 9.8 percent
respectively, generating a trade surplus of US$16.3 billion. Trade of goods and services is
projected to register real growth of 7.1 percent in exports and 5.1 percent in imports. Under the
impact of the rising trend in internationa crude oil and raw-material prices, the growth rate of
Chinese Taipel’s wholesale price index is projected to climb to 2.2 percent in 2003. However,
domestic market opening and tariff reduction as part of Chinese Taipei’s WTO commitments
will underpin the stability of consumer prices, which are forecast to show annua fall of 0.1
percent. Chinese Taipei will face increasing deflationary pressure.

Prospects for the recovery of the Indonesian economy are expected to improve dightly in 2003.
Healthier indicators for monetary and macroeconomic stability should be maintained in 2003,
enhancing market confidence over the course of economic recovery. As improved
macroeconomic indicators are forecast to continue next year, overall economic growth in 2003
isprojected at 3.5 percent to 4.0 percent, mainly due to private and government consumption.
During 2004 and 2005 Indonesian economic growth is projected to grow around 4.0 percent to
5.5 percent. Indonesia’ s inflationary pressures in 2003 are forecast to ease further. There would
be limited pressures from aggregate demand, a stronger exchange rate and lower inflationary
expectations.

Sngapore's economic performance in the first half of 2003 was affected by uncertainties
arising from the war in Irag and the outbreak of SARS. With the successful containment of
SARSIin Asa and esewhere, most of the economic uncertainties have lifted. Business
sentiments have thus improved and equity markets have rebounded. The external environment
is also expected to pick up in the second half of 2003. Barring further unfavorable shocks, the
Singapore economy is expected to grow by 0.0 to 1.0 percent in 2003,

With economic fundamentals remaining strong, as well as timely actions and pro-growth
policies, Malaysa’'s GDP growth has the potentia to be sustained a a rate of at least 4.5
percent in 2003. This projection is based on a modest world economic growth, some pick-up in
the global electronics industry, and firm commaodity prices. The estimate is aso based on the
expected pick-up in intraregiona trade in the second half of 2003, as governments in the
region have announced economic relief packages to mitigate the impact of SARS and
strengthen economic activities.

The Thai economy is expected to grow strongly at the rate of 4.5 percent to 5.5 percent in 2003,
mainly led by the robustness of both domestic and external demand. The preliminary economic
data in the first quarter posted the growth of 6.7 percent that was much greater than expected,



as the impact of the US-war in Iragq seemed to be less. Also, the Thai economy has not been
adversely affected by the SARS epidemic as previoudy predicted. It turned out that the impact
of SARS waslimited to April and the economy started to pick up in May. The accommodative
monetary and fiscal policies, together with other government stimulus measures, will continue
to accommodate growth.

The Philippines economy is expected to sustain its growth momentum of 2002 with GDP
projected to grow by 4.2 percent to 5.2 percent and GNP by 4.5 percent to 5.4 percent in 2003.
The growth forecasts, however, are lower than was earlier projected amidst uncertainties in the
globa and domestic fronts. Agriculture is expected to grow 3.0 percent to 4.0 percent in 2003
as the government continues to implement El Nifio-mitigating measures and other productivity
enhancement measures like the distribution of hightyielding seeds. Other policies and program
efforts will also be pursued to enhance agriculture lending and investments. Meanwhile,
industry is projected to grow by 34 percent to 4.4 percent in 2003. Policies to boost mining,
housing, and small and medium enterprises will support industrial growth in 2003.

Viet Nam's medium-term growth is expected to remain robust as domestic demand continues to
expand. GDP is projected to grow 7.3 percent in 2003 and rise to around 7.5 percent in coming
years.

Brunei Darussalam's economy is expected to grow by 4.5 percent in 2003 down from the
earlier forecast of 5.0 percent to 6.0 percent. The population will continue to grow at a
moderate growth rate of between 2.2 percent and 2.5 percent in the years ahead. Similarly,
employment, migrant workers, and the unemployment rate will also expect to grow: by 2.5
percent, 5.0 percent and 8.0 percent, respectively.

For 2003-04, Australia’s economic growth isforecast at 3.2 percent in year-average terms, with
dower growth in non-farming production likely to be more than offset by a rebound in farming
production. Employment growth is likely to low after the very strong growth of 2002—-03, with
the unemployment rate remaining at around 6.0 percent over the coming year. Inflation is
expected to decline to around the middle of the target band. The current account deficit as a
share of GDP should narrow allittle as the pace of domestic demand eases and global conditions
gradually improve through the year. The headline CPI is forecast to dow to 22 percent in the
year to June 2004, down from around 32 percent expected in the year to June 2003 and within
the mediumterm inflation target band. In 2003-04, the net export position is expected to
improve, subtracting around 0.2 of a percentage point from GDP growth, down from an
expected subtraction of 2.7 percentage points in 2002-03. The recovery in exports should be
underpinned by subdued globa growth and an assumed breaking of the drought, while the
dowdown in imports reflects an expected dowdown in domestic demand. The current account
deficit should narrow alittle in 2003-04 to around 52 percent of GDP from around 5.7 percent
of GDP in 2002-03.

Over the medium term, the New Zealand economy is expected to record GDP growth of about
3.0 percent, although the economy faces a number of ‘headwinds’ that are expected lead to a
modest dowing in growth over the coming year. The fall in the commodity prices last year,
moderate trading partner growth, the higher exchange rate, and the unwinding of an earlier
interest rate stimulus are the main forces operating to dow growth. As these temporary factors
recede in the latter part of the year, growth is expected to pick up, with domestic demand
supported by lower interest rates and externa demand boosted by trading partner growth
returning to trend in 2004. Consumer price inflation is expected to remain inside the 1 percent
to 3 percent target range over 2003 and 2004, the result of offsetting trends in tradables (staying
low) and non-tradables inflation (staying high).

Economists expect Canadian real GDP growth will average close to 2.8 percent and 3.3 percent
in 2003 and 2004, respectively. This is somewhat lower than earlier private sector estimates



(incorporated in the February 2003 Budget) of 3.2 percent and 3.5 percent growth. Growth is
expected to average around 3.0 percent after 2004. With the expected continued declines in
energy prices and the disappearance of the impact of the insurance premium hikes, the Bank of
Canada’s latest Monetary Policy Report predicts core inflation to average around 2.5 percent in
the second half of 2003. Core prices are projected to move down to about 2.0 percent and total
CPI inflation is projected to fall below 2.0 percent by early 2004. Inflation is expected to
remain at 2.0 percent (the mid-point of the Bank of Canada's inflation target bands) over the
medium-term.

In Chile, specifically, unit labor costs and foreign inflation in US dollars are expected to rise
more in the coming quarters than they did in the past two years. This would push core inflation,
excluding regulated rates, gradualy upward to around 3.0 percent in 2004, to the point where
goods and factor market conditions permit the decompression of margins and reduce slack in
the labor market.

Mexico’s economic projections in the 2003 Economic Program project area GDP growth rate
of 3.0 percent; an inflation rate no higher than 3.0 percent; a current account deficit to GDP
ratio equivalent to 2.8 percent; and an oil export platform of 1.86 million barrels per day. In the
presence of lower externad demand growth, the economic strategy for 2003 focuses on
strengthening domestic sources of growth. Investment is expected to be the most dynamic
component of aggregate demand, driven by relatively low levels of interest rates and the strong
promotion of public projects.

Russia expects to maintain improved economic performance, robust economic growth,
aleviated inflation, healthy fisca postion, and a stable balance of payments. The main
contributing factors are growing investment in oil and utilities and strong private consumption.
Despite high oil-driven capita inflows, inflation should continue to decline gradually,
supported by the ongoing real appreciation of the ruble. Continuing strong domestic demand
will sustain robust real GDP growth in 2003.

3.5 Summary and Risks

In this chapter, we reviewed recent development and future prospects on the APEC economy as
well as the globa economy. The globa economy’s cyclical rebound faced fresh difficulties and
dowed temporarily in the first quarter of this year as the result of geopolitical uncertainties,
high oil prices and the SARS outbreaks. In spite of monetary and fiscd easing in many
economies, these difficulties brought about some loss of business and consumer confidence.
Such an environment led to a new round of business cost-cutting and thin profit margins, labor
market weakness, fragile growth, and hesitant international transactions and exchanges,
resulting in the temporary dowdown of economic activities domestically and globaly.

Looking forward, & the war in Irag and SARS outbresks are expected to end in the second
quarter of 2003, the world economy is expected to head for a US-led rebound over the next few
years. We expect the US economy to improve gradually to rebound by the end of this year. Its
rebound should provide enough sparks to boost economic growth in the APEC region,
particularly in Ada (except Japan) and Oceania. Supported by expansionary macroeconomic
policies and low prices of oil and non-fuel primary commodities, a stronger recovery will
finaly get underway before the end of 2003 and then shift into a higher speed with sustainable
strength next year. World trade will accelerate much faster over the next two to three yearsthan
it did in the last twoto three years, and this in turnwill contribute to economic growth.

However, many institutions and analysts are projecting the economic condition will improve
only gradually. The APEC economy is expected to grow 2.5 percent in 2003 and 3.5 percent in
2004. Against this conservative outlook, the following factors remain that will restrain brisk
recovery.
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First, amgor cyclical risk is that private consumption could wane before investment recovers.
As consumers in many economies are saddled with heavy debts, business spending in this cycle
is not expected to grow as briskly as in the previous business cycles. Weak consumption
growth forecasts reflect the trend of worsening employment and sluggish income growth, and
the recent pattern of deferring consumption during a period of deflation.

Second, considering the already-swollen fiscal deficits in mgor economies, there will be little
room for maneuver left to increase discretionary public expenditure to stimulate domestic
economies. Fiscal deficits in the OECD will reach 3.5 percent of GDP in 2003. The
deterioration in the fiscal position has been particularly marked in the United States. Adjusting
for the activity cycle, the change from 0.9 percent in 2001 to minus 2.9 percent in 2002
amounted to 3.8 percentage points of GDP. This congtitutes the largest two-year fisca
expansion in decades and has brought concerns d longer-run fiscal sustainability. The US
federa budget deficit is expected to rise to about 4.0 percent this year and next year, while the
administration projects that the deficit will decline to 1.7 percent of GDP in 2008 under its
policy poposals. Japan's fiscd status is aso worrying, with adeficit again exceeding 7.0
percent of GDP in 2002 and a rapidly rising gross public debt ratio, which exceeded 14.0
percent of GDP at the end of 2002.

Third, another risk to the economic recovery is the trend of diverging external imbalances and
the required exchange-rate adjustment process for mgjor economies. In particular, the lrge
current account deficit in the United States continues to rise and is set to widen to 55 percent
of GDP by 2004. In contrast, Japan's current account surplus is expected to widen to 3.9
percent of GDP in 2004 from 2.1 percent in 2001.

Fourth, recognizing that after 11 September 2001 the recovery of the APEC economy has been
very dependent on the US economy, more so than that of other regions, the possibility of sharp
depreciation of the US dollar may be a mgor concern in this region. The trend of US current
account deficits and the aggressive stance for improving externa deficits could bring about
serious concerns over trade disputes and tension on exchange-rate adjustments between USand
other economies with huge trade surpluses. The US dollar has dready depreciated substantially
since March 2002. Furthermore, with the alegation that Asian trade partners have been
implicitly manipulating exchange rates, the US and the EU are putting pressure on Asa to
appreciate their currencies up to the level that reflects market forces. Such pressure on currency
revaluation, and some other trade conflicts with anti-dumping and countervailing duties by
magjor economies, could depress trade growth and economic recovery in the APEC region.

Fifth, geopolitical tension remains a latent source of mgjor risks to future economic recovery.
Although the military conflict in Iraq has largely abated, the international community may face
new regional uncertainties from the Arab-Isragli conflict and the North Korean nuclear crisis. In
particular, the deterioration of the nuclear issue and geopolitical instability in the Northeast
Asamight have a negative dfect on the international financial flows and external trade of the
economies in the region.



CHAPTER 2

ROLE AND DEVELOPMENT OF SPECIALIZED
FINANCIAL INSTITUTIONS



SECTION I: INTRODUCTION

Several aspects of financia development were studied in the past few years for a structura
chapter in the APEC Economic Outlook undertaken by te Economic Committee (EC). In
2002, the topic of “Microbanking Development, Regulation, and Supervision” was examined
and highlighted that microbanking activities are necessary, with varying degrees of importance,
for the socio-economic development of both developed and developing economies.
Microbanking activities particularly contribute to the five key areas. poverty reduction and
safety nets; micro and smal enterprises  development; rural development; gender
considerations; and community empowerment. The study states that specialized financia
ingtitutions (SFIs) are one of the ingtitutional features of microbanking, and they play a vita
rolein the APEC community.

In addition to the result of the 2002 study, the impact of SFIs on the economy as a whole has
been significant since the emergence of the economic crisisin 1997. Evidents have proven that
they helped in reviving the economy and cushioning the social impacts of the economic
downturn in several APEC economies. In particular, SFIs played a leading role in providing
funds to the grass-root and small businesses when normal lending is unavailable during the
financia turmoil. Their role has become more recognised and considered to be an outstanding
alternative to commercia banks for those who lacked access to other formal sources of credit.

Consequently, this has raised the questions of what are roles of specidized financia
institutions, and why do they seem to fill the gaps in imperfect financial markets regardiess of
their stage of economic advancement. Therefore, the 2003 structural chapter of the Economic
Outlook will focus on an institutional aspect of financial development, with an emphasis on
“The Role and Development of Speciaized Financia Institutions’. The study is pursued to
explore the role and development of specidized financia ingtitutions in greater detail with the
ultimate aim of delivering best practices of SFls.

