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PREFACE 

The International Center for Economic Growth is pleased to publish
William R. Thomson's South A. ja: 7he Clllenges and Opportunities
oJ'the /990s, as the thirty-third in our series of Occasional Papers, which 
feature reflections on broad policy issues by noted scholars. The work 
first appeared as the keynote address given at the "International Con
ference on South Asia as a Dynamic Partner: Prospects for the Future." 
sponsored by the Asian Development Bank (ADB), and focusing on 
the many issues crucial to extending the success of the newly indus
trialized nations of Asia to the less-developed South Asian nations. 

The developing member countries DMCs) of the ADB have experi
enced rapid growth durig the last two decades. mostly as a consequence
of a move toward outward-oriented economic policies and a gradual 
shifting of economic power into the hands of the private sector. In addi
tion to these reforms, reduced import controls, the introduction of' 
realistic exchange ri.tes. and fiscal discipline have attracted direct foreign
investment. As lib-ralizatio, and foreign investment have increased the 
prodIltion capacities of these nations, an interdependence has emerged, 
as in Japan's shifting of labor-intensive industries to other Asian coun
tries where wages are lower, investing heavily in them. and eventually
acting as an export market for the goods produced. William Thomson's 
overview of this success leads to a discussion of how the "next tier" of 
developing nations-Indoch.na and South Asia-might learn and benefit 
from tne industrial linkages and continued economic liberalization 
responsible !or the rapid growth of East and Southeast Asian countries. 

Thomson comments favorably on recently initiated reforms in South 
Asian countries seeking to open up their economies further. srengthen
market forces, and provide a greater role for the private sector. He men
tions in particular India's efforts to bring short-term crisis situations 
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4 WILLIAM R. THOMSON 

under control as well as to implemrenl longer-term structural reforms 
aimed at improving efficiency and accelerating economic growth. Con
sistent and sustained measures, however, will be required to meet transi
tional costs and minimize imbalance, assure macroeconomic stability, 
and provide the pnysical infrastructure and skilled human resources 
needed for successful reform. 

The Asian Development Bank has played an active role in the 
advances South Asia has made thus far and continues to provide crucial 
financial and technical support throughout the region, striving to hasten 
development and meet the objectives of sustainable economic reform. 

William R. Thomson is vice president in cnarge of operations at 
the Asian Development Bank. He has been actively involved in economic 
policy making, including sixteen years of service in the United States 
Department of the Treasury. We are pleased to publish his insightful 
analysis of the economic outlook for the nations of South Asia. 

Nicolis Ardito-Barletta 
General Director 

International Center for Economic Growth 

Panama City, Panama 
August 1992 



ABOUT THE AUTHOR 

William R. Thomson has been vice president in charge of operations
at the Asian Development Bank (ADB) since 1990. ADB is a develop
ment finance institution comprising fifty-two member countries, with 
its headquarters in Manila, the Philippines.
 

Mr. Thomson worked in the 
 United States Department of the 
Treasury in various capacities for sixteen years. He has held the positions
of financial economist in the department's Office of Debt Analysis and 
senior economist in its Office of internationl Development Banks. He 
has also served on the executive boards of the African Development
Bank and the Asian Development Bank. Be!bre beginning his work with 
the Department of the Treasur), Mr. Thomson held various private
sector positions, including operations research analyst, economist, and 
investment analyst. 

Mr. Thomson holds the degrees of master of philosophy in
economics from George Washington University in Washington, D.C., 
master of science in engineering from the University of Washington
in Seattle, and bachelor of science in mathematics from the Univers.ty 
of Manchester in England. 

http:Univers.ty


-I
 

WILLIAM R. THOMSON 

South Asia 
The Challenges and Opportunities of the 1990s 

Ladies and Gentlemen: 

It is a great pleasure to address such a distinguished gathering at this 
important conference on South Asia as a dynamic partner. I will begin
by briefly reviewing the development experience of South Asia relative 
to the experiences of other Asian countries. Then I will discuss the 
recent economic reforms undertaken by South Asian countries and the
challenges and opportunities which they will confront in the 1990s. 
Finally, I will offer a few words on the role of the Asian Development
Bank (ADB) in assisting the South Asian countries in becoming dynamic 
partners in develop-ng Asia. 

Asian Dynamism and South Asian Development Performance 

Over the past two decades or so, Asia has emerged as the most 
dynamic region in the world. For the past twenty-five years, the Asian 

The views expressed in this speech are those ot the speaker and do not necess:.rilyrellect the views amd policies of the Asian Development Ronk I would like to acknowledge the assistance of in, colleagues in the Asian Development Bank, particularlyMessrs J M Dowling. N Hatid. and J. S Lec. in prcparing th. spcech 
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8 WILLIAM R. THOMSON 

Development Bank's developing member countries (DMCs) grew at 
the remarkable average annual rate of 6.6 percent. This compares with 
an averaoe annual rate of less than 3 percent for the rest of the developing 
world. Trade has played an important role in Asia's rapid development. 
The bank's 1)MCs' share in world trade has increased from lc.,s than 
6 percent in 1970 to more than 13 percent in 1990. 

In spite of mprovcd growth performance in the 1980s, however, 
South Asia so far has not shared in the economic dynamisl of the rest 
of Asia. Over the past twenty-five years, the average annual growth 
rate for South Asia was only 4.6 percent. This compares with 8.8 percent 
for the newlN industriali/ing economies (NIEs) of Korea, Hong Kong, 
Singapore, and Taipei, China and about 7 percent for the People's 
Republic of China and for the ASEAN-4-ndonesia. Malaysia, the 
Philippines. and Thailand. The difference between the trade perfbrniance 
of South Asma and tile rest of Asia is even more striking. Between 1970 
and 1990. on aggregate, the other DMCs of Asia increased their share 
of world trade by about 180 percent. South Asia's share declined 
by 25 percent. 

This slower economic growth, along with faster population growth, 
has sharply increased income differeintials between Soutn Asia and the 
other regions of Asm. Foi example. in 1966 average per capita income 
in South Asia, at $94, was 80 percent of the per capita income of the 
ASEAN-4 and more than 40 percent of that of the NIEs. By 1990, 
average per capita income in South Asia had increased to $337, but 
was only about 40 percent of the ASEAN-4 and less than 5 percent of 
the NIEs. With these differing growth rates, differentials in social 
indicators such as education. life expectancy, birth rate, and infant 
mortalit) have also widened significantly. 

The sharp differences in the development performance of the South 
Asian countries and the performances of other countries in Asia are 
largely the result oftiffering economic policies. While the South Asian 
countries pursued an inward-oriented, import substiution-led, public 
sector--dominated development strategy. tile NIE., and subsequently 
the ASEAN-4. have increasingly adopted more outward-looking, market
oriented, private sector-led strategies. Since the late 1970s, China 
similarly has pursued an increasingly export-oriented and market-based 
economic policy mix. 
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Recognizing the limitatioais of their development strategies in the 
past several years, most South Asian coumries have embarked on 
ambitious reform programs aimed at making their economies more 
outward looking and markct oriented Before I discuss these reforms, 
let me outline the development strategy pioneered by the NIEs and say 
a few words on why it proved so successful. 

In the early stages of their development, the NIEs undertook a 
number of reforms that shifted the emphasis of trade policy away from 
import controls and toward export promotion and exposed industry to 
international competition. The NIEs also maintained rez, istic exchange 
rates and exercised fiscal discipline and monetary restraint. Such policies 
were subsequently adopted by the ASEAN-4. The ASEAN-4 countries 
also provided incentives to attract foreign di,-ct investment. 

The policies ol the NIEs and the ASEAN-4 not only promoted rapid 
and efficient industrial develo)nent in thtse countries, but also fostered 
a dynamic process of interdependence among the developing economies 
of East and Southeast Asia. The ongoing process of economic restruc
turing in Japan. which gained momentum following the currency 
realignments reslting from the 1985 Plaza Accord, resulted in the 
trant;fer of labor-intensive industries to.other Asian countries wht:re labor 
costs were lower. This led to sharp ncreases in Japanese investment 
in Asia and in Japan's imports from within the region. A similar process 
occurred in the NIEs a few years later a,, their currencies appreciated 
and as wages increased rapidly. Thus the NIEs also became major 
investors in export oriented, labor-intensive manufacturing in the 
ASEAN-4 and China. 