The Definition of Specialized Financial I nstitutions (SFIs)

The definition of specialized financial institutions (SFIs) is very kroad and vague since there
are a number of entities which have been established to operate certain services not offered by
traditional financia institutions such as commercial banks. In the context of this study, SFls are
institutions established to provide various financia services to certain sectors of the economy.
They usually work in markets that have not been adequately served by traditiona financia
ingtitutions. In particular, they aim to be a source of funds for a specific group of potential
customers, including those involved in agriculture, small and medium enterprises (SMEs), red
estate and housing, exports, and offer a repository for savings, as well as help alleviate socia
problems. They may also offer a wide range of other services to customers who are neglected
by traditional financial ingtitutions. They conduct these activities under specific legidation and
regulations. The ingtitutions can be either government-sponsored or purely independent and
sdf-sufficient. They may have an independent supervisory agency, and different prudential
standards from commercial banks.

In other words, this study is centered on formal entities or ingtitutions, which provide specia
services to their target customers to develop of different sectors of the economy: the informal
institutions and mechanisms are excluded from this study.

The Scope of the Study

This study aims to present a descriptive survey, assessing the state of specialized financia
ingtitutions (SFlIs) in the Asia Pacific region, as well as their regulatory and supervisory
framework, and their role in the socia and economic development of the APEC economies.
The focus is on regulated institutions whose services have driven economic growth. These
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ingtitutions are recognized by the member economy governments and related authorities.
However, dueto a lack of information, the details of each SFI are not included in this study.
The study incorporates information from nine APEC economies, provided as inputs for drafting
this paper through the completing of two questionnaires. Type A for government authorities
and Type B for SFlIs. The participating economies are Australia; Canada; Indonesia; Hong
Kong, China; Japan; Mexico; the Philippines; Chinese Taipei; and Thailand.

The Outline of the Study

This paper is divided into four sections. The first section presents the literature review of the
presence of SFIs in the financia system of both developed and developing economies. It
examines the needs and evolution of SFIsin economies at different stages of development. The
second section explores the state of SFIs of individual APEC economies. The topics covered
are a brief history, objectives and scope of operations, supervisory and regulatory regimes, and
the role of SFls in the socio-economic development of the respective economies. The third
section is the comparative study of the state of SFIs in APEC economies. It also discusses the
importance of SFIs, the level of government intervention in SFIs, the difficulties faced by SFIs
and the economic and socia impacts of SFIs. The last section is the conclusion of the study
along with some policy recommendations regarding the SFI best practices.

SECTION II: OVERVIEW OF SPECIALIZED FINANCIAL INSTITUTIONS

Given the stage of development of their financia markets and supporting financial
infrastructure, many economies have found that normal financia intermediaries may not be
able to provide services to meet the demand for credit of all sectors of the economy. The
framework of setting up specialized financial ingtitutions (SFIs) to serve sectors which lack
access to normal lending channels is important in terms of addressing this market imperfection.
In addition, the early stages of economic development and the foundations of the economy are
major factors ratifying the need to create a mechanism which fosters economic growth as well
as strengthening the economic foundation. This leads to the establishment of specialized
financial indtitutions whose aim is to fill the gap in the financial system, thus promoting
corporate growth and a more equitable income distribution.

SFIs exist in both developed and developing economies, and have a long history. Yet, the
degree of importance and the pace of evolution vary greatly due to the pattern d economic
development of each individua economy. In general, SFIs were initidly set up with an
informal and unregulated structure, aiming to serve certain groups of people, especiadly in the
community or in certain areas. These SFIs usually had a limited scope of operations and served
only their members. Services provided were mainly deposit and lending facilities with a focus
on personal finance. Examples of these institutions are Savings and Loans Associations, and
community development funds. Characterigic loans were smdl, short-term, and at high
interest. In some cases, services provided from SFIs were similar to those of cooperatives.
Subsequently, SFIs tended to be established to complement the economic development of the
economy by supporting small and medium businesses, or key sectors of the economy. The
scope of operations of SFIs was intended to cover a wide range of services not just persona
finance, but other retail banking activities, including trade financing and business loans. It
should be noted that, along with the development of SFIs dealing with businesses, SFls dealing
with personal finance also developed into a more structured and regulated financial institutions.
Later, economic advancement led to the establishing of SFIs to support the growth and
development of the economy as awhole. This resulted in even more complexly-structured SFIs
being established, providing services only to niche markets such as secondary mortgages, credit
guarantees, and risk insurance. It can be said that the deeper the economic development, the
more complicated the structure of SFIs. At the later stages of evolution, the SFIs were regulated
and supervised by the involved authorities, and mostly governed by specific legidation.



In particular, SFIs in developing economies were established partly to build local financia
ingtitutions and promote key industries as well as support the grassroots and the
underprivileged. Deena Khatkhate and Klaus-Walter Riechd (1980, 505) cited in Fry (1995,
363) dtates that “In developing countries, demand for even basic financia services has often not
yet been appropriately articulated. In such situation, it appears desirable to generate through
officia intervention such special sources of supply that can meet social desirable, abeit
partidly dormant, private demand. For this purpose, developing countries have often
established newly speciaized financia institutions to satisfy the previously unmet demand.
Operations of such ingtitutions are generally insulated from competition by appropriate
legidation and are even given substantial subsidies. Such actions are often defended by
arguments that resemble those employed in the infant industry advocacy”. Consequently, the
role of SFIs in developing economies is, therefore, more significant than in developed
economies in terms of its contributions to strengthening economic and socia foundations, and
promoting higher growth.

To examine the role and development of SFIs in any economy, it is necessary to scrutinize the
mgor factors influencing the role of SFIs in socio-economic development: the role of
government, and the economies' financial devel opment.

Role of Government

Regarding government intervention in the financia sector, most governments have found it
necessary to intervene in financial markets to a certain extent athough the methods of
intervention differ widely. Governments generaly justify intervention in financial markets asa
response to a combination of politically necessity and economic realities. On the political side,
cultural and historical differences among economies play a huge role in determining the type of
intervention mechanisms employed. On the economic side, intervention is justified by pointing
to an imperfect market or market failure where the financia markets are not producing an
efficient and cost effective alocation of the economy’s financial resources. In this case, the
optima outcome of allocation requires government intervention to correct the imperfections,
and help foster sustainable economic development and growth.

Governments tend to be quite concerned about the performance of the financial market since
the well-being of an economy relies heavily on the financial sector, which in turn affects the
population’s living standard. To this end, politics and economics are inseparable and serve to
dictate the choice of intervention mechanisms. A rational system for intervening in the financial
sector is therefore a function of culture, stage of economic development, time-specific political
realities, the expected future performance of financial markets and the overal performance of
the economy.* Government interventions are usually initiated to address perceived shortages of
funds flowing to a given sector of the economy or to stimulate certain types of spending viewed
as beneficial to a society as a whole. The mechanisms of intervention tend to be numerous and
complicated due to the complex nature of the financial market.

In most economies, government interventions have occurred over a period of time through
legidative measures to support various government objectives, including measures to interfere
in the financial sector. These measures generally result in a patchwork process of interventions
rather than a coherent set of interventions. Such interventions influence the development and
evolution of the financia sector of the individual economy. However, the degree of government
intervention and the mechanisms used are not subject to the level of economic development. In
developed economies such as Chinese Taipel and Japan, SFIs are mostly state enterprises
established with a government mandate to support traditional sectors. The government plays a

! Draft Paper of ADB Project (T.A. 3355-THA) on Restructuring of Specialized Financial Institutions
(December 2001)
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vitd role in facilitating and promoting the establishment of SFls as a tool to encourage
corporate growth and enhance the economic development plan. In some cases, these SFIs are
used to cushion the impact of natural disasters. Likewise, SFIsin developing economies such as
Thailand and Indonesia are mostly government-sponsored institutions, aiming to promote
certain sectors of the economy as well as creating a better living standard of the majority of
people. These SFIs have to implement government measures and run their businesses in line
with government policies. These examples show the fact that member economy governments
choose to participate in the financial sector at the level which is appropriate to the nature of
their markets and needs, regardless of their stage of economic advancement. However, one
might argue that economic development goes through several stages and government
intervention may be more appropriate in the early stages of development than in later stages.

To this end, the role of government is critical to the success of SFIs. SFIs which are state
enterprises usudly implement government measures and follow a mandate. They are
administered and managed by government representatives. Their operations are limited and
subjected to the government approval and laws. Mostly, they are not profit-oriented
institutions. In contrast, some SFIs which are not wholly government-owned and that operate
on a commercia basis are managed by professionals and the level of government intervention
is insignificant in terms of the freedom to conduct business and make day-to-day decisions.
They are able to acquire private funds. The government only has a representative as Chief
Executive Officer (CEO) and/or members of the board. In addition, SFIs which are privately-
owned usually follow government rules and regulations. Their business policy and management
are free from government intervention. They operate in accordance with government policies to
promote or support certain sectors, and may obtain some privileges such as tax deductions in
return. In other words, the management of an SFIs that is heavily dependent on government
resources and which operates in a highly regulated financial market is unable to make lending
decisions based on independent assessments of business risks and profits. The intermediaries
spreads often do not reflect the true costs and risks involved in long-term lending to higher risk
projects. As aresult, the role of government is very critical to the performance of such SFis.

Furthermore, the role of the government influences the role of SFIs on the economy as awhole.
In economies where SFIs are promoted by the government as aternatives to traditiona
financial ingtitutions, it is certain that the role of SFls is considerable and contributes to the
development of target sectors or classes of a society.

Stages of Financial Development

Phases of financia development also direct the role of SFIs in the financial system. In less
developed financia systems, commercia banks are the main financia intermediaries and they
have a considerable influence on the financia allocation in most economies. They dominate the
financial system and contribute much to the development of the overall financial system of the
economy. This is particularly so in developing economies. However, there are segments of
business and different classes of society who lack access to formal lending, thus leading to a
need for specia financial institutions dealing with these sectors of the economy. Therefore, at
some point, the government will intervene in the financial system by establishing government-
sponsored ingtitutions to provide services to these sectors. Alternatively, the government may
encourage the business/private sector to set up institutions to provide the necessary services.

In generd, in the early stage, governments may find it necessary to create financial institutions
in order to help develop the financial system, especialy a bank-based financial system. The
building of locd financia ingtitutions would partly lead to a firm foundation of the financia
sector. A sound financial infrastructure is also essentia for financia development. The
provision of certain services offered by SFIs, such as credit guarantee adds to the creation of
financid infrastructure. In this case, SFls in the form of development banks are usualy set up
by the government to support the growth of the economy as well as rural development. Also,
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SFls offering microfinance-related activities are established to address the market failure where
the poor and the grass-roots lack access to credit.

However, in economies with market-based financial systems, the establishment of SFIs may be
inappropriate or less important. Security markets play a vital role in domestic resource
mobilization. Intermediation costs are, therefore, sharply reduced by the substitution for bank
credit of direct transactions in securities, and by increased competition. As aresult, a developed
and open capital market is dternatively served as an efficient source of funds. In this case, SFIs
may only be necessary in the sense that they provide services which are not offered by
commercia banks such as political risk insurance for the export sector. Also, SFIs may be
needed to help improve the well being of the rural poor and help generate a more equitable
income distribution within the economy.

Moreover, in some economies, economic development has progressed more advanced than
financia development. There is therefore a huge demand for funds, especialy for key/high
growth industries, and traditional financia institutions may not be aldde to meet those needs,
especidly those of small and medium enterprises and start-up businesses. Small and medium
enterprises that have not had previous borrowing experience with forma commercia credits
may have problems obtaining loans from private financia institutions. The lack of credit
records and no structured information on credit histories limit a bank’s ability to assess credit
risk and hence price the loans it might make to this segment. Thus, SMEs find themselves
isolated from formal lending channels. At a certain stage it is necessary to establish a kind of
financia ingtitution to particularly support these businesses, businesses that are the backbone of
the economy. In turn, the growth and development of these businesses leads to a sustainable
growth of the economy.

Consequences of SFls

Turning to examine the consequences of the proliferation of SFIs, there are both advantages
and disadvantages to their existence.

The first advantage of SFIs is that they help correct the market imperfection. SFIs provide a
greater opportunity for certain sectors of the economy to get access to a formal source of funds,
which is otherwise unavailable. The underprivileged, the grassroots and the poor, normally
have no financial records, inadequate collateral, and low-income, thus making it difficult for
commercia banks to assess their credit risk. Funds provided by SFls, therefore, empower this
section of society, and enhance their living standards, thus help dleviating socid issues such as
crime. Also, an increase in their weath generates economic activity, thus contributing to
economic growth and lessening inequitable income distribution.

Moreover, market imperfection impedes the growth of SMEs which are the backbone of most
economies. SMEs need start-up capital and working capital but they lack access to formal
lending channels. Apparently, private sector intermediaries do not lend to SMEs because they
have no previous banking relationship, and they lack credit information and reliable business
data, making it difficult to assess their creditworthiness. As a result, government-owned
financia ingtitutions are established to be an alternative source of funding for this sector of the
economy since the growth and development of SMEs certainly reflects the overall economic
performance of the economy.

Second, SFIs can be used as an arm of government to implement government policies in the
financial sector. Government intervention is normally initiated to address a perceived shortage
of funds flowing to a gven sector of the economy or to stimulate certain types of spending
viewed as beneficia to society as a whole. Invention can take the forms of spending
programmes, credit programmes, and tax incentive programmes. These forms are undertaken
by either direct assistance or through SFIs. In the case of intervention via SFIs, it is not



necessary that such the SFIs be government-owned ingtitutions. Private-owned or profit-
oriented SFIs can aso operate with an interest in supporting government measures, given that
they received some government privileges such as tax incentives or credit guarantee
mechanisms.

Third, SFlIs provide certain services that are not offered by normal financia intermediaries.
Usualy, such services may not be proved as commercialy as normal retail banking activities.
For example, most SFIs which are banking institutions provide soft loans, loans with specia
types of collateral, and loans with specia conditions made to certain segments of the society or
for specific purposes. In addition, some complex financial services which need to be
constructed in order to develop the financia infrastructure and the financia system as awhole
(such as secondary mortgage ingtitutions and international trade’s risk insurance) are provided
by SFls. Thus these additional financial services meet the different needs of by business and
society, thus encouraging the financia development of the economy.

Fourth, SFls are proved to sustain economic growth and help aleviate socia problemsin many
developing economies. For instance, economies faced with the economic crisis that broke out
in 1997 found that their SFlIs played alarge role in reviving the economy and cushioning social
impacts associated with the economic crisis during both the crisis and post-crisis periods.
Thailand is a good example. SFls in Thailand contributed significantly to the economic
recovery by creating jobs and providing soft loans to suffering people and several collapsed
business sectors, hence enhancing the economic growth rate and lowering the unemployment
rate. Although it is difficult to measure the impact of SFIsin terms of addressing socia issues,
it is believed that without SFIs, the underprivileged and collapsed sectors might have found it
even harder to get back on track. In addition, in some economies such as Chinese Taipd,
government-owned financia ingtitutions together with macroeconomic policies, have been
conducive to rapid economic growth.

On the other hands the establishment of SFIs has some disadvantages to involved stakeholders.

First, government intervention through SFIs causes an uncompetitive financial market. Since
the egtablishment of SFIs interrelates to government intervention, the level of government
intervention is critica to the magnitude of the impact of SFIs on the economy as a whole. Fry
(1995) sates that government interventions through establishing government-owned
ingtitutions destroy any actual or potential competition in the financial market rather than
addressing the market imperfection. Some researches claimed that specialized banks
expropriate scarce resources to finance large and insufficient investments, causing small
investment projects starve for funds, while the poor and the underprivileged still have a high
demand for funds because SFIs lend deliberately to groups of people who have political links.
Hence, SFIs may not achieve the goal of adequate and efficient distribution of credit.

Consequently, government efforts to direct the flow of capital to favoured industries, firms, or
individuas frequently steer it away from a value-maximinizing use toward a lower-vaue or a
“vaue-destroying” use (Beim & Calomiris, 2001). Government interventions seem to perform
direct economic functions that competitive markets can perform better. This is especidly true
in economies with a bank-based financial system.

In addition, the use of government-owned financia ingtitutions to dispense politica patronage
or to implement socia welfare programmes may rapidly lead to insolvency. As SFIs ravea
selective credit policy and relaxed conditions for their target groups, this might cause an
inadequate risk assessment and thus increasing number of bad loans in the financial system. A
higher default rate reduces the net return to savers. This creates a wedge between deposit and
loan rates, thereby impairing financia intermediation (Heffernan, 1996). Subsequently, it will
reduce the stability of overal financial system.



Furthermore, it is argued that SFls lead to serious fragmentation and segmentation of the credit
market. Little competition among financial ingtitutions together with poor allocation of funds
leads to high intermediation costs. This problem was seen in several developing economies
such as the Philippines where certain functiona distinctions between commercial banks and
specialized financid institutions were very clear.

Moreover, SFIs created to solve a perceived market imperfection may cause a suppression of
financial development. Credit offered in a segmented domestic financial market often comes
with very negative real interest rates, and non-favoured borrowers have to obtain funds from
expensive and unstable informal markets. As a result, it usualy leads to negative rea interest
rates for depositors. Therefore, financia repression becomes an obstacle to domestic savings
and their efficient alocation, and financia intermediation languishes (Carlos Diaz-Alegjandro,
1985, 7 cited in Fry, 1995, 365). To a certain extent, it would lead to a necessity for reforms
that would improve the efficiency of financial intermediation, and to increase domestic
resource mobilization.

In addition, the government may suppress the financial system if it owns some of large banks
where credits are given in accordance with the government’s direction with no pretense of a
market system. Alternatively, the government may give strong guidance for SFIs that are
privately owned, not just in lending decisions but also in hiring, funding, and all other aspects
of bank management. Subsequently, political interference in management decisions limits the
rate of financial innovation.

SECTION II1: SPECIALIZED FINANCIAL INSTITUTIONSIN APEC ECONOMIES
3.1 Specialized Financial Ingtitutionsin Australia®

The Export Finance and Insurance Corporation (EFIC) is considered the only Specialized
Financid Ingtitution (SFl), as defined by this study, in Australia. The Australian government
established the EFIC in its current form in 1991 under the EFIC Act (1991). The EFIC began
operations in 1956 and was established to promote Audtralia' s exports. Its main functions are
trade finance and export credit insurance; it provides services such as credit guarantee, risk
insurance, securitization, and lending facilities. EFIC's maor customers are approximately
1,500 SMEs and large corporations. The Australian government appoints its CEO for a term of
3to 5 years renewable. The Audtrdlian government aso appoints the Board of Directors for
five years, the board comprising government representatives (40 percent) and professionas
from the private sector (60 percent).

The Australian government provided the EFIC s initia capital, but has not injected additional
capital for the purpose of recapitaization. The EFIC's mgor sources of funds are foreign
borrowings (65 percent) and local borrowings (28 percent); shareholders funds and operational
profit/loss make up the balance. EFIC does not pay tax or stamp duty on its trade finance
business.

The EFIC is supervised in accordance with the terms of the EFIC Act rather than the prudential
framework that applies to the Australian banking system. The supervising bodies are the
Department of Foreign Affairs and Trade, and the Australian National Audit Office which
conduct reviews at three-yearly and annua intervals respectively. The EFIC prices risk as
Audtrdian banks do, but occasionaly it applies OECD pricing principles. Its fees resemble
those of the banks. The EFIC operates under the constraint of high administrative costs

2 This report is based exclusively on information provided by the Australian Treasury, and Export
Finance and Insurance Corporation (EFIC).



associated with credit insurance. Otherwise, EFIC operates in accord with international best
practice as expressed through Australian Accounting Standards.

The EFIC’ s socia objectives are the environment and good governance, but it does not actively
engage in any social projects.

In summary, the EFIC, considered the only SFI in Australia for the purposes of this study, was
established by the Australian government to promote exports, thus enhancing Austraia's
economic development. While it operates independently of the Australian banking system’s
prudential framework it is subject to regular supervision and generally operates in line with best
international practice.

3.2 Specialized Financial I nstitutions in Canada

In Canada, there are a number of crown corporations, which offer speciaized financia products
to certain niche markets. These crown corporations are wholly owned by the Government of
Canada, and report to Parliament through a certain designated Minister. They are each have
their own capital, and are required to financialy self-sustaining and to submit annual reports,
and are subject to scrutiny by the Auditor-General. However, their debt obligations are
guaranteed by the Government of Canada.

A. The Business Development Bank of Canada (BDC)

In 1995 the Federal Business Development Bank (which was founded in 1975) and the
Industrial Development Bank (which was founded in 1944) were merged to form the Business
Development Bank (BDC). The BDC exists to support Canadian entrepreneurship by providing
financial services and consulting services to the SME sector in Canada. The BDC is responsible
to the Minister of Industry, and the loan portfolio a the end of 2002 was 6.7 billion Canadian
dollars.

B. The Export Development Corporation (EDC)

The EDC provides financia services to the export sector, many of which are SMES. It provides
direct loans and lines of credit to buyers of Canadian exported products in other economies, as
well as providing to Canadian businesses credit insurance, bonding and guarantees and political
risk insurance. The EDC reports to the Minister for International Trade, and at the end of 2001
had aloan portfolio of 23.7 billion Canadian dollars.

EDC has been an active participant in the development of the Organisation for Economic
Cooperation and Development (OECD) Arrangement on Guidelines for Officially Supported
Export Credits, which disciplines the terms and conditions by which export credit agencies may
support exports. EDC structures its support on commercial principles in accordance with the
requirements of the WTO Agreement on Subsidies and Countervailing Measures, a small
proportion of its business is done on terms consistent with the OECD Arrangement.

C. Canadian Commercia Corporation (CCC)

The CCC, which has existed since 1946, aso aids Canadian exporters by supporting the
proposd, bid, contract negotiation and project management processes. In particular, CCC offers
to guarantee the contract to foreign buyers, thereby raising the credibility of Canadian firms.
The financial services offered, however, is limited to offering working capital loans, and
supporting foreign exchange transactions and hedging.



D. The Farm Credit Corporation (FCC)

The FCC, which started operations in 1959, offers financia services (lending, venture capital
and insurance) to the agricultural sector in Canada. It reports to the Minister for Agriculture and
Agri-Food, and had a loan portfolio of 8.8 billion Canadian dollars on 31 March 2003.

E. The Canadian Mortgage and Housing Corporation (CMHC)

The CMHC has a number of functions (including supporting technological innovation in
housing, and supporting social housing and the specialized housing needs of certain groups
such as the disabled and aborigina peoples), but it aso offers mortgage insurance. Mortgage
insurance is offered to individual home purchases, which allows for a smaller down payment to
be made at the time of purchase.

The CMHC also supports the development of a securitized mortgage market, by offering to
insure mortgage portfolios, which are to be securitized by financial ingtitutions. In this way, the
CMHC helps to make the mortgage market more liquid in Canada, and ultimately supports
consumers by allowing financia institutions to efficiently finance mortgage lending.

F. The Canada Student Loan Program

This program is not administered by a crown corporation, but directly by the Government of
Canada. This program was set up in 1964 to supplement the other financia resources of eligible
students in post-secondary institutions, thus making higher education more affordable. At that
time the government guaranteed eligible loans to students, which the financia ingtitutions
financed and administered. As of 2000, however, the Government of Canada has directly
financed and administered this lending. Certain provincia governments also support additional
student loan programs. The outstanding sum of Canada student loans at the end of 2001 was 1.6
billion Canadian dollars.

3.3 Specialized Financial Institutionsin Hong Kong, China

Hong Kong, China (HKC) does not have specialized financia institutions. However, the HKC
government together with related organizations did set up some purpose-specific corporations
to assist enterprises and individuals to gain better access to financing or obtain financia
guarantees through the conventional authorized financial institutions.

The Hong Kong Export Credit Insurance Corporation (HKECIC) was established in 1966 as a
government-owned corporation under the HKECIC Ordinance, providing export credit
insurance and guarantee services mainly to small and medium enterprises (SMES). In
particular, its credit insurance service covers politica and commercia risks, making the
sarvices provided by HKECIC more comprehensive than those offered by the authorized
financial ingtitutions in the private sector.

The Hong Kong Mortgage Corporation (HKMC) was established in 1997 as a government-
owned corporation, with an aim of promoting the development of a secondary mortgage market
in Hong Kong, China. It offers such services as mortgage purchase, mortgage insurance,
issuance of debt securities to ingtitutional and retail investors, and securitization of mortgages
into mortgage-backed securities. As at end June 2003, the HKMC had mortgage |oan assets of
about US$41 billion, debt amount outstanding of about US$4.8 hillion, and mortgage-backed
securities of around US$334 million.

The above-mentioned corporations perform significant roles in economic and financid
developments in Hong Kong, China, especialy in respect of the export trade, property purchase
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and mortgage businesses, and the development of the debt securities market. They offer
services assisting companies and individuals in the merchandise trade and property sectors to
access financing through the conventional authorized financial ingtitutions or obtaining
financial guarantees that are not available in the market. Nevertheless, social aspect roles are
not among their objectives.

In conclusion, the above-mentioned corporations in HKC were established in response to
government policies on economic and financia developments. They are al operated as
government-owned corporations. The government has representatives in the Advisory Board of
the HKECIC, but they do not intervene in day-to-day management. The government also gives
financia support to HKECIC, including the provision of initial capital and tax incentives and
making advances to the corporation under the Hong Kong Export Credit Insurance
Corporations Ordinance.

The government aso gives financia support to the HKMC, including the provision of initial
capital, recapitalized fund, on going financing support and status of specia public sector entity
under the Banking Ordinance.

34 Specialized Financial Institutionsin Indonesia

The long history of speciadized financia institution (SFIs) in Indonesia began in 1895. The
People’s Credit Banks (pank kredit desa: BKD) and Village Saving and Loan Ingtitutions
(lumbung desa) were established to be an alternative source of fund for farmers, and working
class. They were known as village banks, farmer’ s banks or village trading banks. A number of
this kind of institutions either banks or non-banks continued to expand in response to the
demand for more funds and more diversified funding aternatives. Yet many non-bank
institutions did not survive and were closed down as a result of shortage of capital and a high
level of bad loans. They evolved from an informa community institution to a more regulated
institution.

Currently, there are thousands of rural banks and village credit agencies operating in Indonesia
However, this study will examine only the framework of rura banks due to the availability of
information. Also, the examples in the study will only cover some privately owned institutions
asthey formthe magjority. It should be noted that village credit agencies, which were formerly
cons deréad as non-bank ingtitutions, are classified as rural banks under the current Banking Act
of 1992.

Most rurd banks are purely owned by the private sector, while some of them are owned by
regional governments,* and were established to serve the needs of grass-root people and small-
scale businesses. Their core activities focus on retail banking and micro-banking activities,
including deposit and lending facilities. The major customers for these banks are individuals
and micro-enterprises. It isinteresting that their target sectors are industrial, manufacturing and
service, rather than agriculture. They al provide short-term loans with the loan period below
two years. In addition, these banks are mostly small to medium-sized with no branches, thus
showing that this kind of ingtitution is established individualy across Indonesia rather than
being part of a ‘chain’. Most rura banks have been faced with certain constraints on their
capability and functions, such as lacking management skills and having limited access to new
funding sources, poor credit monitoring, and inadequate human resource development.
Nevertheess, their mgjor difficulties are the intense competition with commercia banks and
inadequate risk management.