The -ipoitance of the rapid growth in intraregional foreign direct 
investment goes far beyond an increase in financial flows ato few 
countries This new pattern of investment and trade is assisting in the 
extensive restructuring of industry in the region and in the develop
ment of a sophisticated intraregional division of labor in Asia. These 
growing trade and investment linkages in the region are likely not only 
to sustain the rapid pace of development in the NIEs. the ASEAN-4, 
and China during the 19 90s. but will also help in extending develop
inent to the next tier of countries in the region. Given the appropriate 
economic policies, I am sure the next beneficiaries will be countries 
in Indochina and South Asia. 



10 WILLIAM R. THOMSON 

Economic Reforms in South Asia 

It is against this background of economic policy in the NIEs and the 
ASEAN-4 that we look at the recently initiated reforms in a number 
of South Asian countries. These reforms are aimed at opening up 
economies, strengthening market forces, and providing a greater role 
for the pi ivate sector. Sri Lanka began this process of trade liberaliza
tion and market-oriented reform in 1977. Unfortunately, the monlentum 
of economic growth in Sri Lanka resulting from the reforms was 
interrupted by political problems. In recent years, however, Sri Lanka 
has again begun to pursue economic reform through programs for short
term stabilization and medium-term structural adjlustment. The focus 
of structural adjustment has ben to promote foreign direct investment 
and strengthen the role of the private sector in the economy. 

The recent reforms in India are particularly impressive. These 
include short-term meaures taken to bring the crisis situation of June 
1991 under control, as well as longer-term structural reforms aimed 
at improving efficiency and accelerating economic growth. The longer
term reforms include abolition of industrial licensing for most industries: 
relaxation of regtulations relating to foreign direct investment and 
technical collaboration, measures to improve the efficiency of public 
sector enterprises: reduction of nontariff restrictions on imports: and 
steps to achieve convertibility of the rupee in the near future. These 
reforms have greatly increased the role of the ziarkct and the private 
sector and have opened the economy to greater external and internal 
competition. Tile government has also introduced to restoremeasures 

fiscal discipline and restructure the tax system to inprove incentives.
 

Pakistan has undertaken a number of economic reforms with 
emphasis on privatizatiom. investment deregulation, and foreign exchange 
decontrol. The measures so far include the sale of a number of state
owned manufaCtUring enterprises and banks: tile setting LIp of a number 
of investment and conmercial banks and other financial institutions in 
the private seclor: the elinnation of investnent sanctioning: and the 
abolitio i of most restrictions on foreign direct and equity inveslment. 
outward remittance of profits and capital, and payment of royalties and 
technical fees. 
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In Bangladesh, a recently introduced industrial policy places greater 
emphasis on participation of the private sector and encourages foreign
investment, export-oriented industries, and privatization of public manu
facturing enterprises. The government also improved macro stability, 
eliminated quantitative restrictions on the import of a number of items, and 
announced plans for the implementation of a phased program of import 
liberalization. In Nepal, steps are being taken to foster the private sector 
by opening up new areas tbr investment, removing licensing and other 
controls on businesses, and simplifying investment rules and regulations. 

The impact of market-oriented reforms in South A :a can already
be seen in the stock markets and in private and foreign investment in 
the region. In 1991, the stock inarkets in South Asia were the top 
performers in Asia, with the Kai achi Stock Exchange showing the third 
highest gain in U.S. dollar terms among the emerging markets of the 
world. In 1992, the Bombay Stock Exchaage, in spite of the recent 
problems, showed the largest L,,ins. Rising share prices along with 
relaxation of govrnment rules regarding pricing of new issues have 
produced a record number of new issues that are expected to raise $5 
to 7 billion in capital this year alone. In Pakistan, private sector invest
ment in manufacturing for the current fiscal year is expected to increase 
by 40 percent, with foreign investment showing an even faster ratc of 
growth. Foreign direct investment in India doubled in 1991, it is 
estimated that if expected portfolio equity investments are allowed, with 
the ongoing reforms undertaken by the Securities and Exchange Board 
of India, the stock exchanges in India alone could attract $3 to 4 billion 
a year from international sources. 