® This Banking Act was amended by the Act No.10 of 1998.
4 As of March 2003, 766 BPRs or 36% of total BPRs are owned by regional government.
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Regarding their sources of fund, the central government did not provide start-up capita to these
banks.> Most of them raise funds mainly through deposit taking. In some cases, they raise
substantial funds by local borrowing. With regard to their operations, the president or CEO of
these banks is mainly chosen by the majority of shareholders with a specific limitation on the
service term, whereas members of the Board of Directors are mainly from the business/private
sector. Consequently, they are quite independent in operating their businesses both in terms of
business administration and policy. Their operations are not tied up with a government
mandate. In other words, they are purely independent self-sufficient organizations. However,
since they are established with the specific purpose of serving the poor and people in rural
areas, they tend to have a more flexible lending policy and collateral valuation, which come
with higher lending rates as well as higher charges and fees.

Moreover, the financia position of these rural banks is generaly strong. The majority of them
have continued to make a profit, while some of them have experienced losses since the
emergence of the economic crisis in 1997. These banks manage to obtain a higher capita
adequacy ratio than the requirement rate of 8 percent, while their outstanding credit as well as
deposits have continued to expand.

In the realm of regulation and supervision, al rural banks follow the same prudential regulation
as commercial banks with no limit on foreign borrowing and interest rate ceiling. Nevertheless,
they have a higher loandeposit ratio of 115 percent, compared with 110 percent for
commercia banks. They also pursue the International Accounting Standard (IAS) without
having independent financial auditor.® The Bank Indonesia (Central Bank) is the regulator and
supervisor of the banking industry as a whole, including rurd banks, whereas the Ministry of
Finance will regulate and supervise non-bank institutions. This reinforces the fact that most
SFlIs were established under the Banking Act and not under a specific legidation.

In addition, the rura banks are not given any privilege from the government. There is no
deposit insurance mechanism in spite of the fact that deposit taking is their major source of
funds. However, rura banks may also participate in the government blanket guarantee program
by fuffilling specific requirements such as a premium payment based on its tota third party
deposits. In this case, the government guarantees all third party deposits, excluding deposits
from other banks and related parties. In addition, the government will protect them from
bankruptcy or illiquidity if necessary.” The centra bank also undertakes several schemes to
improve regulation and supervision and provide better infrastructure for rura banks, as well as
to help develop and strengthen rural banks themselves through technical assistance and
training.

The impact of rural banks on the economy as a whole is critical athough their role in the
financial system is less than that of commercial banks in terms of assets and market share. In
the view of small entrepreneurs and low-income people, rural banks have certainly contributed
to an increase in their wealth and a better standard of living. However, since they are profit-
oriented institutions and their core activity is to give loans to these particular sectors, it is

® The capital for rural banks owned by regional government is provided by regional government itself but
the operation is based on market approach with profit oriented and without any government subsidy in
the lending sector.

® BPR with total assets equal to or more than Rp10 billion are required to be audited by an independent
financial auditor.

" Based on the new Central Banking Act No. 23 of 1999, Bank Indonesia is not allowed to provide any
liquidity loan when BPR has any liquidity problem and there is no more protection for BPR from
bankruptcy. Bank Indonesia has issued an exit policy regarding troubled BPR. The exit policy states that
BPR with CAR below 4% and cash ratio less than 3% should be put under special surveillance and must
take specific actions. If the actions do not work within 6 months then the operation of rural banks may be
frozen.
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difficult to judge their contribution to socia development of Indonesia. Also, none of them
have been involved in socid projects.

Along with these depository ingtitutions, some state-owned ingtitutions were established in
1990s to promote SMEs and export-related business in particular. They provide lending
facilities and complex financia services such as securitization, credit guarantees, venture
capital and trade financing. Most of their loans are short-term with an average maturity of one
to three years. Their CEO is appointed by a government with a service term of five years. The
institution supporting SMEs (PT. Permodalan Nasional Madani) is supervised by the Ministry
of State-owned Enterprises and regulated by the Ministry of Finance, whereas the Export-
Import Bank (PT. Bank Ekspor Indonesia) is supervised and regulated by the central bank with
the Minigtry of Industry and Trade. They operate under more relaxed prudentia regulations but
apply International Accounting Standard (IAS) with independent financial auditors. Both
institutions engage in social projects aiming to support community development through soft
loans and capacity building. Consequently, these government-sponsored ingtitutions have both
an economic and a socia impact on the economy to a certain extent.

In conclusion, specialized financia institutions in Indonesia can be broadly classified into two
types in terms of their services. The first type is depository ingtitutions, such as rural banks,
which offer retail banking services. They are self-sufficient private institutions whose functions
are not mandated by the government. As a result, the level of government intervention is a a
minimum. Rather, the competitive environment in banking industry itself and their own interna

congtraints make rural banks very volatile. It can be said that for their target sector, rura banks
are an dternative to commercia banks, not institutions providing special services not offered

by other financia institutions. Rura banks are widespread throughout Indonesia and play a
vital role in developing micro-business and enhancing the quality of life of the poor. The
second type of SFIs is non-depository ingtitutions which focus on financing with complex

financial innovations, including securitization, credit guarantee, and venture capital. Mostly,

their target customers are SMEs and export businesses. They carry a government mandate to
help develop Indonesia economically and socialy.

3.5 Specialized Financial Institutionsin Japan

The long history of speciaized financial ingtitutions in Japan began in 1936, when the Shoko
Chukin Bank was established to support small and medium enterprises (SMESs) which were the
backbone of the Japanese economy. Subsequently, a number of SFIs were established by the
government to provide financia services to policy priority’s areas. Yet some SFIs were
abolished or merged in a process of consolidation and rationalization. Currently, there are nine
SFls operating in Japan.® All of them are governmental financia institutions with the legal
status of specid public corporation.” They have specific purposes and target customers. A
couple of them aim to facilitate SMES financing with different types of services, while the
others aim to promote international trade and cooperation, to sustain key industries such as
fisheries, forestry and food, and to assist local government and a certain areas of Japan. In some
cases, SFIs act as a safety net for unfavorable conditions such as a ‘credit crunch’ or natural
disaster.

® The existing SFls are the Development Bank of Japan; Japan Bank for International Cooperation; Japan
Finance Corporation for Small Business; National Life Finance Corporation; Shoko Chukin Bank;
Agriculture;, Forestry and Fisheries Finance Corporation; the Okinawa Development Corporation; Japan
Finance Corporation for Municipal Enterprise; and the Government Housing Loan Corporation.

® According to the Ministry of Finance of Japan, aspecial public corporation isan entity based on special
law to carry out under government supervision business duties necessary to implement government
policy.
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Services provided by al SFIs include lending facilities, credit guarantee, venture capital, and
advisory services, except for the Shoko Chukin Bank which provides both deposit and lending
services. The main sectors getting support from these SFIs are industrial and manufacturing
sector, and the export sector, followed by the agriculture sector. In addition, SFlIs are situated
across Japan in order to facilitate access for businesses.

The government provided start-up capital for al SFIs. It also provides additional capital for the
purpose of recapitalization to these ingtitutions if necessary since most SFls are not allowed to
take deposits.

With respect to the supervisory regime, all SFIs have different supervisory agencies, and they
differ from that of commercia banks. The Ministry of Finance cordialy with relevant
Ministries is the regulatory and supervisory agency for each SFl. The prudentia regulations of
each SFl vary greatly according to the nature of its functions. However, the core principles of
banking practice underpin the general operations of al SFIs, including loan classification,
collatera valuation and creditworthiness assessment. In addition, all debt securities issued by
SFlIs are rated by major credit rating agencies to ensure that the financia positions of these SFls
is sound, and public information disclosure is adequate. Thus, this allows them to keep the
costs of funding low.

Since al SFls are government-sponsored ingtitutions, they can dotain government-guaranteed
for both local and foreign borrowings, and a “Fisca Investment and Loan Program (FILP)”

privilege.

Examining the impacts of SFIs, the performance of SFIs shows that these institutions have
contributed to corporate growth and strengthen those sectors that lack access to market sources
of credit, thus enhancing the growth of the economy. Also, these SFIs have improved the
quality of life, and maintained the stability of key food industries.

To conclude, SFIs in Japan are providing financial services to particular sectors with flexible
conditions, aiming to promote entrepreneurship and enhance the socio-economic devel opment
of certain areas. Each SFI is regulated and operates under its governed law. One of the roles of
SFIs is vital, in the sense hat they offer additiona services to the small and medium
businesses, which are the foundation of the Japanese economy, thus boosting the corporate
growth. Some SFls such as the Japan Bank for International Cooperation and the Japan Finance
Corporation for Municipal Enterprise have contributed to the local and regional development.
In addition, they have put an emphasis on environmental issues, showing that socia impact is
also their concern.

3.6 Specialized Financial Institutionsin Mexico

The classification of financia institutions in Mexico is somewhat complex. They are grouped
by their functions and governing laws into different sectors of the Mexican financial system:
the banking sector, the securities sector, the Credit Auxiliary Organizations and Activities
sector, the insurance and bonding sector, and the retirement fund system sector. To narrow the
scope of this study, two sectors will be briefly described. Firgt, the banking sector consists of
bank and non-bank ingtitutions, development banks (or ‘second floor’ banks); National Saving
Patronage; and Public Trusts. Second, the Credit Auxiliary Organizations and Activities sector
consists of factoring companies; financia leasing companies; credit unions; Loans and Savings
Associations; Money exchange Houses; and General Deposit Warehouses.

In addition to the classification of financia ingtitutions, the supervison of the Mexican

financia system should also be looked at. Most formal financial institutions/entities in Mexico
are regulated and supervised by the Ministry of Finance and Public Credit (SHCP) through
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different agencies/commissions, whereas the Mexican Centra Bank (BANXICO) is in charge
of regulating the whole financial system from the payment system’s perspective.

Turning to examine Loans and Savings Associations in the Credit Auxiliary Organizations and
Activities sector, which is the focus of this study since they are non-profit corporations with a
legal capacity and provide banking services to target sectors. It should be noted that thereis a
great number of similar institutions operating in Mexico. Loans and Savings Associations or it
‘People’s Savings and Credit Entities’, better known as ‘ Savings and Loan Societies (S&L

Societies)’ were formally established in 1993 under the Law of Organizations and Auxiliary
Credit Activities. In the same year, finance companies were also established, with the main

objective of promoting savings, granting credits and supporting investments in the collective
interest of the shareholders in a particular sector (housing). Their major objectives are to
promote saving and provide credits to their members, who are usually unable to acquire credit
from commercia banks, as well as to small and medium enterprises. S& L Societies are set up

privately without start-up funds from the government. The government is not involved in the
management of the associations, the structure of the Board of Directors, or normal business
operations.

S&L Societies and finance companies are regulated by both enabling legidation and rules
issued by the Ministry of Finance and Public Credit together with the centrd bank. According
to this legd framework, they are supervised by the Nationa Banking and Securities
Commission (the supervisory agency). In addition, the central bank will render its opinion to
the National Banking and Securities Commission regarding the provision of liquidity and
foreign exchange transactions, as well as empowering it to determine the acquisition or merger
of al specialized financia ingtitutions. They follow less complicated and more flexible
regulatory requirements due to their simplified financial operations and comply with public
information disclosure requirements. In the case of financia distress, a deposit insurance
mechanism is arranged by the S&L societies themselves and, in some cases, by the
government.

Although S&L Societies are being promoted by the government as popular banks, they do not
have any advantages over other financia ingtitutions. They are faced with severa internd
congtraints, ranging from inadequate risk management, poor credit monitoring, a high level of
non-performing loans (NPLS), poor corporate governance standard, and outdated I T equipment
to poor human resource development. It is interesting that external forces such as competition
with other financia ingtitutions are not their problems. Consequently, the government has
launched a scheme to transform S& L Societies: The Peopl€' s Saving and Credit Law, enacted
in 2001, had two main purposes. 1) modernize and restructure the popular credit and savings
system so as to promote the efficiency of the new financia intermediaries, and guarantee
trangparency and security in its operations; and 2) establish an adequate supervision system for
the new intermediaries through the adoption of sound accounting practices, enlarging the scope
of operations, and enabling them to meet prudent financial standard and international practices .

As for the speciadlized financia ingtitutions themselves, two important examples should be
examined: Nacional Financiera (NAFIN) and the Banco del Ahorro Nacional y Servicios
Financieros (BANSEFI). Nacional Financiera was created in 1934 and is considered as the
development bank. Its objective is to promote the integra development and nodernization of
small and medium enterprises, stimulate the development of financial markets as the financia
agent of the Federal Government in the negotiation, contracting and management of credits
from abroad. NAFIN provides services such as. credit guarantee, foreign exchange,
securitization, venture capital fund, lending facilities, trade financing, portfolio investment,
advisory services, and training to its customers. micro-enterprises, smal and medium
enterprises and large corporations.
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Additionally, NAFIN has the social objective of assisting financia disaster areas and
enterprises that are not served by commercia banks. It engages in governmental measures to
cushion socia impacts by the development of schemes that provide certitude to financial
markets.

BANSEFI was established in April 2002. Prior to its transformation, it had operated as
Patronato del Ahorro Nacional since 1950. This state-owned ingtitution has a mandate of
promoting both the culture of savings and the development of the popular banking sector in
Mexico, by offering high deposit rates, while charging low (or no) fees on some saving
products. It offers saving products to low-income people and acts as a lender of last resort for
popular banks. On the one hand, it offers deposit services, remittance services, portfolio
investment, and an advisory service to individuals, who constitute 99 percent of its customers.
On the other hand, BANSEFI provides technological services and training to other popular
banks.

The authorities that supervise BANSEFI's operations (SHCP and BANXICO) have to make
sure that this instruction follows the prudentia regulations under the Basle Accord where
applicable, applies the International Accounting Standard (IAS), and has an independent
financial auditor.

BANSEFI has contributed to governmental social development programs such as
OPORTUNIDADES, and PROCAMPO by providing formal financial services to people that
were not previoudy able to access them. These programs promote development and the
improvement of living standards of low income communities through training, capacity
building, and technical assistance. In some cases, they engage in some government measures to
cushion the socia impact of certain events.

The importance of specialized financial ingtitutions in Mexico was proved after the financial
crisis of 1994, when the Mexican economy went through a recession. Severa banks went
bankrupt and past-due loans soared in remaining banks implying a scarcity of financing. In this
context, the SFls played a mgjor role in improving access to credit, normally on a low scale
though with a specialized focus (i.e., credit for housing, consumption, fina purchase of
automobiles, working capitd, etc.).

3.7 Specialized Financial Ingtitutionsin the Republic of the Philippines

Severd specidized financia ingtitutions were established in the Republic of the Philippines
since early in the twentieth century. They are the Development Bank of the Philippines (DBP),
the Land Bank of the Philippines (LBP), rural banks (RBs) and non-stock savings and loan
associations (NSSLAS).

The DBP and LBP are government financial institutions performing commercial bank functions
aimed at promoting the development of their target beneficiaries. These banks aim to promote
the agriculture sector, and rural development and housing by providing financia services to
their target groups with specia conditions. Notably, they focus on medium and long-term
credits. The DBP provides medium- and long-term financing to agricultural and industrial
enterprises, while the LBP provides financial assistance to agricultura estates and individuas
who are involved in the land reform program. Rural banks are mostly privately owned and
operate across the Philippines with a large number of branches. They provide financial services
to peoplein rural areas and the underprivileged and aim to promote rural development.

These development banks obtain government privileges in the form of tax incentives, and

guaranteed borrowings. They are governed by specific legidation, but have the same regulatory
and supervisory agency, the Bangko Sentral ng Pilipinas (Central Bank). There are different
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supervising divisons of the centrad bank responsible for different kind of ingtitutions.
Government-sponsored institutions consider inadequate risk management and poor corporate
governance as their threats, while rural banks find government intervention affecting their
operational effectiveness.

In addition to the establishment of financia ingtitutions for development, a number of Non-
Stock Savings and Loan Associations (NSSLAS) were established nationwide. Since the first
establishment, an additional of 84 NSSLAS are operating across the nation. These entities are
consumer thrift ingtitutions that have their roots in providing mortgage finance and persona
loans to the grassroots and low-income population. Their objectives are to enhance the quality
of life of their members as well as to promote a savings culture among them. They are either
non-governmental organizations (NGOs) or private limited companies. The supervisory and
regulatory agency for NSSLAs is also the Bangko Sentral ng Pilipinas (Central Bank). Thereis
no deposit insurance mechanism for these ingtitutions. However, they obtain tax privileges
from the government, as their objectives are to serve the poor and the underprivileged.

The impact of speciaized financia institutions in the Philippinesis quite significant. The DBP,
LBP and RBs have contributed to the development of small and medium enterprises as well as
rura areas. In addition, they have successfully implemented government nmeasures related to
land reform. Likewise, the NSSLAs are the mgor financia ingtitutions providing funds to the
grassroots, hence improving their quality of life. Together, these institutions generate economic
activities in rural areas and contribute to the development of small businesses which, in turn,
help in promoting economic growth of the Philippines as awhole.

In summary, speciaized financial institutions of the Republic of the Philippines are either state
enterprises or private limited companies which aim to promote particular sectors such as small
and medium businesses related to agriculture and to provide funds to rura areas. All
development banks obtain government privileges in the forms of tax incentives, guaranteed
borrowing, and favored regulation. Regarding the Non-Stock Savings and Loan Associations,
they are mgor depository institutions which provide smple deposit and lending services to
their respective members who normally lack access to forma credits. All SFIs are regulated
and supervised by different supervising divisions of the Central Bank. Their role is critical to
rural development and the empowerment of the poor, thus promoting more equitable income
distribution of the economy.

3.8 Specialized Financial Ingtitutionsin Chinese Taipei

Specidized financia ingtitutions have long history in Chinese Taipei. The first SFl was
established in 1935 to provide credits to traditiona sectors related to agriculture, afterwards a
number of SFIs were established to serve particular needs over time with the ultimate aim of
supporting Chinese Taipel’s economic and industrial plan. Currently, there are seven
institutions considered as SFIs, namely : the Farmers Bank of China; the Land Bank of Taiwan,
the Taiwan Cooperatives Bank; the China Development Industrial Bank; the Chiao Tung Bank;
the Export-Import Bank; and the Industrial Bank of Taiwan. All of them were state-enterprises,
except the China Development Industrial Bank and the Industrial Bank of Taiwan, which were
private companies. However, the Chiao Tung Bank and the Farmers Bank of China were
privatized in 1999. As a result, SFIs in Chinese Taipel are now a mix of state-enterprises, and
public and private companies.

The objective of establishing of SFIs in Chinese Taipei was to enhance the economy’s
economic and industrial development, rather than to aleviate socia issues. Their range of
services is very broad, ranging from deposit and lending facilities, foreign exchange, credit
guarantees, remittance services, trade financing portfolio investment, to an advisory service.
The China Development Industrial Bank and the Industrial Bank of Taiwan also engage in
securitization and venture capital, while the Export-Import Bank provides risk insurance
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services. Thelr target sectors are agro-business; highttech intensive and manufacturing industry;
property; and services. However, when considering types of customers of SFIs, each SFI has
different target customers. The Chiao Tung Bank and the Taiwan Cooperatives Bank serve
mainly individuas, whereas large corporations are the main customers of the Farmers Bank of
China, the China Development Industrial Bank, and the Industrial Bank of Taiwan. The Land
Bank of Taiwan focuses on SMEs.

Regarding the regulation and supervision of SFIsin Chinese Taipel, the Chiao Tung Bank, the
Export and Import Bank and the Farmers Bank of China were established according to their
own legidation, whereas the others were established under the Banking Law. The Central Bank
and the Ministry of Finance cooperate as the supervisory agencies for most SFlIs, and the
Ministry of Finance is the regulatory agency. All SFls follow the same prudentia regulations as
commercia banks with some extra regulations according to their legidation. For example, the
Industrial Bank of Taiwan is required to give credits to the manufacturing sector of not less
than 60 percent of its total outstanding credit. Loan classifications differ in terms of their
overdue period. Maturity of loan repayment is subject to their lending purposes: some may
provide loans with a long maturity up to 30 years, such as the Taiwan Cooperatives Bank. In
addition, they employ the International Accounting Standard (IAS) with an independent
financia auditor as well as meeting the public disclosure requirements.

Furthermore, the SFIs in Chinese Taipei, surprisingly, have not received significant privileges
in the forms of tax incentives or guaranteed borrowing from the government. The industria
banks are able to invest in production-related enterprises, financiakrelated businesses and
venture capital. Their business scope and investment ailing are both wider and higher than
other SFls.

Moreover, some SFIs have a different business policy from that of commercia banks. The
Chiao Tung Bark, in particular, has both a lending policy and collateral valuation methods that
differ from those of commercial banks. It aso sets both lending and saving rates higher than
market rates aswell as charging higher fees. In doing banking business, the mgjor threat to their
operations is the fierce competition with commercia banks, particularly in agricultural sector.
They also have some worry over rising NPLs.

With respect to their source of funds, the government provided initia capita to most SFIs,
except the Industrial Bank of Taiwan and the China Development Industrial Bank. Besides, the
Chiao Tung Bank and the Farmers Bank of China have been privatized. Also, except the
Taiwan Cooperatives Bank and the China Development Industria Bank, they are subsidized by
both direct subsidy and concessional loans. However, the major source of funds for these SFIs,
excluding the two industrial banks, is deposits, which account for more than 80 percent of the
tota funds. However, the government will not inject additional capital for the purpose of
recapitalization of these SFIs. In cases of financial distress, the government will certainly give
full support to these SFlIs. A deposit insurance guarantee is aso provided to SFIS' clients by the
government.

The financial position of these SFIs between 1997 and 2001 was sound, with a very high
capital adequacy ratio, thus showing that they were less affected by, and less vulnerable to,
economic uncertainty or external shock. Most SFIs were bigger in size, both in terms of assets
and equity. They dl continued to make profits: only the Taiwan Cooperatives Bank and the
Farmers Bank of China experienced a sharp decrease in revenues during this period. The NPL
ratio is consdered to be acceptable at the average rate of 6 percent, but with a rising trend.
Nevertheless, during the Asian financia crisis in 1997, all SFIs were required to ater their
operational procedures, especially the enforcement of risk management, to be in line with
international practice.
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Although al SFls have to follow the government mandate to a certain extent, they are not
required to have government representatives on of the Board of Directors, or as chairman of the
Board. Usudly, ther CEOs are appointed either by the government, or by selection by the
Board of Directors where the maority of Board members are from the public sector.
Exceptiondly, the Board of Directors of two industrial banks and the Chiao Tung Bank are
wholly from the private sector. The Board of Directors has full power over normal operations
but need government approval for launching new service or product. Nevertheless, all SFls
with the exception of industrial banks, agree that they have to implement certain government
measures even if such measures are not in line with normal banking practice. However, such
measures must have a huge long-term impact on the economic development of Chinese Taipe
or help to revive the economy following a natural disaster or other unexpected circumstance.

Most SFIsin Chinese Taipel are aware of their socia objectives but the level of involvement in
socia projects varies accordingly to their functions. In other words, the socia objective seems
to be indirect benefit of their normal operations. Their socia aim is focused on improving the
standard of living, and supporting community development. In general, they provide loans with
specia conditions, together with an advisory service, to their target groups. Loans or projects
related to housing seem to be the most significant area. Some of them also engaged in specific
projects aiming to cushion the social consequences of earthquake.

In conclusion, SFIs in Chinese Taipel certainly play a significant role in facilitating both
enterprise and industrial development. They were established for specific purposes with start-
up capital provided by the government in most cases. The government does not intervene much
in their operations. Notably, they are flexible, able to provide a wide range of services smilar
to commercia banks, but under the supervision of the central bank and the Ministry of Finance.
Their involvement in socia projects depends on their institution type, but is not generaly
significant since al of them tend to promate industrialoriented economic development rather
than directly aiming to help dleviate socia problems.

3.9 Specialized Financial Ingtitutionsin Thailand

Specialized financia indtitutions (SFIs) in Thailand were first established in the early twentieth
century to promote activities in accord with the stage of economic development, such as:
saving culture, home-ownership, and agricultural financing. Later, several institutions were set
up to enhance the growth of the economy, especialy for the potential growth sectors such as
export and small and medium enterprises, and some were established to develop the financia
market.

To date, there are eight SFls in Thailand.™ Their legal Status is state-owned enterprises yet
some of them are listed on the Stock Exchange of Thailand. They are governed by their own
specific legidation and need Ministry of Finance approval when an amendment is necessary.

The scope of operation of these SFIs is limited, as stated in their governed acts. In the early
years, each SFI undertook only its core function, aiming to serve its target customers. For
example, the Government Saving Bank (GSB) traditionally served as a ‘piggy bank’ and was
known as a children's bank, and the Government Housing Bank (GHB) originaly provided
housing loans to low-income customers. However, since the economic crisis in 1997, these
SFIs have enlarged their operations to meet the demand for loans and engaged in severa

government measures aiming to uplift the grassroots and support particular sectors such as

9 These institutions are: the Government Saving Bank (GSB); the Government Housing Bank (GHB);
the Industrial Finance Corporation of Thailand (IFCT); the Bank for Agriculture and Agriculture
Cooperatives (BAAC); the Small Industry Credit Guarantee Corporation (SICGC); the Export-Import
Bank of Thailand (EXIM Bank); the, Secondary Mortgage Corporation (SMC); and Small and Medium
Enterprise Development Bank of Thailand (SME Bank).
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SMEs and redl estate. For instance, the GSB have implemented a “People Bank” scheme which
offers loans with flexible conditions to low-income people.

These SFIs are professionally managed, and comply with International Accounting Standards
(IAS). Most SFIs follow similar prudential regulations to those of commercia banks.
Nevertheless, since they are considered to be government arms to help address market
distortions, their lending policy is more relaxed than that of the commercia banks. In
particular, their policy has been significantly changed to revive the economy, or even accelerate
economic growth in the post-crisis period.

Regarding the management of these SFls, their Boards of Directors are composed of experts
from both the business/private and the public sectors with an average maximum term of office
of four years. The major sources of funds for these institutions are either deposit-taking or local
borrowing. They are subsidized by the government, and obtain tax incentives with continued
supportive measures. The regulatory and supervisory agency is the Ministry of Finance.
However, the Bank of Thaland is their inspector, examining the performance of these
ingtitutions and reporting to the Ministry of Finance so as to ensure that the operations of these
institutions meet international standards.