It is clear that economic policies in South Asia are moving away
from the old inward-looking, highly regulated, public sector-led 
approach to economic development, and are beginning to have a positive 
economic impact. The reform process, however, needs to be continued 
and expanded if South Asian countries are to grow significantly faster 
and become dynamic partners in the transformation taking place in the 
rest of developing Asia. 

Let me now briefly touch oil some of the areas in the reform process
that indoubtedly will be the focus of attention of policy makers in South 
Asia for the next few years. 
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South Asian countries, with the exception of Sri Lanka, continue 
to have a highly protective tariff structure, with maximum tariff rates 
generally exceeding 100 percent. This gives the trade regime an extreme 
anti-export bias that direct export incentive, cannot overcome. At the 
same time, there are a large number of tariff exemptions for selected 
industries and other special interest groups, which dis!ort market signals 
and result in misallocation of resources. Theefore, if South Asian 
countries want to follow the strategy ,f efficicit, export-led industrializa
tion, on one hand they must Undertake radical tariff reforms that over 
the next few years would reduce the anti-export bias and other distor
tions by eliminating most tax exe-nptions, and on the other hand lower 
the maximum tariff rates to the 30 percent to 40 percent range. While 
such reform would no doubt pose adjustment problems for some existing 
industries as well as for the government, adjustment problems for 
industry can be minimized oy planning the reforms carefully and 
announcing themi well in advance, so that entrepreneurs have time to 
make necessary changes. Durng the transition period, multilateral finan
cial institutions, including the ADB, could help mitigate the impact of 
the reforms on the budget and the balance of payments. 

Tariff reforms, investment deregulation, and efforts to strengthen 
the market mechanism are meant to increase investment and channel 
it into more productive uses. Investment and saving, however, are medi
ated through the financial sector, and, in most South Asian countries, 
the financial sector is dominated by state-owned financial institutions 
that do not respond well to market forces. In the past, governments 
in most South Asian countries have used financial institutions as captive 
sources of cheap funds to finance budget deficits or inefficient public 
enterprises. For example, until recently commercial banks in India and 
Pakistan were required to hold more than one-third of their net liabilities 
in government securities at artificially low yields. This kept the real 
rate of return on savings low, most of the time actually negative. This 
has been an important factor in the low rates of savings observed in 
the region. In 1990, for example, the average domestic savings rate 
in the South Asian countries was 18 percent-only II percent if India 
is excluded-as compared with more than 30 percent in the NIEs, the 
ASEAN-4, and China. In addition, in Pakistan, the lack of an adequate 
regulatory framework and the poor service and low deposit rates 
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offered by state-owiled commercial banks led to several episo.des of rapid
growth followed by sudden collapse of private finance companies,
which resulted in losses to depcsitors of billions of rupees and severely 
undermined saver confidence. 

While the savings rate in India relative to its per capita income was 
not low, savings have not been efficiently utilized. In other countries 
as well, the limited funds that were left for the private sector were mostly
allocated by the state-owned financial institutions on political or bureau
cratic grounds. This not only adversely affected the efficiency of private
sector investment, but also resulted in the accumulation of a large number 
of Lad debts in the sys',zm, which in some countries tiireatens the viability
of most state-owned financial institutions. 

To raise the savings rate and channel investirent into the most
productive uses, broad-based reform of the financial sector is necessary.
This should include privatization, or establishment of complete mana
gerial autonomy with accountability, of the state-owned financial insti
tutions with a level playing field to allow the entry and development
of private sector competitors It should also include changes in the legal
system to expedite loan recoveries: introduction of market-based interest 
rates for all goernment borrowipg and for lending to the private

sector; and promotion of financial institutions in the private sector and
 
development of the capital markets. For the last, it would be necessary

to strengthen monitoring and supervisory mechanisms and improve

accounting and disclosure practices. In brief, the primary role of govern
ment should change from one of ownership and control to one of regula
tion, in which protection of the interests of the depositors and snall
 
shareholders should be the major objective. A process of financial 
sector reforms is currently under way in many South Asian countries,
but it is important that the reforms are comprehensive and that imple
mentation is consistent and sustained. 