Since these SFIs operate under their enabling legidation, they have been faced with some
difficulties related to their operational limitations. For example, they are prohibited from
undertaking certain transactions even if they are capable of doing so. Some have to follow strict
bureaucratic rules and regulations in acquiring necessary equipment and budgeting, while some
have limitations on investment instruments. In addition, they have experienced some
difficulties on the expertise of risk management’'s techniques, IT related issues, credit
monitoring, and human resource development. Interestingly, they find themselves competing
with commercid banks to a certain extent, especially for those SFIs offering retail banking,
mortgage loans and SME financing.

Turning to examine the impact of SFlIs in Thailand, al SFIs have socia objectives (such as
employment, community development, and improvement of standard of living) aong with their
business objectives. Some have engaged in severa social projects, either in the form of soft
loans, capacity building or technical assistance, as well as implementing several government
measures. Consequently, most SFIsin Thailand play avita socioeconomic development. This
was especialy important during the economic slowdown when the banking system did not
function properly.

In conclusion, the purpose of establishing SFIs in Thailand is to correct market imperfections.
Some people are neglected by traditional financia institutions, while small businesses are
unable to get access to capital. As aresult, each SFl has a mandate to serve its particular target
group with the ultimate goal of help developing Thailand as a whole. All SFIs receive
enormous privileges, thus the level of government intervention is significant. Certainly, the role
of SFlIs is important to the economic development in the sense that SFIs give a greater
opportunity to SMEs, start-up businesses, and potential sectors. The social impact of SFIs,
while hard to measure, is considerable as can be seen from the fact that SH's have undertaken
social projects, ranging from education loans, job opportunity loans, and the people’s bank
scheme, to environment and energy development, young investor training, and the rura poor’s
capacity building project.



SECTION 1V COMPARATIVE STUDY OF SPECIALIZED FINANCIAL
INSTITUTIONS

This section investigates differences and similarities among 42 specialized financial institutions
in the eight economies that provided inputs for the comparison. Findings in this section,
therefore, only reflect the regime of SFIs in participating economies. However, since the
samples are from both developed and developing economies and al SFls of these economies
included, the findings serve well in providing a broad framework and genera understanding
about the nature of SFIs, their development and roles in different stages of economic
development. Also, this section incorporates views of ten government agencies involved in
regulating and supervising SFIs. The comparison is made in various aspects, ranging from
reasons for establishment, operation coverage, management, and supervisory regimes, to
operational congtraints.

4.1 Reasons for/Objectives of Establishment

The main objectives of establishing SFIsin most economies can be ranked as follows:

1) To promote particular sectors of the economy such as SMEs and the export sector;

2) Todirectly provide certain financial services to the target groups;

3) To provide more complex and tailor-made financial services that are not offered by
commercia banks; and

4) To implement government measures aiming to alleviate economic and socia problems.

Apparently, most SFIs have a combination of objectives as mentioned above rather than having
only one objective to drive for. They usually am to support particular sectors by providing
certain services to those respective sectors. SFIs operating with social aims tend to focus on
enhancing the living standards of the poor and implementing government measures attempting
to benefit the population. In addition, some SFIs are created by government to provide special
sarvices not offered by commercia banks. They generaly offer complicated financial services
and specidized in niche markets such as secondary mortgage, risk insurance, and credit
guarantees

These establishment objectives reinforce the belief that SFIs are purposely created to fill the
gaps in the financial sector created where traditiona financia institutions are unable to fulfil
the demand for funds from certain sectors of the economy. Also, there is a need to provide
greater access to funds for the poor and the grassroots. It is believed that the proliferation of
SFIswould efficiently allocate resources in the economy, hence supporting its growth.
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4.2 Legal Status

The legal status of SFls fals into various categories: state-owned enterprises, private limited
companies, public corporations, government departments, and non-governmental organizations
(NGOs). The following chart (Chart 2.1) shows that state-owned enterprises form more than 50

percent of SFIsfrom the sample.

Chart 2.1: Legal Status of Specialized Financial I nstitutions
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Interestingly, all SFIsin developed economies, such as Japan, are state enterprises, whereas the
legal status of SFIs in developing economies is mainly a mixture of privately-owned
institutions and government-sponsored enterprises. For instance, most SFls in the Philippines
and Indonesia are privately-owned ingtitutions, while al SFls in Thailand are government-
sponsored ingtitutions. In general, it should be noted that SFIs in the form of development
financial ingtitutions and ‘purposed banking ingtitutions are usualy government-sponsored
financia ingtitutions, whereas SFIs in the forms of ‘thrifts are private limited companies. This
justifies, to a certain extent, the government creation of SFIsto promote rural development and
support key industries, while it encourages the business/private sector to take part in
microfinance activities.

In addition, most SFls are established under specific legidation, especialy those which are
state enterprises. The governing law provides the framework and structure of each $, thus
limiting its scope of operations, providing criteria for its management, and determining the
financia issues of the ingtitutions. SFIs that are banking ingtitutions are usually governed by
ordinary Financial Institution Acts together, in some cases, with specific regulations.

4.3 Scope of services

Services offered by SFIs vary greatly due to the nature of their operations. Development banks
and industria banks provide lending facilities, credit guarantees, trade financing, venture
capital and advisory services. Housing banks concentrate on mortgage lending, securitization
and risk insurance. Secondary mortgage corporations focus on mortgage insurance,
securitization, issuance of debt and mortgage-backed securities, and advisory services.
Depository institutions such as savings banks and Savings and Loans Associations provide only
basic retail banking facilities, excluding foreign exchange. Rura banks also provide only
simple retail banking transactions. SFIs dealing with the export sector offer specialized services
to this sector, including trade financing, risk insurance, credit guarantees, and advisory services.
Banking institutions dealing with SMEs provide a full range of lending facilities together with
technical assistance.
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In addition, some SFIs have to implement government measures in addition to their normal
services. For example, the Government Saving Bank of Thailand has undertaken a “People
Bank Scheme,” aiming to provide micro-credit to the poor.

Furthermore, one might question why retail banking is the service which is offered by most
SFls. It should be noted that deposit and lending facilities, and remittance services offered by
SFIs are provided only on asmall scale to the target groups, and only to members in the case of
Savings and Loan Associations. Therefore, the competition between SFIs and commercial
banksin thisregardis less significant in terms of the magnitude and variety of services.

4.4 Target sectors Major customers

The three leading sectors that benefit from the establishment of SFIs are: key industries of
respective economies including the hi-tech, manufacturing and agricultural industries;, SMEs,
and microfinance, respectively.

Chart 2.2: Target Sectors of Specialized Financial I nstitutions
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In most economies, it is necessary to support and promote key and/or high-growth industries in
order to sustain economic development. In Chinese Taipel and Japan, electronic and
technology-related industries are the mgjor contributors to their economic development and
growth. Therefore, efficient business facilitation and sufficient financial support to these
particular sectorsis vital to the growth of the economy as awhole.

In addition, some industries, such as food and forestry related industries are ‘preserved
industries which are linked to the well-being of the population, and to environmental issues.
The government, therefore, protects and nurtures these sectors through the establishment of
specialized financia ingtitutions which provide both financing and technical assistance to these
sectors particularly. A good example of thisis Japan.

Furthermore, since small and medium enterprises (SMESs) are the backbone of most economies,
the SME sector inevitably gains huge support from government through both financing and
capacity-building to these businesses. Likewise, microfinance is considered to be important to
most developing economies where the majority of people lack access to other formal lending
channels. The establishment of SFIs providing microfinance-related services to the grassroots
and peoplein rural areas are important for their empowerment and improvement in their living
standards.

These reasons justify almost al SFIs concentrating on these particular three sectors.



4.5 Business Poalicies Compared with those of Commercial Banks

Most SFls have selective credit policies intended for their target customers so some SFIs may
find that their operation does not result in a large profit margin like that of a commercial banks.
SFlIs are not profit-maximizing institutions. Rather, they have a mandate to provide financial
services for those who are unable to get credits from norma lending channels.

As aresult, SFIs usually have lower lending rates and higher deposit rates in order to attract
customers since they are riskier than commercial banks. They also charge lower fees. As a
result, in some economies such as Thailland and Chinese Taipei, competition between
commercia banks and SFlIs are distinct. In turn, this makes it difficult to clearly identify types
of services commercia banks or SFIs should provide so as to eliminate the overlapping and
fierce competition.

Y et some SFIswhich are not directly subsidized by the government tend to have higher lending
rates and higher fees in order to be sdf-sufficient ingtitutions, and manage higher risks
associated with services provided. They operate based on a market approach. In spite of this
fact, they still get customersin, as their specidization is one of a kind. SME Banks and Export-
Import Banks of Thailand and Indonesia are good examples of this.

4.6 Management

The management of each SFI automatically reflects the status of that SFI. Those which are state
enterprises tend to have government representatives as members of the board, and the president
is chosen by the government. In this case, government interventions occur at dl levels of
decision-making, thus directing the success of the institution. However, the composition of the
board is amix of representatives from both the public and the business/private sector.

In contrast, the management of SFIs, which are privately-owned and public limited companies,
is independent from government interference athough they have to operate in line with
government policies.

In addition, 40 percent of president and the board of directors in most SFIs have an average
term of office of four years. These terms can be renewed, subject to the approval of relevant
authorities.

4.7 Sources of Funds

The government provides initia capital to all government-sponsored financia institutions,
while privately-owned SFIs raise funds through the issuance of corporate bonds and
shareholders capita. However, privatdy-owned SFIs usuadly have to comply with the
government’ s regulations on minimum start-up capital.

The funding structure of each SFI differs, depending on its lega status and the nature of its
operations. Depository institutions obtain funds mainly from deposit-taking, while borrowings
are the mgjor source of funds for SFIs who only provide lending facilities. Regarding state
enterprises, funding is comprised mainly of seed capital from the government, and guaranteed
local borrowings. Chart 2.3 shows the composition of major funding sources of sample SFIs.
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Chart 2.3: Composition of Major Funding Sour ces of Sample SFls
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In the event of recapitalization, governments in most economies tend to provide additional
capital to SFIs regardless of ther status, if the collapse of that particular SFI would have an
enormous effect on the majority of people and on more general financial stability. However,
after the Asian crisis in 1997, severa governments of developing economies such as the
Philippines and Indonesia attempted to reduce their role in the operation of SFlIs. Therefore,
recapitaization of SFlsis considered on a case-by-case basis.

4.8 Regulatory and Supervisory Regimes

The supervisory regimes of SFIsin sample economies pursue a consistent approach: the centra
bank together with relevant ministries is the supervisory agency for SFIs. There is no separate
authority to supervise SFIs. In practice, the relevant ministry, usualy the Ministry of Finance,
is the regulatory and supervisory agency of al SFIs, while the central banks examines the
performance of SFls and makes recommendations to the relevant ministries. Usually, there are
different divisions in the central bank or under the Security and Banking Commission that
supervises different types of SFIs. The Philippinesis a good example: here certain divisions of
the central bank deal with different kinds of SFIs. Additionaly, examination of most SFIs in
these economies is done mostly on an annual basis. However, examination can be undertaken
more regularly if necessary.

With regard to prudential regulations, banking institutions follow the same regulations as
commercia banks with some limitations on intra-group lendings and foreign borrowings,
whereas other types of SFIs have more relaxed regulations. For example, they are not
congtrained by the reserve requirement, and capital adequacy ratio. Yet they are required to
meet with the loan-1oss provisioning set by the central bank, and other regulations as specified
in their respective legidations. In addition, either the International Accounting Standard (1AS)
or the Nationa Accounting Standard is used for all SFIsin order to increase their transparency
and corporate governance.

49 Privileges

SFIsin most economies obtain some kind of privileges from the government. State-owned SFlIs
are subsidized in the forms of grants, concessiona loans, guaranteed borrowings, and tax
incentives. They also benefit from favoured regulations either issued specialy for facilitating
the operations d SFIs or specified in their respective legidation. While other SFIs, including
private SFIs, obtain tax incentives and continued supportive measures from the government.

In addition, most governments provide a deposit insurance scheme for depository SFIs which

are state enterprises. For private depository SFIs, as in Indonesia, they can apply for a
government blanket guarantee programme with some conditions.
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4.10 Operational Constraints

SFIs in any economy are faced with different constraints due to their governing law and the
stage of financial and economic development of their economy. SFIs which are state enterprises
are restricted by their respective legidations. The prescribed activities in their governing law
stop SFIs from engaging in other additiona services, which otherwise, provide them with better
risk management. Sometimes, the governing laws are not in line with the current pace of
financia development, thus retarding financia innovation.

The stage of financia and economic development of their economy affects the operation of
SFIs in terms of infrastructure and human resource development. Most SFIs in developing
economies are constrained by their internal limitations, including high administrative costs,
outdated 1T, low-skilled and inadequately-trained personnel, and lack of expertise in certain
areas of banking management. This has resulted in poor credit assessment and monitoring,
inadequate governance standard, insufficient risk management, and incompetent personnel. In
contrast, SFIs in developed economies do not have any problems regarding the operationa
efficiency, since these economies have personnel who are professionattrained in risk and
banking management, have advanced technology and a sufficiently developed financial
infrastructure. However, SFIs in both developing and developed economies face fierce
competition with commercia banks, particularly in SME financing and microfinance. A high
level of non-performing loans (NPLS) is also their major concern.

411 Involvementin Social | ssues

Almost al SFIs have socia objectives but they may not necessarily engage in social projects.
They, however, can implicitly take their objectives into account when considering loan
applications.

In developing economies, most SFIs engage in socia projects. Some of them undertake socia
projects by providing soft loans to target sectors, while some of them offer only training and
capacity-building programs. Thisis also true for privately-owned SFIs, as they have a mandate
to support the grassroots and the poor.

In contrast, SFIs in most developed economies do not directly undertake socia projects, but
they are aware of social concerns such as the environment. Yet some of them implement
government measures to aleviate the impact of natural disasters.