For economic reforms to work, governments in South Asia must
strive to provide a supportive environment. In this regard, the three 
main elements are macroeconomic stability, adequate physical infra
struciure, and an educated and trained labor force. L,t me say a few 
words about each of these. 

A stable macroeconomic environment requires reducing fiscal 
and external imbalances to sustainable levels. Fiscal deficits as a 
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proportion of GDP are much higher in South Asian countries than in 
most other Asian developing countries. In addition, the pressure on 
budgets is likely to increase because, on one hand, a major increase 
in public investment in infrastructure and human resource development 
is needed. On the other hand, tariff reforms are likely to adversely 
affect custom revenues, which are the most important source of govern
ment revenue in most South Asian countries. Therefore, if governments 
are to succeed in reducing fiscal deficits, they must improve collection 
of existing taxes, find alternative sources of revenue, and cut non
productive expenditures. 

The broad areas for fiscal reform, without underestimating the 
administrative and political difficulties of implementation, are relatively 
easy to identify. The yields from existing taxes are low largely because 
of too many tax exemptions and high tax rates, resulj.ng in tax evasion. 
For example, in many countries agricultural incomes are not subject 
to income tax. A reduction in tax rates along with the elimination of 
tax exemptions should not only increase tax revenues but should also 
make the tax rates in South Asian countries more competitive with those 
in the rest of Asia. 

To replace the revenut lost when cu-'om duties are reduced, a broad
based value added tax (VAT) is the obvious choice. All over the world, 
including in many developing countries, the VAT has proved extremely 
effective in generating large amounts of revenue for the government. 
Most countries in South Asia have also introduced a VAT in one form 
or the other. In South Asia, however, there arc generally too many 
exemptions. As a result, the base is too narrow. To make a VAT an 
effective revenue source, and to reduce tax induced distortions in the 
economy, it is essential that VAT be extended to aimost all economic 
activities, with exemptions limited to only a few key areas such as 
exports, unprocessed foods, education, and health. Experiences of other 
countries show that when this approach is taken, VAT receipts incr.ase 
quickly and permit the pace of tariff reforms to accelerate. 

In most South Asian countries, nonproductive expenditures as a 
proDortion of the budget are large relative to the rest of develop.ng Asia. 
In this context, military expenditure, which on average accounts for 
more than 15 percent of the budget (almost 30 percent in Pakistan), 
stands out. During the 1980s, South Asia was the only region in Asia 

http:develop.ng
http:resulj.ng
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where growth in military expenditure was higher than growth in GDP. 
In the past couple of years, some welcome steps in slowing the growth
of military expenditure have been taken. The task has hardly begun,
however, and much more needs to be done. With the recent dramatic 
events in the former Soviet Union and the end of the cold war, the world 
expects, and requires, a peace dividend. If countries in South Asia were 
to move together towards reducing military expenditures, the peace divi
dend could be as large as anywhere else in the world. It would make 
the task of reducing fiscal deficits while increasing spending on physical
infrastructure and human resource development relatively easy. It would 
also reduce tensions in the region and induce increased flows of foreign
investment, which would promote rapid growth in intraregional trade 
and investment. Thiq may well be one of the great opportunities for 
South Asia in the 1990s, and I shall come back to it later.
 

As far as external imbalances are concerned, 
 while more realistic 
fiscal policies will help, they cannot be eliminated in the absence of 
a realistic exchange rate policy. In fact, during the 1980s, most South 
Asian countries introduced more realistic exchange rates. Recently, India 
took an important step to institutionalize this by initiating a move to 
convertibility on the currnmt account. Other countries in the region may
also consider moving toward current account convertib' ity. The opening
up of the economy is likely to initially increase pressure on the balance
 
of payments, and market-based exchange rates are the best wy of dealing

with this pressure. External pressures can also increase 
as necessary
 
steps are taken to reduce tariffs and the negative export bias that re
mains in 
most South Asian countries. 