As far as socia impact is concerned, it is difficult to measure such an impact quantitatively.
However, it is widdly accepted in developing economies that SFIs certainly contribute to rura
and community development as well as job creation. SFIs also help empower the poor and the
grassroots. This is justified by the fact that at a certain stage of financial development the
establishment of SFIs isrequired in order to develop the financiad sector as a whole, and to
address market imperfections.

SECTIONV: CONCLUSION AND RECOMMENDATIONS

In summary, the relevance of SFls rests on the fact that they contribute to economic efficiency
and to the sharing of prosperity, particularly in developing economies. They play avita rolein
supporting the development of real sector and grassroots economy when normal lending seems
to be non-existent, and the financial system works improperly. History has proven that
imperfect market cause financial excluson and market distortion. Traditional nstitutions are
unableto provide all activities required by society. The poor, who are the majority, need a kind
of flexible financia intermediary in order to get access to funds until they can meet the



requirements of a more formal financia ingtitutions. Likewise, key industries and certain
fundamentally important sectors of the economy need to have a greater access to formal credits
with flexible conditions, hence incubating and strengthening the growth of these sectors. The
development and growth of these core elements of the economy ultimately accelerates
economic growth and devel opment.

As a result, the government intervenes the financial system through the establishment of
specialized financial ingtitutions. It is believed that SFIs help address market failure. To a
certain extent, SFIs form an important link between the level of economic development and the
stages of financia development of the economy as a whole. Government interventions in
financial markets are usualy complex. This is because financial markets play an important role
in alocating a economy’s financia resources, hence driving economic growth and development
and mobilizing the economy’s financia resources to support investment Therefore,
interventions in financia markets should be undertaken when there is a clear market failure that
prevents such financial resource allocation from occurring.

Regarding the regime of SFIs, since most SFIs are established by the government as a
mechanism to correct market imperfections and foster economic growth and development, their
authority derives from a government charter, which both defines their purpose and prescribes
the powers given them to accomplish that purpose. The legidation also prescribes their
governance regimes, including such basic matters as the qualifications and number of directors.
Usually, they are regulated and supervised by relevant ministries. The central banks plays arole
in making recommendations so as to ensure SFIs operate in line with banking standards.

Since government intervention in the financial sector interrelates to the establishment of SFIs,
the degree of its intervention is critical to the success of SFlIs themselves and its impact on the
overal financia system. The proper role of the government, based on the analysis of given
information and cases, can be achieved by pursuing the recommendations that follow.

First, government intervention should be undertaken only to address market distortions that the
business/private sector cannot address. If the establishment of SFIs leads to an uncompetitive
financia market, then such intervention does not correct the problem, rather it creates a market
fragmentation and credit segmentation.

Second, government interventions aways lead to a behavior change by private institutions and
markets in response to such measures. To a certain extent, the government may need to adjust
the original measure or undertake a new initiative in order to get favourable impacts. This may
result in intervention activities not expected at the outset of the process. Thus, many would
argue that government interventions should be carried out carefully and only in cases where
private markets clearly are incapable of achieving competitive interactions and a competitive
allocation of resources.

Third, mechanisms of intervention in financial markets must be well designed in order to
prevent distortion of market-based incentives. Such distortions could result in the misuse of
government provided preferential funds or a weakening of the incentives to repay. Therefore,
government interventions should be well constructed, focused on achieving specific objectives
and include an appropriate exit strategy. They aso need regular monitoring and a continual
review of the results of the interventions b assure the expected outcome. Amendments of
specific legidations for SFIs are necessary if such laws prevent the growth and sustainability of
SFls.

Fourth, government agencies involved in regulating and supervising SFIs should ensure that the
supervisory methods are in line with the changing business environment, and regular
monitoring is undertaken appropriately. If possible, the supervisory guidelines and practices for
all SFls should be issued for the purpose of standardization.



The sustainability and sdlf-reliance of the specidized financial ingtitutions is also a core issue
and should be looked at. Most SFIs whose main source of funds is deposit-taking tend to rely
on government funds less than those SFIs whose major source of funds is direct subsidy and
government guaranteed borrowings. These depository SFIs usualy run their business the same
way as commercial banks, and receive a small amount of government subsidy. Some of them
make profits and operate professionally. In contrast, SFls that provide only lending facilities
such as credit guarantee corporations, secondary mortgage corporations, and development
banks aways depend on government assistance due to the fact that these SFIs are established to
promote certain sectors of the economy. Y et some non-depository ingtitutions such the export
and import Banks are self-sufficient institutions. This brings the question of why the
government has to intervene in the operation of SFIs if they are self-reliant ingtitutions. In this
case, involved authorities should consider the necessity of government intervention on the
operations of SFIs and rethink whether it should allow SFls to take deposits and be less
dependent on government subsidy, thus enhancing the effectiveness and efficiency of SFlIs. To
a certain extent, without government assistance, these SFIs would inevitably develop
themselves so as to be in line with the best practice and good governance.

Turning to examine recommendations to encourage best practices of SFls, it is recommended
that government-sponsored financial institutions in developing economies pursue a strategic
business plan and not engage entirely in non-economic goals. A misguided strategy may lead to
a high leve of bad loans and financia ingtability of the financial sector as awhole. Also, all
SFls are encouraged to pursue good governance practices in order to increase their operational
efficiency and their accomplishment of statutory goals and objectives. It is necessary that good
governance is the foundation of every step of the work process, including decision-making.
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ANNEX A
Questionnaire TYPE A

“Role and Development of Specialized Financial Institutions”

A Survey of Government and Supervisory Agencies

“Specialized Financial Institutions (SFIs)”—(in the context of this study) are institutions
established with an aim to provide various financial services to certain sectors of the economy.
They usually work in markets that have not been adequately served by traditional financial
institutions. In particular, they aim to be a source of funds for specific potential customers,
including agriculture, small and medium enterprises (SMEs), real estate and housing, exports,
savings and public sector project finance as well as help alleviate social problem. They may also
offer a wide range of services to customers who are neglected by traditional financial institutions.
They may conduct certain activities according to their specified legislation and regulations. They
can be either government-sponsored institutions or purely independent self-sufficient institutions.
They may have independent supervisory agency and separate prudential standards from
commercial banks.

I. General Information

1. Please give the name of your economy:

2. Please give the name of your agency (who responsible to answer this survey):
Ministry of Finance
Central Bank
Independent Agency (please specify)

Other (please specify)

3. What is your responsibility regarding SFIs?

4. How many SFIs are under your supervision/regulation? institutions

1I. Information about SFIs

5. Please indicate the name and date of the first SFI established in your economy and the
reasons for its establishment.
Date of establishment:

Name of institution:

Purposes/Reasons for establishment:
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6. Since the first SFI was established, have any other SFIs been established later on? (Y/N)

How many more have been established up to the present to date?

7. Are all these SFIs still operating? (Y/N)

If “no”, please give numbers and names of those that were closed down and the major reasons

of such termination?

If the Institution was abolished, what are the alternative arrangements to secure the social
benefits associated with defunct institutions? (please describe briefly):

8. Please specify institutions which are currently considered to be SFI (by using the definition

given)

Legal Status

Name of SFI

Purposes of
Establishment

Total Number
of Branches

Has the institution
been privatized
before?

Privately held, limited
company

Non-Governmental
Organization (NGO)

Others

9. In general, has the role of SFIs in your economy changed over time? (Y/N)

10. Please provide the following information for the five years beginning from year-end 1997

to year-end-2001:
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(In USS$, otherwise please specify)

1997

1998

1999

2000

2001

Real GDP

GDP Growth (y-0-y) (%)

Total assets of commercial banks

Total assets of SFIs

Total liabilities of commercial banks

Total liabilities of SFIs

Total equity of commercial banks

Total equity of SFIs

Total credit outstanding of commercial banks

Total credit outstanding of SFIs

Non-Performing Loans (NPLs) of commercial banks
- Value

-% of total credit outstanding

1997

1998

1999

2000

2001

Non-performing loans (NPLs) of SFIs
- Value

-% of total credit outstanding

Total Deposit of Commercial Banks

Total Deposit of SFIs

11. Have SFIs in your economy ever faced a major solvency crisis or bankruptcy?
If “Yes”, how did the government react? (please describe)

(Y/N)

12. Do SFIs in your economy have its own legislation? (Y/N)
If “No”, what is the legislation that SFIs are subject to?
Type of Legislation:  Specific legislation

Financial Institution’s Act

Public Company Act
Other (please specify)

II1. Role of Government

13. Does the government require government representative(s) to work in SFIs that are state

enterprises? (Y/N)

14. Does the establishment of SFIs in your economy serve the government’s policies? (Y/N)

If “Yes”, please mark the following policies:

1) Stimulate domestic demand and generate sufficient income and employment

2) Alleviate poverty problem

3) Promoting a particular sector (i.e. SMEs, manufacturing, agriculture)

4) Provide special financial services not offered by other financial institutions

Other (please specify)

15. Are there any particular sectors that government would like SFIs to focus on?
Industrial and manufacturing

Agriculture
Export/Import
Property/Real estate
Services

Other (please specify)
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16. Does the government require a minimum start-up capital for SFIs? (Y/N)
17. Has the government provided initial capital to SFIs? (Y / N)
If “Yes”, please list names of the institutions that government has provided initial capital to:

18. Has the government directly injected additional capital to SFIs for the purpose of
recapitalization? (Y/N)

If “Yes”, please liste the name of the institutions that government has directly injected
additional capital to:

19. In cases where SFIs need funding from the government, in which form of assistance does
government provide subsidies to SFIs? (please mark)
Recapitalization
Direct Subsidy
Concessional loans
Government guarantee
Other (please specify)

A. Regulations and Supervision

20. Which supervisory agency is responsible for supervising the banking system as a whole?
(Please mark):

Central Bank

Ministry of Finance

Other Ministry (please specify)

Independent organization (please specify)

Other (please specify)

21. Which regulatory agency has the responsibility for regulating the banking system as a
whole? (Please mark):

Central Bank

Ministry of Finance

Other Ministry (please specify)

Independent organization (please specify)

Other (please specify)

22. Do you have a separate authority to regulate and supervise SFIs? (Y/N)

If “yes”, please specify.

23. Do SFIs have the same supervisory and regulatory agencies as the above?  (Y/N)
If “No”, who is the supervisory agency for SFIs?

who is the regulatory agency for SFIs?

24. Are SFIs obliged to report to the supervisory authority with the same frequency and depth
as commercial banks? (Y/N)
25. How often are SFIs required to be examined by supervisory agency or examining agency?

(days/months/years)
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26. Specific regulatory issues:

Regulations Commercial Bank SFIs

Loan-loss reserve (US$)

Capital-adequacy ratio

Loan-deposit ratio

Loan loss provisioning

Lending limits per account(US$)

Lending rate ceiling (%)

Foreign borrowing limits (US$)

Interest rate ceiling (%)

Public information disclosure requirement (i.e.
financial statements, etc.) (Yes/ No)

27. Are there any differences in setting deposit and lending rates on the SFIs compared to
commercial banks? (Y/N)
If “Yes”, what is/are the difference(s)? Please describe:

28. Is there a deposit insurance mechanism that protects the deposits of SFIs clients? (Y/N)
If “Yes”, the deposit insurance is guaranteed by: (please mark)

SFIs itself

Government

Independent Organization

Other (please specify)

29. Are SFIs in your country required to obtain rating? (Y/N)
If “Yes”, by whom?

B. Privileges & Constraints

30. Does the Government provide special privilege(s) for SFIs but not for commercial banks?
(Y/N)
If “Yes”, please mark the following privilege(s) that government provide:

Tax incentive(s) Government bailouts
Favored regulations Government guaranteed borrowings
Continued supportive measures Other (please specity)

31. Please rank the problem(s)/difficulties that SFIs have faced with: (zero represents this
problem does not exist, one represents the least significance, and the maximum number
represents the most significant):

Problem(s) 0 — maximum number
Inadequate risk management
High administrative costs
Poor credit delinquency monitoring
High level of NPLs
Difficulty in accessing new funding sources
Regulatory difficulties
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Government intervention

Competition with other financial institutions
Lack of management skills

Poor corporate governance standard

Human resource development

Outdated IT usage

Other (please specify)

32. What did the government do in order to solve the above constraint(s)? (Especially the one
you ranked as the most significant):

I11. Opinion from Government

33. Do you think SFIs in your economy have served the objective(s) of their establishment? (Y/N)
If “Yes”, how do you evaluate the performance of the SFIs?

34. Do you think the role of SFIs in your economy help alleviate social problems? (Y/N)
If “Yes”, how? (please discuss briefly):

35. Do you think SFIs in your economy have served the areas where commercial banks do not
operate (e.g. lending to customers who have insufficient credit/guaranteed)? (Y/N)

36. Do you think the services that are provided by SFIs in your economy “compete” with
commercial banks’ activities? (Y/N)

If “yes”, please describe which activities (e.g. deposit, lending, etc.) and sectors (e.g. industrial,
agricultural, etc.)

37. What do you think about the current role of government regarding policies/operations of
SFIs in your economy? (please mark):

Government should increase the degree of intervention regarding SFIs

Government should decrease the degree of intervention regarding SFIs

Government should remain in this degree of intervention regarding SFIs

38. Do you think that SFIs in your economy play significant role in the country’s economic
development? (Y/N)
If “Yes”, how? (please discuss briefly):
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ANNEX B

Questionnaire TYPE B
“Role and Development of Specialized Financial Institutions”

Survey of Specialized Financial Institutions

“Specialized Financial Institutions (SFIs)”—(in the context of this study) are institutions
established with an aim to provide various financial services to certain sectors of the economy.
They usually work in markets that have not been adequately served by traditional financial
institutions. In particular, they aim to be a source of fund for specific potential customers,
including agriculture, small and medium enterprises (SMEs), real estate and housing, exports,
savings and public sector project finance as well as help alleviate social problem. They may also
offer a wide range of services to customers who are neglected by traditional financial institutions.
They may conduct certain activities according to their specified legislation and regulations. They
can be either government-sponsored institutions or purely independent self-sufficient institutions.
They may have independent supervisory agency and separate prudential standards from
commercial banks.