The two other e!-ments important for the success of an outward
oriented development strategy are adequate physical infrastructure and 
educated and skilled manpower. In most South Asian countries, infra
structure bottlenecks and shortages are widespread. In addition, the 
quality of service in critical areas such as electricity supply and tele
communications is extremely poor. This is the result not only of limited 
resources, but also of inefficiencies inherent in protected state-owned 
monopolies. Recently in a number of South Asian countries, attempts
have been made to attract foreign investment on a build-operate-transfer 
or build-own-operate basis and promote competition by allowing private
sector participation. This approach needs to be adopted more -/idely. 
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ADB is willing to play the role of a catalyst, first by providing technical 
assistance in developing such projects, and then by helping locate and 
attract foreign investors. 

I may mention that for an export-oriented economy, international 
communications are very important. One problem in many South Asian 
countries is the unduly restrictive international landing rights for foreign 
airlines because of the fear that the state-owned national airline wvould 
otherwise not be able to survive. Similarly, foreign companies are kept 
out o. international telecommLnications to allow state monopolies to 
charge high rates and make large profits, which frequently are used 
to subsidize. domestic operations Such policies under the changed 
circumstances are inappropriate because they place South Asian exporters 
at a disadvantage. 

In human resources, South Asia has the lowest literacy rat,-42 
percent-of any region in Asia. Studies show that the export success 
of the NIEs has been based on building up human capabilities by raising 
levels of health and education. Some South Asian countries, however, 
spend less than 5 percent of the budget on education and health. South 
Asian countries must give greater emphasis to human resource develop
ment, if for no other reason that without it they will find it increasingly 
difficult to compete successfully in the global manufactures markel. 
Also, the availability of a well-educated labor force is necessary to 
attract foreign direct investment and absorb new technologies. Finally, 
human resource development is the best way to slow down the rate of 
population growth, which is very high in a number of South Asian 
countries. Without a slowing of population growth, the benefits of 
economic growth will continue to be greatly diluted. For example, in 
the 1990s, Pakistan's economy will have to grow at least 1.5 percent 
faster per annum than China or Thailand to achieve the same rate of 
growth in per capita income. 

Challenges and Opportunities of the 1990s 

The challenges facing South Asian countries in the 1990s are many. 
Internally, the most important challenge will be to complete the transi
tion to outwvard-looking, market-oriented economies. This will involve 
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a major economic restructuring ill each country, and is likLly to be 
resisted by groups that are bcneficiaries of the present system. These 
include inefficient, import-substituting firms that would have to improve 
their efficiency or else clhse down; employees of overstaffed public 
enterprises who have become accustomed to job security, high wages, 
and low work pressure. and those bureaucrats who have low salaries 
but enjoy enormou,, economic and regulatory powers. It will alsu be 
a challenge for the South Asian countries to maintain fiscal discipline, 
reduce military expenditures, build up their physical infrastructure, and 
develop their vast human resource,,. 

In all these areas, the AT -Bstands ready to assist, for example, by 
providing technical and financial assistance for setting up retraining and 
credit programs for affected public sector employees or project loans 
for physical infrastructure and human resource developmir nt. Ultimately, 
however, the success in making the transition will depend on the will 
and commitment of the people of South Asia to eradicate poverty, 
illiteracy, and underdevelopment from the region. Other countries in 
Asia have shown that it can be done in decades rather than centuries. 
I am confident that the 1990s will prove to be the turning point for South 
Asia, just as the 1970s wLre for the NIEs and the 19 80s appear to have
 
been for Indonesi,i. Malaysia. the Philippines, and Thailand.
 

The external challenges are no less daunting. T'hc world economy
 
is currently expei iencang only weak growth, 
 nd the major industrialized
 
countries are expected to grow more slowly in the 1990s than in the
 
19 80s. This means that it will be mote difficult, but not impossible, 
for South Asia to expand exports rapidly than it was for other Asian 
countries in the past two decades. Recent developments il Eastern 
Europe and the former Soviet Union are also likely to have an adverse 
impact on South Aian economies. The immediate impact has been on 
trade. In particular, inda's exports to Eastern Europe anti the former 
Soviet Union, which represented about 20 percent of its tolal exports 
in 1990, were almost halved in 1991 and may decline further this year. 
The longer-term impact is likely to he on official development assis
tance (ODA) to South Asia. Although net disbursements of ODA to 
Eastern Europe in 1990 were small relative to all developing countries, 
commitments were significant. Also. recent commitments to Russia have 
been quite large, and new demands for concessional resources will arise 
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in the poorer republics of the former Soviet Union. Coupled with tighter 
supplies of such funds from the traditional dLmnors because of slower 
economic growth in the industrialized countries, these additional demands 
could have an adverse impact on ODA to South Asia in the 1990s. 

Finally, the worldwide tendency toward trading blocs and the ong
delayed GATT Uruguay Round are sources of concern. A slide toward 
protectionist trade practices could ;eriously impede world economic 
growth. An open trading system is essential for the success and sustain
ability of market-oriented reforms in developing countries. Although 
the formation -)f regional economic 1)locs in itself does not increase 
protectionism, there is the possibility that such blocs might adversely 
affect the access of some countries to their traditional markets. Rapid 
growth in intra-Asian trade in the 1980s helped insulate the fast-growing 
economies of Asia from both cyclical declins in world trade and 
increasing proectionism. Seuth Asian countries, as a result of ongoing 
reforms, sho, lU strengthen linkages w,:h the rest of Asia, including the 
SAARC (Scuth Asian Association for Regional Cooperation) region and 
the Central Asian republics, and thus benefit from Asian dynamism. 

While there are numerous challenges in the 1990s for South Asia, 
tl'ere are also many opportunities. As I mentioned earlier, in the 1980s 
the rise in labor and other costs :n Japan and the NIEs resulted in massive 
flows of foreign direct in%estment to the ASEAN-4 and China. In recent 
yeais, rising costs and infrastructural shortages in some of the latter 
countries have prompted investors to start looking for alternative 
locations for labor-intensive industries. South Asia, with its abundant 
labor and large consumer markets, could easily attract large amounts 
of foreign direct investmint. Thus, given the appropriate policies, South 
Asia could be in the next tier of countries to benefit from the ongoing 
process of shifting comparative advantage that has characterized Asian 
economic development. 

Another opportunity for South Asia is the unexploited potential for 
intraregional trade and tourism. In 1990, intraregional trade in South 
Asia was less than $1 billion. According to one study of international 
trade, a common land border between countries on average increases 
trade by a factor of 2.5. In South Asia, however, overland trade between 
some countries is discouraged and even banned. If such barriers to 
trade were eliminated, intraregional trade could easily increase. The 



19 South Asia: 77e Chalh'nges and Opporunitie. of'the /990.% 

possibilities flor growth in intraregional tourism are even greater because 
of the cultural and linguistic linkages. As a result of various administra
tive restrictions, however, these po%ibi!ities remain largely unrealized. 
Expansion of intraregional trade and tourism, which could be an 
important side benefit of a coordinated reduction in military spending
in South Asia. can be one of the engines of growth for South Asia 
in the 1990s. 

Finally, just as the possibility of the failare of the Uruguay Round 
is a matter of' concern, its success could prove to be a tremendous 
opportunity. It is estimated that the successful completion of the Uruguay 
Round could result in about $50 billion in additional developing :ountry 
exports to industrialized countries, with South Asia expected to account 
for about 10 percent of this. If the economic reforms are in place,
however-and they are a nonsine qua for progress given the rapid
changes in economic policies elsewhere-there is no reason why South 
Asia could not get a much larger share of the total, particularly since 
more than half of the $50 billion increase is expected to be in exports 
of' textiles and clothing-industries in which South Asia should have
 
a comparative advantage.
 

Role of the Asian Development Bank 

In view of the challerges and opportunities facing South Asian countries 
in the 1990s, I have no doubt that the ADB will play a catalytic role 
in promoting economic development in South Asia. The bank's strategic 
development objectives are the promotion of' economic growth, the 
reduction of poverty, an improvement in the status of women, progress 
in population planning, and the promotion of sound management of' 
resources and the environment. With the private sector seen as the engine
of growth, the bank encourages DMCs to remove, in a coherent way, 
unnecessary restrictions on private sector activity, and supports the 
development of physical, flinancial, and social ifrastructure. including 
human resource development, to facilitate private sector-led growth. 