IV. General Information

1. Please give the name of your institution.

2. When did your institution begin operations?

3. Please give your institution’s mission statement.

4. What is the legal status of your institution? (please select one)
Publicly listed institution
Privately held, limited company
State Enterprise
Non-Governmental Organization (NGO)
Other (please specify)

5. Was the institution previously owned by the state? (Y/N)

If “Yes”, when was it privatized?

6. What percentage of the institution is owned by: (Please put the percentage for each of the
following three catagories)
i. Private sector (domestic)

ii. Private sector (foreign)
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iii. State/public/government entities

7. Has a significant portion of the ownership of the firm changed since its establishment?
(Y/N)
If “Yes”, please describe

8. Please specify the objectives of the establishment of your institution? (Please rank the
importance of from 1 to 5, with 1 being the most important)
1) Source of fund for the underprivileged and the grassroots level

2) Promoting a particular sector (e.g. SMEs, manufacturing, agriculture)

3) Providing services to certain sector (e.g. export-import related, property)

4) Providing special financial services not offered by other financial institutions

5) Implementing certain government policies

6) Other (please specity)

9. What is the main function of your institution? (e.g., SME financing, credit guarantee, etc.)

10. What services do you provide? (Please mark where appropriate)

Deposit services Lending facilities

Credit guarantees Remittance services

Foreign exchange Trade financing

Risk insurance Portfolio investment
Securitization Advisory services
Venture capital funds Other (please specify)

11. What target sectors does your institution focus on? (please rank from 1 to 5, with 1
meaning the most important)

Please rank from 1 to 5 Amount of funds given to
(with 1 meaning the each sector in US$
most important) (regardless the forms of
financing given)

Type of Sector

1 [2 |3 |4 |5

Industrial and manufacturing
Agriculture

Export/Import

Property/Real estate
Services

Other (please specify)

12.  Who are your customers? (Please indicate in percentage)

Micro-enterprises

Small and medium enterprises

Large corporations

Individuals

13. How many total branches/representative offices do you have?

Metropolitan area
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Provincial cities

14. Please provide the number of employees in your institution.

15. Has there been any significant change in number of employees due to changes in business
strategy or unexpected economic circumstance? (Y/N)
If “Yes”, please describe

16. Please provide your clients’ information:

1) Total number of clients’ accounts

2) Types of client (please select one for each type):

i. Individuals 0-10% o 10 —20%
20-50% _ 50-100% _
ii. Group 0-10% . 10-20%
20 - 50% _ 50-100%
iii. Corporate 0-10% . 10-20% _
20 - 50% _ 50-100%
3) Average loan repayment period (please put the percentage)
0-5 years
5—-10 years
15 —20 years

more than 20 years
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4) Please provide the detail of each type of client:

Unit: USS$, otherwise specified

Types of Customers Individuals Group Corporate Other
(please specify)

1. Number of accounts

2. Average annual
income/revenue

3. Average deposit size per
account

4. Average loan size per
account

5. Average loan repayment
period

6. Average of asset size of the - -
clients’company

Note: Group includes cooperatives, association, and other non-profit organization.

V. Operations

President/Chief Executive Officer (CEO)

18. How is the President/Chief Executive Officer (CEO) in your institution chosen?

Appointment by Government (Y/N)
Selection by board of directors or equivalent oversight committee(Y/N)
Vote by majority of shareholders (Y/N)
Hiring professional management (Y/N)
Other (Please specify)
19. How many years does the president/CEO serve in each term? years

20. Are there limitations in the number of terms that he/she can serve as president/CEO? (Y/N)

If “Yes”, please describe

21. Does the president/CEO own any shares of the institution? (Y/N)
22. Has your president/CEO ever been changed before the end of the term? (Y/N)

If “Yes”, for what reason?

By whom?

B. Board of Directors

23. What is the composition of the board of directors in your institution? (in percentage)

Government representatives %  Private sector %

How are they chosen? (please put in percentage)

Appointment by government %
Shareholders’ representatives %
Vote by majority of shareholders %
Other (Please specify)
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24. How long is the board of directors’ term?

25. Are there limitations in the number of terms that he/she can serve as Board of Directors?
(Y/N)
If “Yes”, please describe

26. Does the chairman of the board own any shares of the institution? (Y/N)
27. Has your chairman of the board ever been changed before the end of the term? (Y/N)

If “Yes”, for what reason?

By whom?

C. Source of Funds

28. Has the government provided initial capital to your institution? (Y/N)

29. Has the government directly injected additional capital to your institution for the purpose
of recapitalization? (Y/N)
30. What is your funding source? (Please put in percentage)

i. Government subsidy %
in the form of - Seed capital %
- Direct subsidy %
- Concessional loans %
- Government guarantee %
ii. Local borrowing %
iii. Foreign borrowing %
iv. Deposit %
v. Shareholders’ fund %
vi. Operation profit/loss %

vii. Other (please specify)

D. Regulations and Supervision

31. Does your institution have its own legislation? (Y/N)

If “Yes”, please specify the name of the enabling legislation.

If “No”, please select the type of legislation appropriate to your institution and give its
exact name:

Financial Institutions’ Act

Public Company Act

Other (please specify)

32. Who is your supervisory agency?
Central Bank Ministry of Finance

Independent Organization

Other Ministry (please specify)
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Other (please specity)

33. Is your supervisory agency the same as that of commercial banks? (Y/N)
34. How often has your organization been examined by supervisory agency ?
(days/months/years)

35. Are your regulatory agency and supervisory agency the same organization? (Y/N)
If “Yes” please specify.

If “No” please select where appropriate:

Your Organization Regulatory agency Supervisory agency

Central Bank

Ministry of Finance

Other Ministry (please specify)

Independent organization

Other (please specify)

36. Please provide information about the prudential regulation of your institution and
commercial banks:

Prudential Regulations Commercial Banks Your Institution

Capital-adequacy ratio

Loan-deposit ratio

Loan Loss Provisioning (%)

Maximum amount of intra-
group lending and related

conditions

Lending Limits

Foreign borrowing Limits

Other (please specify)

37. If a debtor fails to make regular interest or principal payments, is the loan classified for
accounting purposes as in default? (Y/N)

38. How many days/months pass before overdue loans are considered to be in default?(please
indicate) days/months

39. During the past three years, has the supervisory agency taken any actions against your
institution because of financial soundness? (Y/N)

40. Does your institution apply the same accounting standard (referring to International
Accounting Standard (IAS)) as commercial banks? (Y/N)

If “No”, which type of standard are you using?

41. Do you have an independent financial auditor? (Y/N)
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E. Business Practice

42. TIs your lending policy different from that of commercial banks? (Y/N)

43. Does your institution have the practice regarding valuation of collateral differ from regular
commercial banks’ practice?  (Y/N)

44, Does your institution have higher or lower lending rates compared with average
commercial banks’ lending rates? Why?

45. Does your institution have higher or lower deposit rates compared with average commercial
banks’ deposit rates? Why?

46. Does your institution have higher or lower charges/fees compared with average commercial
banks’ charges/fee? Why?

47. Does your institution have to implement certain government measures even when such an
activity is not in line with regular commercial banks’ lending practice? (Y/N)

48. Does your institution need government approval for launching new service /product? (Y/N)
49. Did your institution alter operational procedure or change terms and conditions attached to

your financial services at the request or direction of government in response to the financial
crisis in the period since 1997? (Y/N)
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F. Operational Constraint(s)

50. Please rate the problem(s)/difficulties that your institution has been faced with: (one
represents the most significance, and five represents the least significance).

Does your institution face this type of

problem? (please mark) ol1l1213]a

(If yes, please rate its significance in the
next column)

Problem(s)

Inadequate risk management

High administrative costs

Poor credit delinquency monitoring

High level of NPLs

Difficulty in accessing new funding sources

Regulatory difficulties

Government intervention

Competition with other financial institutions

Lack of management skills

Poor corporate governance standard

Human resource development

IT related issues

Other (please specify)

51. If your institution is constrained by enabling legislation and regulations,
1) Will the government help eradicate such constraint? (Y/N)
2) Please specify your constraint.

3) How does the government solve such problem?

G. Privileges
52. Please specify the privilege(s) that your institution has received and rate the beneficial of
each privilege: (one represents the most beneficial; five represents the least beneficial)

Does your institution have receive any
Privilege(s) type of privilege? (please check) 0O(1(2(3]4]|5
(If yes, please rate it in the next column)

Tax incentive(s)

Government bailouts

Favoured regulations

Government guaranteed
borrowings

Continued supportive measures

Other (please specify)

53. In the case of financial distress, will the government protect your institution from
bankruptcy/ illiquidity? (Y/N)
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VI Financial Position

54. Please fill in the following table of financial position (in US$)

1997

1998 1999

2000

2001

Total assets

Total liabilities

Total equity

Total revenues
- Non-interest revenues
- Interest revenues

Operating profit

Net profit

Non-performing loans (NPLs)

- % of total credit outstanding

Re-entry NPLs
- Value
- % of total credit outstanding

Total credit outstanding
- Approved

- Transferred loans

Total deposits

- no. of accounts

Capital-adequacy ratio

for loan losses

% of firm’s assets that are reserved

55. Did the institution’s gross margins (revenue less the material and labor costs of
production) decrease in the most recent accounting period from the previous accounting

period? (Y/N)

If “Yes”, by how much?

US$

56. In the past four years, in how many quarters (or reporting period of shortest length) have
the institution not produced profits?

V. Role of SFIs in social aspect

57. Does your institution have a social objective? (Y/N)
If “Yes”, Please specify.
58. Does your institution involve in any social project? (Y/N)

1) If “yes”, please indicate the forms of your involvement in percentage as follows:

Normal loans

Loans with special conditions

Loan Guarantee

Other (please specity)

%
%
%

2) In the case of a counseling service and services that help ensure that credit is used
effectively, please indicate your involvement of each activity in terms of the size of capital
contributed to such activity as follows:
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Advisory services %

Training or capacity building %
Technical assistance %
Other (please specify) %

59. What areas of social sector does your institution involve itself in? (Please rank the
importance from 1 to the highest number, with 1 meaning the most important.)

Education Community development
Employment Environment

Heath care related Religious concerns
Gender Standard of living
Other (please specify)

60. Please provide the information about the social project/scheme(s) that your institution
involves in:

Name of Project/Scheme(s)
Project/Scheme(s) Establishment (US$)

Objective of the Date of Amount of Fund

61. Does your institution engage in any specific government measures aiming to cushion
social impacts due to changes in economic circumstances? (Y/N)
If “yes”, please describe.

62. Do you agree that SFIs helps alleviate social problem in your economy? (Y/N)
If “yes”, please specify the area helped most (e.g. providing housing mortgages to low-income

people).

63. Please rate the level of involvement/commitment of your institution in support of improving
social issues such as housing, education etc. (one represents the highest level)
1 2 3 4 5

64. How do you see the role of SFIs in your economy with respect to their services to
customers who are neglected by traditional financial institutions. Please rate the level of
significance with one meaning the most significance.

1 2 3 4 5
65. If there were no SFIs in your economy, would traditional (profit-oriented) financial
institutions provide services offered by SFIs to the SFI’s target groups? (Y/N)
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ANNEX C

List of Participating Economies and Institutions

I. Participating APEC Economies
Australia

Canada

Hong Kong, China
Indonesia

Japan

Mexico

Republic of the Philippines
Chinese Taipei

Thailand

WX bW =

II. List of Government Agencies answered the Questionnaire Type A

Economy: Hong Kong, China
1. Hong Kong Special Administrative Region (HKSAR)
2. Hong Kong Monetary Authority (HKMA)

Economy: Indonesia
1. Bank Indonesia

Economy: Japan
1. Integrated answers from various Ministries and the Bank of Japan

Economy: Mexico
1. Ministry of Finance and Public Credit
2. Bank of Mexico

Economy: Republic of the Philippines
1. BANGKO SENTRAL NG PILIPINAS

Economy: Chinese Taipei
1. Ministry of Finance

Economy: Thailand
1. Ministry of Finance
2. Bank of Thailand

III. List of Specialized Financial Institutions answered the Questionnaire Type B

Economy: Australia
1. Australian Treasury, and Export Finance and Insurance Corporation (EFIC)
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Economy: Hong Kong, China
1. Hong Kong Export Credit Insurance Corporation (HKECIC)
2. The Hong Kong Mortgage Corporation Limited (HKMC)

Economy: Indonesia

PT. BPR Artadamas Mandiri

PT. BRP OLYMPINDO PRIMADANA

PT. BPR PANCAMITRA INTIHARMONI
PT. BPR Prisma Mutiara Danarta

PT. BPR Pundimas Makmur

PT. BPR Syariah Amanah Ummah

PT. BPR ALSABA PRIMA

PT. PERMODALAN NASIONAL MADANI
PT. Bank Ekspor Indonesia (persero)

A i A Al e

* Note: BPR stands for Bank Perkreditan Rakyat (Rural Bank)
PT stands for Perusahaan Terbatas (Limited Company)

Economy: Japan

National Life Finance Corporation (NLFC)

The Okinawa Development Finance Corporation

The Government Housing Loan Corporation

Japan Bank for In