However. economic growth by itself may not be enough to raise 
the living standards of the poor. women, and other disadvantaged groups.
Therefore, the bank specially targets such groups through projects aimed 
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at improving access to employment and income generation opportunities 
and social services. The bank's, project assistance concentrates oIlsectors 
that are likely to have a substantial impact on economic growth. but 
is designed to address the hank's sti alegic development objeCtives such 
as poverty reduction, wmen i i development. environmental protec
tion, and social intrastructurc impro ement. Some rcccnt projects ained 
at employment and income generation fior tile disadvantaged groups. 
particularly women. Include the Rura Women Employment Creation 
Project inl Bangladesh. tile Small Farmers Development ['roject in Nepal. 
the Baram Area I)evelopment Prolect in Pakistan. and the Southern 
Province Rural )evelopment Project in Sri Lanka. The need for better 
access of such groups It) ,ervices and housing is addressed insocial 
recent projects on hcalth and tiamily planning, public health, and primary 
and higher secondarN clucation in Bangladesh. primary education for 
girls in Pakistan. and low-i ncoc heousing development in Sri Lanka. 

The bank's program lendingiacityl has been a major instrument 
for aiding the pollc reform process in tile batik's I)MCs. In recent Nears 
the bank has provided program loans tt)11ost countries in South Asia. 
For evainple. an ilndustl al program loan to Bangladesh supported the 
government's plan to stimullte indistrial growth and ef'iciency by reduc
ing government ownership and manaiement ol 'nanufacturing activities. 
In India, programs w\ere provided to support policy re orms in the energy 
and hydrocarbon sectoi s Pakistan received program oans to support 
tile ".overnimient's policy reforms in agric,ItUre aimed at resource 
mobili/ation and incieased productitvity, and in industry for industrial 
restructuring and strengthening of administrative and institutional 
capabilities for implementation of the government's economic ad just
nient program. A financial sector program loan to¢Sri Lanka is intended 
to promote pol,,cy re forms, strengthen institutions, and help develop 
the capital market. 

Recogni/ing the critical role ol capital markets in tile mobil iation 
of resources and their cflicient allocation, the sank has commissioned 
two rounds of' e\pert studies of capital market development covering 
twelve I)MCs. including most South Asiatn countrics. Some of* the recoi
mendations from these stud s have been implcientcd by the various 
DMC governments and others are being discussed through policy 
dialogue with the bank. The bank has also sponsored various regional 



21 South Asia: The Olailhnev andI Oipporunie. ?f th 1990.% 

investment funds, such as the $100 million Asian Development Equity 
Fund. for investment in equities in Asian developing countries, and the 
$65 million Asian Convertibles and Income Fund, dedicated to the 
development of markets for diversified securities in the bank's I)MCs.
A Pakistan Investment Fund sponsored by the hank is also due for 
launching shortly. A large part of the international capital that South 
Asia needs in order to accelerate development can come through the 
vehicle of portfolio investlment, as major pension and life insurance 
companies ii the industriali/ed countries look to dihversl f\ their port
folios internationally. 

rhe bank'*s assistance is AlsO focused on the identificatioli and 
elimination of In1stittional gaps and delficiencie, incapital marLts in 
the DMCs. Thus the bank is involved in tie establishment aind develop
ment of a di versified range of financial inernediaries. In South Asi. 
these include leasing companies and venture capital companies in India 
and Pakistan. an insurance company and tin it trust ln Sri .anka. and 
a credit rating agency in India The last is a,rare example of a rating 
agency in a developinI col'itry and should contribute to investor 
protection in India. The bank also approved unguaranleed loan,, Ir si\
 
private leasing companies and an 
inestment bank in Pakistan. In 1991 
the bank approved technical assistance grants to finance studies on the 
leasing ,ndustr\ in Nepal and th1e mutual fund industry in India. Technical 
assistance v,as also approVed for strengthening the institutioinal 
capabilities of' development banks in Bhutan and Nepal and of state
owned hanks in Sri Lanka 

In closing, let iie sa that the A1)13 will continue to assist tie South 
Asian countr is it their efforts toward economic ref)rm and develop
ment. I am confident that with these efforts. South Asia will become 
a dynamic partner of developing Asia in the 19 9 0(s and that in this. tile 
bank will be a dynamic partner of South Asia. At the bank ve are look 
ing lorward to working with you in these cooperative ventures. 

I thank you for your attention. 
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